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Business Models between
Automotive OEMs and Suppliers:
More Foresight and Strategy,
Less Opportunism

Precondition for sustainable savings:
Squeeze out the squeezing

Over the next years to come, the automotive
industry will have to meet immense challenges. Further
improvement of conventional technologies and the devel-
opment of electrical cars will mean a double R&D burden.
At the same time, the rise of new competitors in the Far
East will further intensify the cost pressure, so process
innovations allowing for quantum leaps in efficiency will

become the only way to maintain competitiveness.

When suppliers bear about 50 percent of the in-
dustry’s R&D spending, their ability and willingness to
innovate are crucial for the manufacturers. Suppliers’
innovation power has always been tightly linked to their
financial health. During the last decade, for example, the
EBIT margins of European suppliers were 2 percent to 4
percent higher than these of their US peers. At the same
time, their R&D rate was nearly twice as high. So it should
come as no surprise as to where most of the noteworthy

innovations during this period originated (see exhibit 1).

At the moment, it appears as if manufacturers are
not concerned about the financial condition of the suppli-
ers. After the crisis of 2009, the supply chain is now more
stable than it was a year ago, while OEM involvement in the

insolvency management has been lower than expected.

There is, however, a trend that warrants serious
concern, that is, a “drying up” or a “sclerosis” of the supplier
industry, which will hurt OEMs over the medium-term.
Indeed, the capital is currently fleeing out of it. The share
prices of listed suppliers have been underperforming the
stock market for years, but the gap has grown much larger
since the beginning of the crisis. Banks are reducing their
credit exposure to the supplier industry (understandably,
in view of credit ratings of BBB or below, even for large
industry players). But even more indicative is the internal
re-allocation of capital within the supplier companies
themselves. Virtually every one of them has announced an
increase in the share of non-automotive activities in their
respective portfolios. Even if this does not imply an
immediate exit, given the internal competition for capital,
funding for innovation projects in the automotive sector

will surely become increasingly difficult.
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Exhibit 1

Average EBIT Margins European vs. US Suppliers
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An improvement of suppliers’ financial health
will not be achieved through higher prices — the cost pres-
sure on OEMs is tremendous. But there are enormous
inefficiencies in the current business models and in the
behaviors between OEMs and suppliers. Their root causes
are short-term decision-making on both sides and focus on
“squeezing” ever more savings out of the existing processes.
The days of this approach are numbered: there is simply
not enough to squeeze anymore. If the industry truly wishes
to develop sustainable answers for meeting the challenges
of the future, it needs new and more efficient business
models aimed at fostering innovation. Following are three

such examples.

To give impetus to a dialog within the industry, the Stern Stewart Institute

is currently conducting interviews with executives of suppliers and

manufacturers. The results will be published in a detailed report in
August and will be one of the topics of the Stern Stewart Institute’s
Annual Summit in September.

Down with overcapacities: Create healthy
market structures

Many segments of the supplier industry in Europe had

suffered from overcapacities already before the crisis. Now

facing today’s unstable markets and reduced medium-term
forecasts, the problem has become even more acute. It is
not only a suppliers’ problem, because it places pressure on
prices. It is also an issue for the manufacturers, if it hurts
suppliers’ innovation power. Every euro spent on over-

capacities is a euro lost for innovations.

Despite recent headcount reduction measures and
a few supplier bankruptcies, a structural cutback of over-
capacities has not thus far taken place. In fact, today, the
pace of this process is actually slowing down. This is partly
a result of certain external factors, such as legal and politi-
cal conditions. However, some decision-making practices
of industry players are also preventing the reduction of
overcapacities. This happens when the pricing decisions of
the suppliers and the sourcing decisions of the manu-
facturers only take a short-term perspective into account:
the former trying to get volume at every price, the latter
assigning business to the cheapest companies, even if they
are not competitive in the long run. Ultimately, this results

in substantially weakening an entire supplier cluster.

Both OEMs and suppliers are aware of the long-

term effects of such behaviors, especially in those areas
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with high innovation intensity. But both sides lack an ap-

plicable criteria framework to guide their decision-making.

An approach worth considering for OEMs would be to:

1. Define priority supplier clusters (those with the highest
innovation need) and the most favorable competition
structure for each of them;

2. Add criteria for strategic technological, operational and
financial fitness to the supplier monitoring method-
ology;

3. Communicate actively with suppliers on their long-term
chances in the cluster and support the exit process of the

weakest ones.

Suppliers also need to sharpen the focus of their
business portfolios: the approval process for so-called
“strategic projects” (a usual term for projects which do not
fulfill minimum profitability targets) should be based on
a clear view of the suppliers’ respective positioning per

market segment.

Limit value chain fragmentation

To what extent should the manufacturers rely on
their tier 1 suppliers and let them manage their sub-suppliers
on their own? Manufacturers currently tend to “chop up”

their purchasing volumes wherever possible (single part

sourcing, separate assignment of assembly, transportation
and logistics services, etc.). This entails a vertical control
of the supply chain down to tier 2 and deeper. The prime
rationale: because this is the only way they see to obtain a

transparent cost basis.

An excessive fragmentation of the value chain

carries big disadvantages for all concerned. It necessitates a
high workload for the purchasing staff of the OEM, where
resources are limited, and it reduces the responsibility of
the suppliers. Ultimately, rendering such relationships
more complex becomes a key driver for huge inefficiencies
and interface problems. In many cases, the unwieldy
number of parties involved effectively renders real technol-
ogy or process innovations impossible to implement.

In technology-driven segments, manufacturers and sup-

pliers should therefore consider a different cooperation

approach. Some of its features would be:

1. More insight for the OEM into the supplier’s internal
information in exchange for more transparency of the
OEM’s purchasing-related decision processes (e.g., cost
benchmarking);

2. Higher scope of supplier responsibility in managing its
own supply chain;

3. Commitment and rewarding of the supplier for quickly

sharing the efficiency gains with the OEM, etc.
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The aim of this approach is to combine the pressure for cost reduction with
mutual transparency and predictability, thereby facilitating innovation and efficiency

improvement.

Flexibility always has a price — Better forecasts would help everybody

The increased uncertainty of demand at the outset of the crisis led to a severe
distortion of the information flow along the supply chain. In the downturn phase, the
forecasts were frequently drastically cut at short notice, or the calls were simply not picked
up. Now in the upturn, suppliers face quantities partially raised by over 35 percent in
the very week of delivery. Many OEMs no longer provide usable six-month forecasts. In
both phases, this uncertainty has been a strong cost and inventory driver in the entire

supply chain.

Given that this demand uncertainty will continue into the foreseeable future,
the industry must find new ways to manage it. From an OEM perspective, the suppliers
need to become more flexible. The latter largely agree: many of them discovered the higher
flexibility expectations of OEMs as a differentiation factor. The surge in supply chain
complexity, as a result of its global extension (keyword: LCC sourcing) and fragmentation,
has made it increasingly difficult to manage. This will mean that not every supplier will
be able to provide the required flexibility level. Consequently, OEMs will have to rely on

a few of them, and not necessarily the cheapest ones.

Observable differences of the forecast quality from OEM to OEM (and even be-
tween different plants of the same OEM) are demonstrating a potential for improvement.
The key lies in an integration of the information stream and processes from the market
down to the logistics organization of the OEM. Additionally, OEMs and suppliers should
work together on a better transparency of capacities and inventories along the global

supply chain.

Both OEMs and suppliers alike need better criteria to assess the impact of the
global allocation of purchasing and production volumes on complexity. This is applicable
to all three topics discussed: current practices of case-by-case decision-making based
primarily on direct cost comparisons are driving the industry in the wrong direction.
There needs to be a firm link between a clear strategic cooperation framework and prag-
matic decision-making rules — both of which take the indirect implications of single deci-
sions into account. This, of course, assumes the implementation of the right performance
assessment systems for the decision-makers — but that is a discussion meriting greater

attention for another time.

Dimitri Belobokov is a Partner of
Stern Stewart & Co. GmbH
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Program of the Annual Summit 2010

September 9-12, Schloss Elmau

*program as of July 2 — participation of panelists confirmed — subject changes possible



THE STERN STEWART INSTITUTE
PROGRAM OF THE ANNUAL SUMMIT 2010

September 9th, Thursday

11:00 Registration
12:00 Challenger meetings “Good Governance and leadership” with flying lunch
13:20 Opening remarks

Good governance and leadership: Shaping standards and performance

13:30 -17:00

Topic 1: Effective board control — Integrity, standards and best practice for good governance

Thesis: Kairat Kelimbetov, Chief Executive Officer, Samurk Kazyna
Panel: John Plender (Challenger) Hamid Al-Zayani,
Columnist, Financial Times Managing Director
Midal Cable
Bengt Hallquist

Founder and former Chairman
Instituto Brasilefio de Gobierno Corporativo

Viveca Ax:son Johnson
Chairman of the Board of Directors
Nordstjernan

Christoph Zeiss
Managing Partner
Heads Executive Consultancy

Tough Talk 1: Weak owners, strong managers — Meeting the core challenge of corporate performance

John Plender (Interviewer) Anne Simpson
Columnist, Financial Times Head of Corporate Governance
Calpers

(to be confirmed)

tbd

Topic 2: Shareholder value and corporate governance — How to resolve two potentially

incompatible performance cultures

Thesis: Prof. Dr. Klaus M. Leisinger, President and Chief Executive Officer, Novartis Foundation for Sustainable Development
Panel: Prof. Dr. A. Stefan Kirsten Dr. Wolfgang Colberg Dr. Frank Lutz
(Challenger) Chief Financial Officer Chief Financial Officer
Partner, SCCO International Evonik Industries MAN
André Goedee Thomas Piitter
Chief Executive Officer Chairman
Dockwise Allianz Capital Partners

Tough Talk 2: Reputation of banks — Do global standards aid or impede competitive advantage?

Richard T. McCormack
Executive Vice Chairman
Bank of America Merrill Lynch

David Marsh (Interviewer)
International Chairman
Stern Stewart & Co.

Dr. Axel Wieandt
former Chief Executive Officer
Hypo Real Estate Holding

Topic 3: The future role of the state: Regulation and its place in the capitalist system

Thesis: Dr. Wolfgang Schiissel, former Chancellor of Austria
Panel: Paul Coombes (Challenger) Dr. Ingrid Hengster Dr. Helmut Perlet
London Business School Country Executive Member of the Supervisory Board
RBS The Royal Bank of Scotland Commerzbank
Guido Kerkhoff Stefan Schreiter
Member of the Board Chief Executive Officer
Deutsche Telekom Der Griine Punkt — Duales System Deutschland
17:00  Challenger meetings “Strategic entrepreneurship”
18:00  End of program
19:00 Cocktail hour
20:00 Dinner
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September 10th, Friday Morning

World economy and business outlook:

Perspectives for growth, currencies and fiscal restructuring
09:00 - 12:30

Topic4: The dilemma of interconnected systems — How to safeguard the real economy and
rebalance public finances

Thesis Richard T. McCormack, Executive Vice Chairman, Bank of America Merrill Lynch

Panel John Plender (Challenger) Prof. Dr. Michael Heise Dr. Harald Sommerer
Columnist Chief Economist Chief Executive Officer
Financial Times Allianz Zumtobel Group
Klaus Rosenfeld
Chief Financial Officer
Schaeffler

Tough Talk 3: The future of the international economic and monetary system

David Marsh (Interviewer) Charles Dumas Xiang Songzuo
International Chairman Chairman, Chief Economist Deputy Director, Center for International
Stern Stewart & Co. Lombard Street Research Monetary Research, University of China

Topic 5: Inflation versus deflation: Scenarios for restoring growth

Thesis: Prof. Steve H. Hanke, Professor of Applied Economics, The Johns Hopkins University
Panel: Prof. Luigi Zingales (Challenger) Willi Hemetsberger Thomas Miinkel
Professor of Entrepreneurship President Chief Administrative Officer
and Finance, Chicago Booth Ithuba Capital Allianz
Robert C. McCormack
Martin Hintze
Partner
Goldman Sachs

Tough Talk 4: Worst case scenario — The economic relevance of political and military power

John Defterios (Interviewer) Wolfgang Ischinger Dr. Ursula Plassnik
Board Member Global Head of Governmental Affairs Representative of the
The Stern Stewart Institute Allianz National Council Austria

(to be confirmed)

Topic 6: Beyond petroleum? Energy strategies: The balance between risk, return and prudence

Thesis: Marios Maratheftis, Chief Economist, Standard Chartered Middle East

Panel: Joe Kaeser (Challenger) Dr. Ludger Arnoldusse.n Bianca Jagger .
Chief Financial Officer Member of the Managing Board Founder and Chairman
Homens Munich Re Bianca Jagger Human Rights Foundation

David C. Davies
Chief Financial Officer
OMV

12:30 Flying lunch
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September 10th, Friday Afternoon

Strategic entrepreneurship: Assuring reward with the right balance

between risk-taking and prudence
13:30 - 16:30

Topic 7: Growth models reconsidered — Is Asia now the only driving force?

Thesis:

Panel:

Dr. Ta-lin Hsu, Founder and Chairman, H & Q Asia Pacific

Dr. Hans-Joachim Kérber (Challenger) Koushik Chatterjee

Board Member Group Chief Financial Officer
The Stern Stewart Institute Tata Steel

Saeb Eigner

Chairman

Londworld

Axel Strotbek
Chief Financial Officer
Audi

Thomas Ziegler,
Chief Financial Officer
Metro Cash & Carry International

Tough Talk 4: The fight for global resources — Restrictions and opportunities regarding corporate
and public strategies

Dr. Michael Siif§ (Interviewer) Sergey Ivanovich Shmatko
Chief Executive Officer Minister of Energy
Siemens Russian Federation

Fossil Power Generation

tbd

Topic 8:
Thesis:

Panel:

Less risk, less value — Will the concentration mantra be replaced by a drive towards diversification?

tbd
Michael Sen (Challenger) Joachim Coers
Chief Financial Officer Chief Financial Officer
Siemens Healthcare Tognum
Patrick Jany
Chief Financial Officer
Clariant

Dr. Horst Kayser
designated Chief Executive Officer
AEG Power Solutions

Rolf Dieter Schwalb
Chief Financial Officer
DSM

Topic 9: Technology and innovation — How to get competitive advantage paid by clients

Thesis: Prof. Isa Odidi, Chairman and Chief Executive Officer, IntelliPharmaCeutics
Panel: Dr. Harald E. Stock (Challenger) Hubertus Benteler Martin Goetzeler
Chief Executive Officer Chief Executive Officer Chief Executive Officer
Griinenthal Benteler Osram
Mazen S. Darwazah Georg Knoth
MENA Chief Executive Officer Chief Executive Officer and Regional Executive
Hikma Pharmaceuticals GE
16:30— Walk and talk:
18:00  Exploring the immediate surroundings on a short walking tour, while exchanging ideas
18:40  Discourse: Culture, an important constituent of global competitiveness
Saeb Eigner, Chairman, Lonworld
19:00 Cocktail hour
20:00 Dinner
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September 11th, Saturday

Managing for value reconsidered — Application to business and beyond

09:00—-11:30

Topic 10: Warren Buffett, Bill Gates and Adam Smith — Philanthropy as the flip side of capitalism

Thesis Frederik W. de Klerk, Nobel Peace Prize Laureate

Panel Markus Pertl (Challenger) Joe Clark tbd
Chairman former Prime Minister of Canada and
The Stern Stewart Institute former Secretary of State for External Affairs
Faqir Chand Kohli

Tata Consultancy Services

Topic 12: Failures in management systems — Relevance for a resurgence of value-based thinking

Thesis: Stephan Gemkow, Chief Financial Officer, Deutsche Lufthansa

Panel: Lawrence A. Rosen (Challenger) Dr. Heinz-Walter GrofRe Robin Stalker
Chief Financial Officer Chief Financial Officer Chief Financial Officer
Deutsche Post B. Braun Melsungen Adidas
Ed Smith Dr. Frank Stieler
Country Director Member of the Board
WorleyParsons Arabia Hochtief

Topic 13: The funding dilemma — How to finance growth by securing balance sheet efficiency

Thesis: tbd
Panel: Marco Becht (Challenger) Dr. Jens-Jiirgen Bockel Dr. Axel Wieandt
Professor of Finance and Economics ~ Chief Financial Officer former Chief Executive Officer
Solvay Brussels School of Tengelmann Hypo Real Estate Holding
Economics and Management
Thomas Unger
Chief Financial Officer
Metro

12:00 Lunch

14:00— Walk and talk:
16:30  Exploring the immediate surroundings on a short walking tour, while exchanging ideas
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September 11th, Saturday Evening

Key industry challenges and shaping the agenda 2011

18:00 —21:00

Tough Talk 6: Rethinking automotive manufacturing: Changes required for supply-chain efficiency

Lars Holmgqvist (Interviewer) Robert Koehler Yves Serra
Chief Executive Officer Chief Executive Officer Chief Executive Officer
Clepa SGL Carbon Georg Fischer

Tough Talk 7: The rise of national energy giants — A dependency to be afraid of?

John Defterios (Interviewer) H. Alexander Lokshin Nico Pronk
Board Member Member of the Board of Directors of the Chief Financial Officer
The Stern Stewart Institute State Atomic Energy Corporation Rosatom ~ Heerema

Tough Talk 8: Does early fiscal tightening carry global risks?

David Marsh (Interviewer) Prof. Steve H. Hanke Prof. Luigi Zingales
International Chairman Professor of Applied Economics Professor of Entrepreneurship and Finance
Stern Stewart & Co. The Johns Hopkins University Chicago Booth Robert C. McCormack

20:00  Brain-storming with flying dinner: Shaping 2011
Discussing the poll results
John Defterios, Board Member, The Stern Stewart Institute

September 12th, Sunday

09:30 Mountain hiking or golf
13:00  End of the Annual Summit 2010
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