strategy+business

booz&co. Preprint




—
D
Q
=
c
)
D
(2]
n

o
]
ok
o
=L
-
(0}

°
o
=
~

by Barry Jaruzelski and Kevin Dehoff




Booz & Company’s annual study of the world’s
higgest corporate R&D spenders finds that most
companies have stuck with their innovation programs
despite the recession — and many are hoosting
spending to compete more effectively in the upturn.
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the transformation of core
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agement, product planning,
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One of many unknowns as the economy plunged
into the Great Recession was whether corporate leaders
would put their money where their mouths were regard-
ing research and development. For years, managers have
maintained that R&D spending is a competitive neces-
sity — not a discretionary activity that could be cut to
prop up earnings during hard times. Skeptics, on the
other hand, suspected that companies would cut their
R&D budgets at the first sign of red ink. This year’s
Global Innovation 1000 survey provides the first com-
prehensive empirical answer to the question: The world’s
biggest innovation spenders indeed walked the walk
in 2008. R&D spending rose 5.7 percent in 2008, a
slower rate of growth than the prior year’s 10 percent
increase, but in line with the group’s 6.5 percent increase
in worldwide sales. (See Exhibit 1.) And that increase in
spending looks even more impressive given that operat-

ing income for the
Exhibit 1: R&D and Sales

Although the increase in R&D spending
slowed slightly in 2008, R&D intensity —
the dotted line — held steady in 2008.

group fell 8.6 per-
cent in 2008, and
net income plum-
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Source: Booz & Company the year, we found

Also contributing to this article
was consulting editor Edward
H. Baker.

no correlation between financial losses and reductions in
R&D spending. Furthermore, our analysis revealed that
innovation investment is increasingly viewed as essential
to corporate strategy: More than 90 percent of execu-
tives we surveyed said innovation is critical as they pre-
pare for the upturn, and a majority have maintained or
expanded their portfolios and are pursuing new prod-
ucts to improve growth and margins. (See Exhibit 2.)

“Innovation is what drives our competitive position
in all three of our markets — automotive, professional,
and consumer — and therefore we can’t back off,” says
Robert Lardon, corporate vice president for strategy
and investor relations at Harman International Indus-
tries Inc. Adalio Sanchez, general manager of IBM’s
System X server business, echoes that point of view:
“I would argue that the recession is a catalyst for in-
creased innovation.”

Exhibit 2: R&D for New Products, Markets, and
Growth

Our survey of senior executives and innovation leaders shows that nearly
three-quarters are maintaining or expanding R&D portfolios, and nearly
two-thirds are focusing on products for growth and new markets.

Changes in R&D project portfolios

SIZE MIX

More products with
growth potential

Expanded St 47%

Maintained (721 More products for new markets

More products for existing
markets

Reduced AR No significant change
Don’t know 6% 4 Don’t know

Source: Booz & Company
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These anecdotal observations confirm the data in
this year’s Global Innovation 1000, the fifth of our
annual analyses of corporate spending on innovation
and its connection to corporate performance. As in
previous years, we identified the 1,000 public corpora-
tions worldwide that spent the most on researching and
developing products and services for their marketplace.

In addition, this year we conducted a special survey of

nearly 300 senior managers and R&D leaders from 230
companies, which collectively spent more than US$230
billion on R&D in 2008, asking them detailed ques-
tions about their companies’ response to the recession,
and followed up with in-depth interviews with a num-
ber of top R&D executives.

Not all companies, of course, maintained or
boosted R&D spending. More than a quarter of the
Global Innovation 1000 cut their innovation budgets in
2008. And many companies were cautious: The top 20
innovation spenders increased research and develop-
ment by only 3.2 percent, compared with 10.7 percent
for these companies in the previous year. Furthermore,
the early evidence indicates that as companies entered
2009, spending on innovation slowed further. Again,
however, that slowdown came in the face of even steep-
er declines in sales and income: Among the 522 compa-
nies reporting results for the first quarter of 2009, R&D

spending decreased by . .
Exhibit 3: R&D Held while

4 — which i
74 percent — which s ¢ st Spending Fell

still less than half the
rate of their 18.5 per-

The 100 biggest innovation spenders
held the line on R&D even as they

cent decline in sales cut capital expenditures.

Also noteworthy is that
as the biggest R&D

spenders have evaluated

Change in spending 2007-08
Global Innovation 1000 Top 100

their investment strate-
gies in the downturn,
they have continued to
invest in R&D at a
higher rate than they
have in capital expendi-
tures. (See Exhibit 3.)
We believe there are
three primary reasons

companies are so reluc- R&D

tant to cut innovation

spending when times -1.0%
are extremely tough. Capital

1. Innovation has expenditure

become a core compo- Source: Booz & Company

More than
two-thirds of
companies in
this year’s study
maintained or
increased

R&D spending.

nent of overall corporate strategy. Given the fierce
nature of business competition in recent years, a reduc-
tion in innovation efforts would be akin to unilateral
disarmament in wartime.

2. Companies in most sectors are typically commit-
ted to product development cycles that extend for many
years — well beyond the length of an average recession.
If they are suppliers, they have often already contracted
to help develop their customers’ next new model; if they
sell to consumers, missing an innovation cycle can mean
being put out of the game entirely.

3. Many companies see the recession as an op-
portunity to build their advantage over their competi-
tors — especially weaker ones that may have to skimp
on R&D for financial reasons. If the stronger companies
can maintain the pace of innovation, the thinking goes,
they may be able to gain market share quickly once the
upturn gets under way in earnest.

At the same time, even companies that are main-
taining or increasing R&D spending are responding to
the effects of the recession. Every one of the top execu-
tives we interviewed said their companies are working
hard to spend smarter — to get more bang for their
R&D buck. We see three general trends that have either
originated with the recession or accelerated during
its course.

* As a rule, companies are performing less pure
and applied research. Instead, they are concentrating
their R&D budgets on product development and engi-
neering. This has been a trend for several years —
indeed, 44 percent of survey respondents said they
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Profiling the 2008 Global Innovation 1000

Even during the recession, the com-
panies in this year’s Global Innovation
1000 study increased their R&D
spending in 2008 by 5.7 percent, to
US$532 billion. This is significantly
less than 2007's 10 percent increase
over the prior year, but it is close to
the 7.1 percent five-year compound
annual growth rate for the Global
Innovation 1000. R&D spending rose
in 2008 despite the fact that almost a
third of the companies in our study
reported net losses for the year, and
overall sales were up just 6.5 per-
cent, considerably less than the prior
year’s 10 percent increase. R&D in-
tensity in 2008 — the percentage of
sales devoted to R&D — remained
the same as in 2007 for these compa-
nies, at 3.6 percent. We estimate that
this year’s total spend of the Global
Innovation 1000 companies repre-
sents 81 percent of global corporate
R&D spending of approximately $660
billion, and a little more than 50 per-
cent of total worldwide R&D spend-
ing, including that of governments, of
$1.05 trillion. (See Exhibit 4.)

The Toyota Motor Corporation was
the #1 spender on R&D for the third
straight year, with a budget of just
under $9 billion. The company main-
tained its rank despite its first-ever
loss, more than $4.3 billion in 2008.
Toyota's R&D spending was 5.7 per-

cent lower, however, than it was in
2007. The #1000 company on our list
was the Laird Group PLC, a London-
based maker of electronics equip-
ment, which spent $58 million on
R&D. The top 20 companies increased
R&D spending just 3.2 percent in
2008, compared to 10.7 percent in the
prior year — no doubt because net
income among the 20 fell from $115
billion in 2007 to just $75 billion in
2008, a startling 35 percent drop.
(Even subtracting the General Motors
Corporation’s 2008 loss of more than
$30 billion, net income for the group
fell 9 percent.) Still, the top 20
spenders accounted for 26 percent of
spending by the entire Global Inno-
vation 1000. Three companies fell out
of the top 20: Matsushita was ac-
quired by Panasonic; Merck and Sony
were replaced by Siemens and Cisco
Systems, both of which boosted R&D
spending in 2008 by more than 10
percent. (See Exhibit 5.)

The computing and electronics
industry retained its top spot in R&D
spending among the industry sec-
tors, spending $149 billion, account-
ing for 28 percent of the total spend.
As in previous years, health care and
auto came in second and third,
spending 23 percent and 16 percent,
respectively. Notwithstanding the
massive decline in sales that the auto

Exhibit 4: Global R&D Spending

The Global Innovation 1000 companies spent
just over half the money invested worldwide
in 2008 — 12.8 percentage points (34 percent)
more than governments and 81 percent of the
total spent by all corporations worldwide.

Global 2008 R&D Spending:
US$1,055 billion

Innovation

Government/ 1000
other 50.4%

37.7%

Innovation
2000
3.2%

Incremental
corporate
8.7%

Note: Totals are based on Organisation for Economic
Co-operation and Development (OECD) figures, plus

an estimate for non-0OECD countries, derived from

each country’s gross domestic product and typical R&D
spend characteristics of developing countries. Estimates
are adjusted to remove the impact of purchasing power
parity (PPP) exhange rates and to compensate for
double counting.

Source: OECD, World Bank, International Monetary Fund,

and Booz & Company analysis

industry has faced since the spring of
2008, R&D spending in the industry
increased, but only by 0.6 percent.
Aerospace and defense was the only
industry to see R&D spending fall, by
2.3 percent for the companies on this
year’s list. Changes in R&D intensity,
however, varied: Five industries —
auto, computing and electronics,
consumer, industrials, and health
care — increased their R&D intensity,
while telecom, software and Internet,

‘continued on ﬁaie 7i

spend less than 20 percent of their R&D budget on
basic research and advanced development — but it
became even more pronounced during the recession.
Managers hope to bring new products to market to take
advantage of the upcoming recovery. Nearly 40 percent
of respondents said their companies are shifting re-
sources from basic research in order to prioritize new
product launches.

* The downturn has encouraged many companies
— 40 percent, in our survey — to speed up their efforts
to make the innovation process more efficient.

* In response to the downturn, companies have
become more risk averse; nearly half of survey respon-
dents say that their companies are now more conserva-
tive than before. Companies are changing the criteria
they use when giving new products the green light,
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Exhibit 5: The Innovation Top 20
R&D spending for the top 20 companies was up 3.2 percent for 2008, less than half the 10.7 percent increase for the previous year, driven by the sharp,
35 percent decrease in their net income. The top 20 nevertheless accounted for 26 percent of all R&D spending by the Global Innovation 1000. Toyota,

despite a 5.7 decrease in R&D spending, maintained its top spot.

RANK COMPANY R&D SPENDING HEADQUARTERS INDUSTRY
2008 2007 2008 CHANGE AS A LOCATION
IN US$ FROM % OF
MILLIONS 2007 SALES
1 1 Toyota $8,994 -5.7% 4.6% Japan Auto
2 4 Nokia $8,733 5.7% 11.8% Finland Computing and Electronics
3 8 Roche Holding $8,168 5.5% 19.4% Switzerland Health Care
4 7 Microsoft $8,164 14.6% 13.5% United States Software and Internet
5 2 General Motors $8,000 -1.2% 5.4% United States Auto
6 3 Pfizer $7,945 -1.8% 16.5% United States Health Care 4
7 5  Johnson & Johnson $7,577 -1.3% 11.9% United States Health Care g'-
8 6 Ford $7,300 -2.7% 5.0% United States Auto §
9 N Novartis $7,217 12.2% 17.4% Switzerland Health Care E
10 12  Sanofi-Aventis $6,695 0.8% 16.6% France Health Care 8_
11 10  GlaxoSmithKline $6,425 8.3% 14.4% Britain Health Care %
12 9 Samsung $6,413 16.2% 5.8% South Korea Computing and Electronics §
13 13 IBM $6,337 3.0% 6.1% United States Computing and Electronics =t
14 14 Intel $5,722 -0.6% 15.2% United States Computing and Electronics
15 21 Siemens $5,680 11.3% 4.9% Germany Industrials
16 16 Honda $5,603 -4.2% 5.6% Japan Auto
17 19 Volkswagen $5,429 6.7% 3.3% Germany Auto
18 15 AstraZeneca $5,179 0.3% 16.4% Britain Health Care
19 22 Cisco Systems $5,153 14.5% 13.0% United States Computing and Electronics
20 18 Panasonic $5,152 -6.6% 6.7% Japan Computing and Electronics
$135,886 3.2% 8.0%
TOTAL .\'[cR \'[cR

Source: Booz & Company

tightening their relationships with customers and con-
sumers, and watching their competitors, and the mar-
ketplace, more carefully.

Although the downturn’s effects on global innova-
tion efforts have thus been mixed, many companies
clearly expect that by standing fast, they can gain a sig-
nificant competitive edge over their more cautious rivals,
both now and in the coming recovery.

Recessionary Effects
The downturn has taken a major toll on the worldwide
economy, and the companies that make up the Global
Innovation 1000 have certainly not been immune to its
impact. Overall, they spent $532 billion on R&D in
2008, a healthy 5.7 percent increase over 2007, but well
below the 10 percent increase from 2006 to 2007. Total
sales were up 6.5 percent, to $15 trillion — but again, it
[continued on page 8]
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Profiling the 2008 Global Innovation 1000, continued

Exhibit 6: Innovation Spending and Intensity by Industry

The computing and electronics, health-care, and auto sectors continue to account for the bulk of global R&D spending — more than two-thirds of the
total in 2008. Health-care companies spent the most on R&D as a percent of sales, followed closely by software and Internet companies.

Global Innovation 1000 Total 2008 Spending: US$532 billion

Other $7 ———————
Telecom $9

Computi
and Electroni

ng
cs

Consumer $19 $149

Aerospace and Defense $22
Software and Internet $32 Health Care
$120

Chemicals and Energy $37

2008 Intensity (R&D as a Percent of Sales)

Health Care 12.0%
Software and Internet 11.4%

Industrials $51
Auto $86
Note: Sums do not add up to the total due to rounding.

Source: Bloomberg data (2008), Booz & Company analysis

aerospace and defense, and chemi-
cals and energy decreased theirs. A
1.4 percent increase in intensity, to 12
percent, allowed health care to take
over the top spot in R&D intensity this
year, and chemicals and energy de-
creased its intensity by 10.4 percent, to
0.9 percent, the lowest of all the indus-
tries. (See Exhibit 6.)

Companies headquartered in the
three major regions — North Amer-
ica, Europe, and Japan — continued

to account for 94 percent of the total
R&D spending of the Global In-
novation 1000, and every region, in-
cluding China and India and the rest
of the world, increased its spending.
the
spending growth were slower. Japan

However, rates of regional
increased its spending by just 0.5
percent, Europe by 6.3 percent, and
North America by 6.5 percent; the
global five-year compound annual

growth rate was 7.2 percent. (See

Exhibit 7: Innovation Spending and Growth by Region

Computing and Electronics 7.1%

Aerospace and Defense 4.5%

Auto 4.1%

Industrials 2.0%

9\2?/» Consumer 2.0%
v..l. ... Telecom 1.4%
Chemicals and Energy 0.9%

ﬁOther 0.8%

Exhibit 7.) Overall, the recession has
had a noticeable, but relatively mild,
effect on R&D spending thus far.
Given the weak growth in both overall
sales and net income, it's no surprise
that companies are spending some-
what more cautiously on innovation.
But if that means the downturn is
forcing companies to spend those
innovation dollars more effectively,
that’s all for the better.

— B.J. and K.D.

Companies headquartered in North America, Europe, and Japan continue to dominate global R&D spending, accounting for nearly 94 percent of
the total. For all regions, growth in R&D spending was slower than its five-year trend (the dotted line). The fastest-growing companies, by far,
continue to be those headquartered in India, China, and the rest of the world.

Total 2008 Spending: US$532 billion

India/China $5
Rest of World $27

Note: Sums do not add up to the total due to rounding.

Source: Bloomberg data (2008), Booz & Company analysis
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Exhibit 8: Companies Increased R&D Despite Financial Setbacks

Two analyses of the Global Innovation 1000 companies show that a majority increased their R&D budgets, even if they were not profitable (top) or

if their net income fell (bottom).

INCREASED
R&D spending

DECREASED
R&D spending

Company had
NET INCOME

Company had
a LOSsS

Net Income
INCREASED

Net Income
DECREASED

Source: Booz & Company

was a significantly smaller increase than the 10 percent
gain this same group registered between 2006 and 2007.
Thus the group’s R&D intensity — innovation spend-
ing as a percentage of sales — remained the same at 3.6
percent. And our analysis shows, as it has every year over
the last five years, that the amount of money companies
spend on R&D bears no relationship to overall corpo-
rate performance.

The effect of the downturn varied significantly by
industry, and no industry has felt the pain more than
autos. Nine out of the top 10 R&D spenders in the
automotive sector cut their innovation outlays in 2008;
the Toyota Motor Corporation, for instance, which suf-
fered the first loss in its history, reduced its R&D spend-
ing by nearly 6 percent, though it still maintains its posi-
tion as the #1 global spender on innovation. The
software and Internet sector, on the other hand, clearly
sees the recession as an opportunity. Fully eight out of
the industry’s top 10 innovation spenders increased their
R&D spending in 2008. And innovation spending in
the computing and electronics industry was up more
than 4 percent, though the proportion of companies
that increased R&D spending was essentially un-
changed from last year.

Even companies that are losing money are not nec-
essarily cutting back on their R&D spending. Almost
a third of the companies in the Global Innovation 1000
reported losses in 2008, yet those companies were
slightly /ess likely to decrease R&D spending than they
were to increase it. (See Exhibit 8.) No matter what
the impact of the recession, a large percentage of the
1,000 companies we analyzed continue to view their
efforts to innovate as a critical element of their overall
corporate strategy.

The Strategic Imperative
The results of this year’s additional survey of 290 senior
executives and R&D leaders confirm the vital role that
innovation plays in corporate strategy, and suggest that
innovation spending is likely to hold up through 2009
as well. Fully 70 percent of respondents said their com-
panies were planning to either maintain or increase their
spending on research and development during 2009,
and nearly three-quarters reported that they had main-
tained or expanded their innovation portfolios during
the recession.

In several cases, the looming specter of recession
became an inducement to greater innovation efforts.
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“Increased

The $6.3 billion mail services company Pitney Bowes
Inc., for example, made a decision to invest more in
innovation in the months leading up to the downturn.
Managers concluded that the company’s financial
strength would allow it to increase R&D spending,
and they knew that doing so would put Pitney
Bowes in an even better competitive position once the
recovery began. (See “Integrated Innovation at Pitney
Bowes,” by David Dobson, page 11.)

Even companies facing business challenges feel they
cannot back off on their innovation efforts. Hans Stork,
who oversees innovation at Applied Materials Inc.’s sili-
con unit, which makes equipment used to manufacture
semiconductors, says his revenues are down significant-
ly this year. Yet his customers continue to demand inno-
vative new products to maintain their own competitive
positions. “Our customers don't seem to slow down,” he
says. “One would think that if there is less demand and
less money available, that somewhere things would have
to slow down. But their competitive nature plays tricks
with that. The stronger companies want to stay on the
same innovation page so that at the end of the cycle,
they have a stronger competitive position.”

Indeed, for many companies, the recession has cat-
alyzed innovation, by forcing them to think more care-
fully about their new product portfolios and their inno-
vation processes and costs. Notes IBM’s Sanchez:
“When you're in a situation where you've really got to be
judicious, to do more with less, that really drives a need
for innovation and a level of creativity that you might
not otherwise have in normal times. Increased innova-
tion doesn’t always have to be about more dollars. It’s
about how you use those dollars and how you accelerate
some products just to bring them out.”

innovation
doesn’t have to
be ahout more
dollars; it’s
about how you
use them.”

Products and Cycles

Every innovation executive we interviewed cited the
constraints of the product development life cycle as an
additional reason that R&D spending could not be cut
in the short term. The reason is simple: The length of
time it takes to develop a new product varies signifi-
cantly from industry to industry, but it is measured in
years rather than months. A new car, for example, can
take up to four years, and a new drug more than a
decade. Yet the typical recession rarely lasts more than a
year. That dynamic has been a significant force in miti-
gating the negative impact of this recession on innova-
tion spending. (See Exhibit 9.)

Harman International is a $3 billion maker of high-
end car audio and “infotainment” systems, as well as
professional and consumer audio equipment, with 75
percent of its sales coming from the automakers. As the
company entered the recession, it was in the process of
developing 13 different car systems for automakers,
none of which could be delayed. “Through this down-
turn, we've had more engineering in terms of new
infotainment platforms than in the history of any info-
tainment supplier,” says Harman’s Lardon. “These pro-
grams have to be started from one to three years in

strategy + business issue 57



advance of their actual launch. The number of cars sold,
of course, is down, and that’s been reflected in our top-
line revenue. But that didn’t mean that we could reduce
the engineering during this time. We had to get these
things out to launch.”

The competitive dynamics of the computer and
electronics sector can be even more intense. IBM’s
Sanchez, who runs the unit that makes Intel-based
servers, notes that the product generations in his busi-
ness sometimes take longer to develop than the products
themselves last in the market, so the product develop-
ment cycle demands constant refreshment. “You cannot
all of a sudden just dry up the investment pipeline,” he
says, “because in this particular segment of the market-
place, if you miss a cycle, youre out of the market.”

That doesnt mean, however, that product develop-
ment cycles cant be shifted in response to the economic
cycle. Alan Grant, senior vice president for R&D in
developing markets at Kraft Foods Inc., concurs with
the view that development cycles can be inflexible —
even in consumer packaged goods, where companies
develop thousands of products every year. “The reality is

that given the retail cycle, our [corporate] customers —
if not our consumers — expect us to bring to the mar-
ket some level of innovation in core categories at various
times of the year,” he notes. At the same time, however,
the downturn has forced Kraft to make smarter deci-
sions about the timing of product launches. “Before the
recession,” says Grant, “some of our developing-market
businesses were considering some new premium initia-
tives. We never actually stopped development work on
these products, but in some cases we chose to delay their
launch and focus instead on launching more price-
sensitive products to deal with the drop in consumer
purchasing power.”

Innovating for the Upturn

Ultimately, to be sure, the global economy will recover;
some economic forecasters argue that the recovery began
in the summer of 2009. The executives we spoke with
emphasized the need to remain competitive, and to
make sure they're ready for the recovery. That’s when
those companies that have succeeded in maintaining the
pace of innovation, such as Harman International, will

Exhibit 9: Product Development Cycles Are Long, while Recessions Are Usually Short

One reason companies can’t afford to cut innovation when times are tough is that product development cycles tend to be much longer than the
average of recent recessions — and for most industries, longer than the current recession to date.

Typical Product Development Cycles vs. Historical Recessions
Pharmaceuticals

Semiconductors

High-tech medical devices

High-tech B2B equipment

Auto (new vehicle)

Beverages

High-tech electronic components

B2C electronics

Average

recession
1945-2001

10 MONTHS

.

MONTHS 0

Source: Booz & Company

December 2007-  August 1929-
September 2009

22 MONTHS

March 1933
43 MONTHS
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Integrated Innovation at Pitney Bowes

by David Dobson

Pitney Bowes Inc. is a 90-year-old
legacy company that has grown
tremendously in the last decade, both
organically and through more than 80
acquisitions, with the goal of building
out all aspects of its mail and
document management business on a
global basis. It has six divisions,
including the core mail and postage
meter business, document manage-
ment software products, and out-
sourced mail services. | joined the
company with the express goal of
helping solve a critical problem: how
to innovate across the broad portfolio
of Pitney Bowes's businesses and
assets by generating ideas that com-
bine the best from every business. The
primary role of my team is to create
processes to formalize innovation, so
that we don’t let our research labs and
development shops operate in isola-
tion. Innovation is broader for us than
“product innovation” or “services in-
novation.” It's really as broad as our
business model.

We believe that innovation is core
to how we build the creative and
financial capacity to invest in new
market opportunities and new ways to
deliver products and services. That's
why we've chosen to increase our
innovation spending in this economic
downturn. In 2008, Pitney Bowes gen-
erated just under US$900 million in
free cash flow on $6.3 billion in sales.
As it became clear that a recession
was coming, and that it was going
to be deep and potentially long, we
realized we had the financial capacity
to continue to invest in the business.
We saw the recession as an opportu-
nity to increase our innovation invest-
ment as a percentage of revenue so
that we could be even better posi-
tioned to take advantage of market
opportunities.

We are increasing investment in
three specific areas, all of which are
designed to leverage every aspect of
the business. Our primary objective is
to sustain our global technology lead-

ership and increase our presence in
all the markets in which we operate.
Our second objective is to build our
software business, so we can deliver
new products to the marketplace.
We've aggregated a number of soft-
ware products from across our prod-
uct portfolio into one division called
Pitney Bowes Business Insight (PBBI).
Our third objective is to focus on
processes and the creation of intellec-
tual property to more effectively deliv-
er products and solutions to cus-
tomers. People think of Pitney Bowes
as an old-line company, yet we have
the opportunity to leverage the
Internet to deliver a lot of our software
capabilities as a service. PBBI is
seeing early success with new sub-
scription-based offerings such as
Spectrum OnDemand, which provides
address validation to call centers and
customer relationship management
systems, and Envinsa Online Services
OnDemand, which provides location-

based demographic data to compa-

find themselves at a real competitive advantage. Says
Harman VP Lardon, “When we emerge from this
downturn, we will emerge leaner, more efficient, and
more technologically capable. This has been both a busi-
ness mandate and a cultural imperative for us. Being an
innovation leader and having a best-in-class cost struc-
ture are not mutually exclusive.”

To that end, during the recession, Harman —
whose branded car audio and premium infotainment
systems have been designed primarily for the high-end
auto market — turned to its Chinese and Indian R&D
teams to help build a new, “clean sheet” mid-priced info-
tainment system. It was developed independently of any
auto manufacturer, in record time, at substantially lower
cost. The system can be incorporated into a new vehicle
within a year, compared to the two to three years the
process usually takes, speeding time-to-market and sav-

ing considerable expense. Lardon believes the new sys-
tem will position his company particularly well to prof-
it from the recovery in the auto industry, especially in
Asia, whose auto markets have strong growth prospects.

The General Motors Corporation, despite all its
struggles in the past year, is also looking to the future. As
it came out of bankruptcy in the summer of 2009, the
company had to significantly cut back on R&D, in part
because it so radically slimmed down its brand lineup.
Still, says Alan Taub, who as GM’s vice president of
global research and development has responsibility for
the company’s advanced research, “doing so gave us
the opportunity to clean up our priorities. We've done
that, and now were back to executing.” What Taub’s
group is executing on, however, has changed as well. As
GM looks to shift its cultural focus from products to
consumers, Taub’s team is at the center of the cultural
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nies without the hassles of having to

integrate systems and servers.

When times get tough, the tendency
is to stop funding businesses that are
nascent and not yet driving substantial
revenue or producing meaningful
profits. To counter that instinct, we
implemented a program called New
Business Opportunity (NBOJ, intended
to generate a pipeline of new ventures
with significant revenue possibilities.
Typically, NBO ventures involve the
participation of several of our busi-
ness units; we provide leadership and
small teams, with funding from both
corporate and business units. In
launching one of these businesses,
we do a lot of in-market testing and
development; if we find the early
results disappointing, we’'ll adapt our
strategy or simply kill the idea and
move on to the next opportunity.

An example of this is our e-com-
merce business, which combines the
capabilities of several parts of Pitney
Bowes to streamline online sales to

international consumers. It includes
an automated system that calculates
the total cross-border shipping cost in
a common currency. This business is
small today, but it has enormous
potential owing to the rapid worldwide
growth of online shopping. We are
using the NBO process to expand this
offering with new insurance and con-
solidated tracking capabilities. We are
also conducting in-market tests of
global solutions to help retailers tar-
get new international customers. The
NBO program has made it possible to
invest in this potentially lucrative, but
still unproven, new business.

We've also introduced a ground-up
IdeaNet:
electronic meeting place for Pitney

approach called It's an
Bowes’s 35,000 employees to collabo-
rate and provide comments and input
on any idea that they think will help
create new sources of revenue, im-
prove profitability, or add new value
for customers. It isn’t an open forum
or an electronic suggestion box. In-

stead, we sponsor specific idea chal-
lenges. The most recent one involved
expanding our mail services business
into new segments. Hundreds of em-
ployees from multiple functions and
business units sent in suggestions,
and as a result, we generated eight
very significant ideas on how to
expand the business. We're now mov-
ing them into a set of new offerings for
our customers.

Five years from now, our success
will have been determined by our abil-
ity to innovatively integrate and lever-
age the assets and businesses that
we've built to create more organic
growth for Pitney Bowes.

David Dobson
editors(dstrategy-business.com
Joined Pitney Bowes in 2008 as exec-
utive vice president and chief strategy
and innovation officer. In 2009, he was
appointed executive vice president at
Pitney Bowes and president of Pitney

Bowes Management Services.

shift, working not just on the total vehicle experience,
but also on how better to understand what GM’s cus-
tomers want.

The ROI of Innovation
Despite the opportunities the downturn has opened up
for stronger players, nearly every company has been
affected by the slowdown in some way. Even those
companies that have not cut innovation spending dra-
matically are trimming here and there, tightening
management processes and reassessing their product
development portfolios. More than 40 percent of the
respondents to our survey said they have become more
conservative in their approach to innovation, and 70
percent reported that they were adjusting their strategy
to better capture changing customer requirements.

The goal for nearly all the R&D executives we

spoke with is to improve the returns on their innovation
investments, in both the short term and the long. More
than 40 percent of survey respondents said their compa-
nies were focusing on process improvements to change
R&D spend during the downturn, and a similar num-
ber reported that they were getting better at killing bad
projects. More than a third of companies surveyed, for
instance, said they were terminating more exploratory
projects that lacked specific timelines, and more than 40
percent said their companies were focusing more on
newer products that have the potential to grow faster.
“For the past two or three years, we have been looking
at our R&D portfolio, focusing on fewer, bigger ideas as
opposed to lots of incremental little things,” says Kraft
Foods” Alan Grant. “What the recession has done is
change the filters through which we view the portfolio.
Which of these products might we bring to the front
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and which might we choose to backpedal on, given the
challenging economic times?”

Or consider the case of Applied Materials, which
faces an unusually difficult innovation environment.
Thanks to the recession, quarterly revenues for all the
top manufacturers of wafer equipment dropped by near-
ly 80 percent from their peak quarter in 2007 to their
bottom quarter in 2009. As a result, nearly every com-
pany’s R&D spending has rapidly outpaced revenues,
and now companies must either bring that R&D spend-
ing down dramatically or grow revenue quickly.
Meanwhile, the pressure to innovate in the chip business
keeps increasing as the size of semiconductors becomes
ever smaller, and Applied Materials’ silicon group finds
itself having to spend more and more money on R&D
to get the same results.

In response, the company has pulled all the internal

The recession
has forced
the corporate
sector to
improve Its
approach to
innovation.

levers it can, cutting back on controllable expenditures,
paring down low-priority projects, and focusing more
on its most significant customers. Ultimately, however,
that won't be enough, says innovation leader Stork.
Under these circumstances, survival is more a matter of
the economics of competition. “R&D is not only a
function of revenue but also of what your competitors do,”

Booz & Company identified the 1,000 pub-
lic companies around the world that spent
the most on research and development in
2008. To be included, companies had to
make data on their R&D spending public;
all data is based on the last full-year data
reported by June 30, 2009. Subsidiaries
more than 50 percent owned by a single
corporate parent were excluded because
their financial results are included in the
parent company’s reporting. This is the
same core approach we have used in
the previous four years of the study.

For each of the top 1,000 companies,
we obtained key financial metrics for 2001
through 2008, including sales, gross prof-
it, operating profit, net profit, R&D expen-
ditures, and market capitalization. All for-

eign currency sales and R&D expenditure
figures through 2008 were translated into
U.S. dollars at the average exchange rate
for the respective year. In addition, total
shareholder return was gathered and
adjusted for each company’s correspon-
ding local market. Exchange rate fluctua-
tions in the list itself may affect compari-
son with prior years’ studies.

Each company was coded into one of
nine industry sectors (or “other”) accord-
ing to Bloomberg's industry designations,
and into one of five regional designations
as determined by each company’s report-
ed headquarters location. To enable
meaningful comparisons across indus-
tries, we indexed the R&D spending levels
and financial performance metrics of

Booz & Company Global Innovation 1000: Methodology

each company against its industry group’s
median values.

To understand more about the impact
of the recent economic downturn on inno-
vation spending and strategy, we also
conducted a Web-based survey of more
than 290 senior managers and R&D pro-
fessionals from 230 different companies
around the globe. The companies partici-
pating represented more than US$230 bil-
lion in R&D spending, or 44 percent of the
total Global Innovation 1000 R&D spend-
ing for 2008. Respondents came from
all the industry sectors; geographically,
49 percent came from North America, 38
percent from Europe, 13 percent from
Asia, and less than 1 percent from the rest
of the world.
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he says, “and that changes how you look at the metrics that
relate to innovation ROI [return on investment]. How
large is the market? What market share do you have today?
What growth is there in the market itself? How is your
competitor positioned? Do you have a chance to grow
there? All of the strong players in this recession are looking
over their shoulders at what the other guys are doing.”

Few companies face Applied Materials' combina-
tion of extreme pressure to innovate and significantly
declining revenues. So the company’s decision to diver-
sify into other businesses, most notably solar panels, is
especially fortuitous. Doing so, Stork notes, allows
Applied Materials to transfer its R&D expertise in sili-
con to other technologies with similar requirements.
That kind of thinking is critical in an economic envi-
ronment that rewards getting that slight extra boost
from your R&D efforts.

The Downturn’s Upside

Judging from the data in this year’s study, the results of
our survey, and our conversations with executives, the
recession’s effect on innovation activity has not been as
severe as some observers of the business scene might
have anticipated. Innovation has become central to
every company’s efforts to compete, and the degree of
competition has been in no sense reduced by the down-
turn; if anything, it has been heightened. Long product
development cycles have forced companies to maintain
their R&D spending even when revenues decline. And
most companies are fully aware of the need to be in posi-
tion to profit from the coming upturn.

In many ways, the recession has forced the corpo-
rate sector to improve its approach to innovation.
Virtually all the companies we contacted noted that they
have learned to streamline R&D processes, to make sure
their product development filters more effectively reflect
economic reality, to make smart bets on advantaged
technologies, and to kill weak projects more quickly. All
these changes should help them get more from their
R&D investments over time.

As we head into a better business environment,
smart companies will see this recession as a learning
experience. Every company should take the time to

assess the strengths and weaknesses of its innovation sys-
tems and processes. The downturn no doubt revealed
some major gaps in innovation capabilities. Fix them
now. Doing so right away will pay dividends in terms of
speed-to-market, quality of execution, and capacity —
both in the coming upturn and well into the future. +
Reprint No. 09404
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