


“It will be vital in the
future for mechanical-
engineering companies
to set themselves apart
from industry trends,
develop their own
business cycle and
gain market share.”

had weak earnings power or a porous capital
base before the crisis began. The crisis also
battered companies that responded either
too late or without the necessary urgency. In
2010 however, financing will be a core issue at
nearly all companies.

Following the release of annual reports for
2009, lenders will have to conduct new risk
assessments for many companies. Overall the
volume of financing will be reduced and risk
premiums will rise. The ability of many com-
panies to self-finance will decrease as well, as
it will become increasingly difficult to release
additional working capital. The number of
available sources of financing, particularly
those for small and mid-sized enterprises, has
fallen dramatically. ABS facilities are much
more difficult to obtain. Promissory notes
have frequently been unable to withstand a
crisis, the mezzanine market has dried up,
and most small and mid-sized enterprises
are too small to obtain capital at efficient
costs by issuing bonds. At the same time, as a
result of operating losses, restructuring costs,
investments in growth markets, innovations
or an increase of working capital fueled by a
revival of business, the financing needs of
many companies will rise sharply.

Companies determined to return to growth
must secure their financial headroom. One
necessary step in this process is for compa-
nies and banks to conduct an open and pro-
fessional dialogue —based on solid facts - that
can point the way out of the crisis. This dia-
logue should also include assurances that
forecasts will prove to be accurate and that
planned reserves will cushion risks, staving
off the possibility of a loan-covenant breach.
Proactive, confidence-building talks with lend-
ers and investors are absolutely essential.

Systematic restructuring

The uncertainty in the market creates major
challenges for executives. In 2009, many man-
agers reversed course by cutting workweeks
and laying off workers following a long phase
of capacity overutilization in which overtime
piled up. Now management has an even big-
ger job on its hands as it tries to simultane-
ously juggle cost cutting, introducing neces-
sary structural changes, securing financing
and preparing the company for future growth.

Management of change processes
Companies should explain that short-term
adjustments will be the "norm”in the next few
years due to uncertainty in the market. The
company’s core team also must be shown a
clear, lucid plan that details how the company
will return to profitable growth despite the
crisis. The systematic implementation of this
plan and preparations among managers and
employees for the company’s further global-
ization are critical factors of success.

Following unparalleled boom years, the me-
chanical-engineering industry has been shak-
en severely by the economic crisis. The speed
and magnitude of the crisis will force nearly
every company to make deep structural
changes, and therefore, 2010 will be a tough
test for the industry. Companies that system-
atically restructure now will return to profit-
able growth more quickly.

Ways out of the crisis
Levers of the 1990s vs. 2010 et seq.

1. Component systems
2. Relocation of production/outsourcing

3. Process optimization (lean, CAD, CAM)

1. Reduced product costs/sourcing

2. Global value-chain group

3. Global processes and IT support
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“The order of the day is
to act, not react”

Mr. Schober, how did companies in the manu-
facturing industry deal with the crisis year of
20097

Most companies responded decisively and
quickly to the rapidly changing market con-
ditions by employing intensive, active crisis
management. The focus of this effort was
modifying capacities, shoring up the backlog
of orders, safeguarding liquidity and perform-
inginsourcing. Positive working-capital effects
bolstered liquidity but some of the gains had to
be used to finance losses or restructuring mea-
sures. Overall, 2009 was a year of short-term
financial preservation activities. Long-term
strategic actions were generally the exception
to the rule. This must be addressed now.

How did the debt-capital market for
manufacturing companies change in 2009?

After Lehman, the capital markets were
opaque and marked by fear. Banks’ liquidity
costs rose to unparalleled levels, and the
credit spreads for cyclical industries such as
mechanical engineering as well as metal-
producing and metal-processing companies
increased dramatically. Furthermore, access
to the capital market was restricted at times
or was associated with extremely high costs.
Since then, banks have been able to get fresh
capital that will enable them to absorb the
shockwaves of the crisis. This year, the full
impact of Basel II will be felt for the first time
as well. The ratings of some manufacturing
companies already have been lowered and
will decline even further as a result of their

annual financial statements for 2009. The new
capital adequacy regulations that are expected
to be introduced will further increase banks’
capital requirements.

What sort of experience have you had with
various financing structures in companies?

In the face of a fragmented banking landscape,
companies applying a structured medium-
term financing approach had fewer problems
in 2009 than bilaterally financed companies.
The reason: Structured financing approaches
provided protection from changing bank strat-
egies. Some financial institutions redefined
their core markets or target-group segments.
In critical situations, an intense, time-con-
suming effort was required to keep a company
afloat. This trend will continue in 2010 when
the full effect of the crisis shows up in annual
financial statements for 2009.

What are your recommendations with respect
to the annual financial statements?

Experience with cycles varies broadly among
banks. Some could be caught off guard by the
annual financial statements for 2009 and
take short-term action. For this reason, annu-
al financial statements should not simply
stand on their own, without any elaboration
and forward-looking planning being provided.
Companies should develop possible solution
scenarios ahead of time, working closely with
their main bank and external experts, or with
banks that have experience with the industry.
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Which challenges will manufacturing
companies face in 2010?

What is your advice to manufacturing com-
panies in a crisis that need additional capital?

In 2010 or 2011, European manufacturing
companies should not expect to return to mar-
ket levels seen in the boom years. Margin pres-
sure will intensify as well. Companies with
conservative business models, a solid strate-
gic position and good operational earning
power will have considerably fewer problems
than other companies. We also assume that
commodity markets will experience contin-
ued high volatility in 2010, that the bankrupt-
cy rate in Europe will peak and that interest
costs will rise. Just as 2009 was the year of
financial restructuring, 2010 will be the year
of operational supply capability. Managers’
agendas will be filled with fewer crisis-man-
agement topics that are viewed as funda-
mental strategic issues. Sufficient cash flow
must be generated by crisis-resistant busi-
ness models in order to be able to exploit
strategic options.

From a banker’s point of view, how must
manufacturing companies react?

The order of the day is to act, not react. This
includes a quick assessment of the company’s
situation to determine the impact market
forces could have on the company. Strategi-
cally and operationally superior business
models will profit disproportionately from the
crisis, and intensify the pressure on other
market players to take action. Hoping for a
solution to appear should be replaced by
objective situational analysis.

Companies facing a crisis are subject to spe-
cial conditions. To meet their liquidity needs,
companies must be able to provide a positive
business-continuity forecast issued by an out-
side expert. In normal times, every company
should be able to issue a report on its present
business situation and be able to subject the
planning premises to a stress test. Difficulties
in obtaining financing are exacerbated if the
first time that the basis is worked out is dur-
ing a crisis. In such instances, precious time
is wasted, and the odds of a successful restruc-
turing are significantly diminished. Manufac-
turing companies should have various plan-
ning scenarios — worst, real, best case — on
hand. They also should have a thorough un-
derstanding of the market environment, and
should have a liquidity cushion that can be
used on short notice. Generally speaking, man-
ufacturing companies are good restructuring
candidates if the work is initiated at an early
stage and asset erosion is not too advanced.

What is the mid-term outlook for companies
in the manufacturing industry?

The manufacturing industry has extensive cri-
sis experience, and has, up until now, been able
to deal with an array of problems. Therefore,
the current crisis will not shake the industry’s
fundamental structure. Companies that are
willing to redefine themselves, if necessary, will
successfully carry out the pending change pro-
cesses. The others will come under pressure.

Mr. Schober, thank you for this interview.

The interview was conducted by Thomas Kautzsch and Lutz Jdde of Oliver Wyman.
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Financing in the upswing?

The days of cheap and easy access to capital are over. In 2010, thisis a
particularly critical issue because many companies are facing liquidity gaps
that they must fill. No matter how the economy is doing, one rule applies
to every company: Cash is king. This means that every instrument at a com-
pany'’s disposal must be simultaneously employed in 2010. When it comes
to financing, successful companies require flexibility and innovation.

In today’s market situation and regardless of
the economy’s direction, many companies are
facing the threat of a liquidity gap. While some
companies are still busy tallying up the cost
of their restructuring programs, others are
already planning the financing of working
capital and new investments. An economic
recovery will be challenging for many compa-
nies. While companies reported a constant
and even improved working-capital ratio in
2009, net current assets will climb in 2010,
and have to be financed. Banks, however, are
reluctant to issue loans to companies with
balance sheets that have been deeply bruised
by the crisis.

Banking landscape remains a seller’s market
The challenges faced by corporate treasurers
will become even more acute in 2010. Com-
panies’ declining creditworthiness is forcing
banks to account for the expected increase in
default rates by backing up receivables with
additional equity. As a result, equity could
become the limiting factor in obtaining bank
financing. Given the fact that bankruptcy fil-
ings are late-cycle events that often appear
after the worst of the market recession is
already over, banks are almost certainly facing
additional write-offs. One other critical factor
will be the consolidation of the German bank-
ing market and the pullout of international
banks. Pending mergers of Germany’s public-
sector banks will further inhibit commercial
lending, potentially triggering a consolidation
and reduction of current lines of credit.

In 2007, companies had their pick of banks
when they needed new loans and were able
to select those offering the best terms. Today,
new loans are only issued in the face of suf-
ficiently high credit ratings. Companies have
to deal with significantly tougher documen-
tation and collateral requirements, they face
more difficult covenants and conditions and
pay higher lending fees. The banks grant very
little “headroom"” for pending investments or
working-capital financing.

Difficult market situation

Even solidly financed companies face finan-
cial risks. At every company, expectations in
terms of the extent and length of the crisis as
well as of the incipient recovery should be
reflected in the worst-case scenario, and a
critical analysis of the liquidity and financing
situation should be conducted. The necessary
measures to be taken should be defined on
the basis of these results, and must combine
short-term cost cuts and liquidity improve-
ments with an early positioning for the recov-
ery. In this way, considerations to improve
cash flow by reducing investments should be
weighed against the potential negative effects
on growth. The reason for this is clear: Mea-
sures that made perfect sense during the cri-
sis frequently have a boomerang effect. Pres-
suring suppliers to lower costs while asking
customers to pay more can damage trust,
and actions such as price cuts hurt margins
over the long term.



“Successful companies
accept the shift that has
taken place in capital
raising. Flexibility and
innovation are required
not only in the core
business, but also in
financing.”

Flexibility and innovation

Necessary refinancing needs must be ad-
dressed at an early stage. It is essential to
assure all capital providers of the necessary
transparency of the business plan and estab-
lishing a trusting relationship. Mezzanine-
financed companies could run into problems
in 2010 when they seek refinancing, and, given
the situational specifics, should plan to replace
ticking time bombs such as standard mezza-
nine programs. One indispensable initiative
in 2010 is to explore every option related to
in-house financing. Particularly in the area of
working capital management, an integrated
approach creates many ways to release liquid-
ity. In one such project, Oliver Wyman was
able to quickly generate a sustainable reduc-
tion of 23 percent.

When it comes to extending lines of credit
that were reduced during the crisis, compa-
nies should select instruments reflecting the
financing objective, and should bring in part-
ners at an early stage. In the process, compa-
nies should opt for a form of financing that
reflects the business model and can be flexi-
bly adapted to possible cycles and seasonali-
ties. In many projects, Oliver Wyman has seen
that companies use short-term credit lines
for long-term projects and do not consider
maturity matching. In addition, well-docu-
mented single orders are frequently not cov-
ered by significantly more favorable project
financing packages.

At one company, for instance, losses caused
the balance-sheet ratio to worsen significantly.
As part of a refinancing package, banks
demanded an increase in equity that the
owner could not fully provide. As a result of
intense communications with the financing
partners and the credit insurer, a company
being advised by Oliver Wyman finally gener-
ated the required financing through factor-
ing, leasing and establishing a silent partner-
ship. Depending on their size, companies
should also consider tapping the capital mar-
kets as an alternative source of financing.
This presupposes the development of a capi-
tal-market-oriented financing culture offer-
ing the requisite transparency.

A shift in financing

In the past, cutting financing costs was a top
priority, with companies making opportunistic
use of low-cost, short-term financing. But the
days of cheap and easy access to capital are
gone for good. In the future, companies will be
striving to avoid uncertainties, and will shore
up their corporate strategy using mid- and
long-term financing concepts. Successful com-
panies will acknowledge the paradigm shift
that has occurred in commercial financing.
Because lenders have become considerably
more demanding, this requires flexibility and
innovation. Companies must adopt an accord-
ingly integrated financing approach in order
to be able to use all available financing tools.

Credit crunch in Germany

Lending has become increasingly restrictive
Companies that consider lending to be restrictive

41.4% 42.3% il
] I I
Q4/08 Q1/09 Q2/09 Q3/09

Source: Institute for Economic Research at the University of
Munich, The Credit Barrier

Financing conditions deteriorate
Companies that report a worsening of financing
conditions

29%

23% 23%

19%

Q4/08 Q1/09 Q2/09 Q3/09
Source: Chambers of Industry and Commerce,

The Economic Situation and Expectations

Access to investment loans becomes more difficult
Trade associations that rate companies’ financing situation
as “difficult”

70%
Investment

60% loans

50% Short-term
loans

40%

30%

20%

10% - —————® Liquidity
facilities

0%
In the next
three months

During the past
three months

Source: KfW Banking Group snap poll on the financing situation of
German companies (September 2009)
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Getting back in the black

more quickly

Many companies slipped into the red during the recession. One main cause
of this was high fixed costs. Short-term cost cuts can help a company keep
its head above water, but they do not go nearly far enough. Following the
downturn, cost structures must be adapted to address long-term reduction
in revenue volume. This can be achieved by streamlining structures and

adding flexibility to costs.

The recession delivered a crushing blow to the
German economy. In 2009, incoming orders in
the German mechanical-engineering indus-
try plummeted 40 to 50 percent from the pre-
vious year’s level. Although many segments
have stabilized at a very low level, the outlook
is cautious. An Oliver Wyman study shows
that the crisis will linger longer than expect-
ed. A return to new growth is not expected to

occur until 2011. Many markets will remain
20 to 30 percent below the levels of 2008 for
an extended period.

Short-term cost cutting is not enough

Most companies responded to the crisis by
making short-range cost adjustments. These
steps have included: using the German gov-
ernment program that provides compensation

Many markets will remain below the level of 2008 for an extended period
Production volume in mechanical engineering versus long-term trends
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Mechanical-engineering production in Germany (index 1990 = 100)

Sources: German Engineering Federation (VDMA), Oliver Wyman analysis
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Business as usual’
cannot be the approach
taken by companies
facing the crisis.
Tomorrow’s winners
are already scrutinizing
their structures and
in-house services.”

to employees whose workweeks have been
reduced; cutting the number of temporary
workers; lowering procurement costs by nego-
tiating new contracts; and laying off some
production workers. Such actions did largely
ensure short-term solvency and survival dur-
ing the crisis, but these steps do not go far
enough. Companies that fail to generate new
growth will face rising costs in 2011 when the
reduced-workweek benefit expires. In addi-
tion, many companies will be saddled with
excessive indirect costs if revenue remains
subdued for an extended period of time. Com-
panies will have to take additional action to
ensure their operational profitability during
an extended crisis and to be in a position to
finance their mid-term growth. The goal is to
quickly return to the black, and this means
lowering the break-even point.

Streamlining structures, increasing
flexibility

Two steps are critical in efforts to lessen fixed
costs and, thus, lower the break-even point:
reduce the fixed-cost base and add flexibility
to fixed costs.

Reducing the fixed-cost base can be achieved
by systematically cutting costs and personnel
in indirect areas. This analysis should focus
not only on administrative functions such as
human resources, IT and finance, but also on
the company’s indirect functions, including
nonproductive employees in manufacturing,
production and inside sales as well as admin-
istrative functions in development. Cost reduc-
tions should not be made across the board.
Rather, a systematic approach should be taken
to optimize areas characterized by extreme
inefficiency or overly complicated structures.
The measures must be designed to stream-
line the company, modifying it to face long-
term reductions in revenue volume. These

steps include process optimization, organiza-
tional adjustments, reduction of complexity
drivers and structural actions, such as a con-
solidation of sites.

Adding flexibility to fixed costs can be
achieved by adjusting the real net output ratio,
particularly in the areas of administration,
production and development. In an initial step,
companies must weigh the strategic impor-
tance of keeping processes in-house against
the cost-effectiveness of such an approach.
The respective activities should be performed
in-house only when both are at high levels.
Otherwise, companies should consider sub-
contracting the service to a strategic partner
or supplier, or even outsourcing the activity
as a separate profit center. In any case, this
will enable the company to reduce its fixed
costs and to replace them with variable costs.
While external provision of services may lead
to higher costs at times, this drawback will be
frequently offset by three factors: increased
flexibility, improved service quality and the
avoidance of investments.

Paradigm shift needed

For many companies, the streamlining of
structures and the outsourcing of services
represent a paradigm shift. As a result, the
change process is usually difficult. To be able
to quickly take the necessary steps, decisions
must be made on the basis of solid facts. The
required measures include benchmarks on
the efficiency of structures, solid analysis of
the cost structures and the cost-effectiveness
ofin-house services and a methodic approach
to formulating recommended actions. This is
the only way that the steps in the company
will be accepted, and this is the only way that
the return to the black can be assured.

Model calculation: reducing fixed costs, adding flexibility to costs

EBIT margin® during drop in revenue

""""""""""" Back in
Effects of the black

structural measures

Effect 30%
drop in revenue

EBIT margin
before the crisis

Adjustment
of direct costs

1 Operating profit in percent of revenue

EBIT margin
without further steps

1 1
1 1
1 1
1 1
1 1
1 1
1 1
1 1
1 1
H +8% !
1 1
1 1
1 1
1 1
1 1

Effect 20%
flexibilization

Effect 20% reduc-
tion of fixed costs

EBIT margin fol-
lowing optimization
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Winners leverage innovations
to master the crisis

The financial crisis has hit the manufacturing industry particularly hard.
Plummeting orders, higher financing costs and toughening competition
are pushing many companies to the edge. An international study analyzes
the effectiveness of restructuring strategies undertaken by 151 companies.
It shows that product innovations are a pivotal factor to sustainably

mastering the crisis.

Confronted by the aftermath of the financial
crisis, many “Main Street” industries are under
pressure. Particularly in the manufacturing
industry, more and more companies are run-
ning into financial difficulties. The long-term
effect cannot be foreseen yet, and a recovery

will not be measurably felt before the second
half of 2010. Plummeting orders in 2009, cou-
pled with the rising cost of fresh capital,
forced many companies to take drastic re-
structuring steps.

Effectiveness of restructuring moves

Effectiveness of operating moves introduced at an early stage (selection)

Correlation’ of restructuring move
with a successful turnaround

Announcement of a compre-
hensive restructuring program

Significance level?

0.33 Highly significant (< 1%)

Product innovation

Highly significant (< 1%)

Not significant

Not significant

Not significant

Layoff announcement | 0.07
Investments cutback | 0.06

Plant closure l 0.02
Productivity gains |O4OO

Not significant

TPhi coefficient
2Based on two-tailed t and CHI? tests

Source: Study “Restructuring and Turnaround of Distressed Manufacturing Firms”



“Innovations critical to a
company’s success must
be stepped up during
the crisis. Cuts made
in the wrong places can
have fatal consequences
for a turnaround effort.”

Sustainable restructuring

To provide a sustainable response to the crisis,
a restructuring program requires two key
actions: First, traditional steps must be taken
to adjust costs and capacities as well as to
increase efficiency, to stop the bleeding in the
short term. Second, growth-oriented moves
are required to create and sharpen competi-
tive advantages, exploit acquisition opportu-
nities and enable a company’s return to prof-
itable growth. This conclusion is supported
by a new analysis of 151 industrial compa-
nies facing economic peril.

The international study examined how oper-
ational, financial, managerial, and portfolio-
related restructuring measures influence the
probability of a successful turnaround. One
key finding is that operating measures make
an eminently significant contribution to the
success of a restructuring project, because
programs designed to reduce costs, increase
efficiency or adjust capacities address the cri-
sis’s causes directly. Their effect can be seen
instantaneously. For this reason, the rapid
implementation of operating moves such as
cuts in personnel, reductions in investments
or footprint consolidation is critical in the
effort to fend off a potential insolvency.

The study also shows that the moves’s effec-
tiveness depends strongly on the context of
the overarching strategy and the timing of
their implementation. In addition to the early
announcement of a comprehensive restruc-
turing program, product innovations almost
always have a particularly big effect on the
company’s ability to overcome a crisis period.

Product innovations as a success factor
Expanding or restructuring the current, often
loss-bearing product portfolio through inno-
vations does not just create an opportunity to
send a strong signal to customers, suppliers
and investors. It also builds the foundations of
a sustainable competitive edge in the market.
The long-term differentiation arising from
this restructuring move complements steps
designed to generate short-term revenue, such
as price adjustments or the intensification of
sales activities.

Since it can be assumed that product innova-
tion's positive and, above all, sustainable effect
in the marketplace will not occur immediate-
ly, early implementation is crucial. External
conditions also underscore this. It is frequent-
ly easier to lure away experts or to enter tech-
nology partnerships with competitors that
create valuable intellectual capital during an
industry-wide crisis than it is to do so once
the recovery phase has begun. In times of cri-
sis, governments tend to provide counter-cycli-
cal funding to application-oriented research,

including economic stimulus packages. There-
fore, additional spending on innovations is
indeed compatible with traditional cost cut-
ting that is initiated as part of every restruc-
turing plan. Concentrating on innovations in
the first two years of the crisis, i.e. 2009 and
2010, allows for laying the foundations to
achieving a sustainable turnaround. Together
with the productivity gains made during re-
structuring, selling-oriented product innova-
tions form an excellent base for the return to
profitable growth.

Specific recommendations for action

The study offers a number of specific recom-
mendations for action. During a crisis, early
and decisive reaction initiated as part of a
comprehensive restructuring program 1is
essential. From the very start, investment in
innovation must be sufficiently considered in
the financial planning of the restructuring
program (“headroom”). Cutbacks in research
and development should be made only selec-
tively, and should exempt the core areas. Inno-
vation projects that are critical to a company’s
success must be stepped up, because any
delays could have serious consequences
amid the vicious competition that exists dur-
ing an economic crisis. In addition to differ-
entiating and growth-oriented product inno-
vations, work should focus on innovations
designed to deliberately reduce product costs.
In addition, these activities must be actively
communicated to business partners — partic-
ularly customers and investors — in order to
also attain a signaling effect.

The turnaround study

The study titled “Restructuring and Turnaround of
Distressed Manufacturing Firms” is based on an
international sample of 151 manufacturing firms in
Germany, England and the United States that have
been hit by financial difficulties. The study examines
the effectiveness of restructuring strategies in relation
to the time of their implementation. The objective

is to formulate realizable recommendations for the
top management of companies caught up in distress.
The study was conducted by Tobias Eichner as part

of his dissertation, which has been awarded the
Schmalenbach-Prize 2009. Tobias Eichner: Restruc-
turing and Turnaround of Distressed Manufacturing
Firms. An International Empirical Study. 2010.

ISBN 978-3-631-59673-9.
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A handle on sourcing risks?

In the manufacturing sector, a wave of bankruptcies is bearing down on
suppliers in 2010. Thanks to short-time work, residual financial cushions
and customer-order backlogs, many suppliers were able to scrape by in 20009.
However, even though the recovery is under way, more and more suppliers
are seeing their liquidity dry up. This poses a major risk to manufacturers.
And this risk is often being insufficiently addressed, according to an

Oliver Wyman survey of 150 decision makers in Europe and North America.

In recent months, compared with 2008, the
number of bankruptcies in mechanical and
plant engineering has doubled, climbing to
approximately 30 per month. This figure
reflects a trend that will continue to grow dur-
ing 2010. And the reason for this is easy to see:
During the financial and economic crisis of
2009, mechanical and plant engineering was
hit particularly hard, with incoming orders
plunging by more than 50 percent at times.
Oliver Wyman is forecasting that more than

500 bankruptcies may occur in this industry
during 2010, dealing a heavy blow to small and
specialty companies in particular. Because
single sourcing, in which a vendor part is pro-
vided by just one suppler, is also being used
extensively, individual company bankrupt-
cies could unleash a domino effect that could
pose a danger to an entire industry segment.

The slight upturn in demand that is currently
visible does not substantially change this fore-

Maturity of risk-management in procurement
Number of companies according to degree of maturity

82 companies

16

55%
00000
0000000 .
T XX XN ;71050"‘93"'95
0000000 °
0000000 44 0 companies
0000000 4900000 4companies
0000000 GSo900000 3%
27 companies 0000060606 gg90000 o000 .
18% 0000000 g400000 Value generating
Systematic exploitation of
0000060606 gg90000 i itive edges through
000000 0000000 Cross-functional competitive edges throug
0000000 Integration of related risk management
0000000 Proactive functions along the
0000000 Far-sighted value chain into
0000000 | . risk management risk management

Unstructured

Ad hoc risk
management with
no defined structure

Reaction to manifested
risks according to
defined structures

with assigned resources
in procurement

Classification by study participants in interviews (n = 63) and an online survey (n = 87)
Source: Oliver Wyman study on risk management in procurement

® = one company



“Through professional
supplier-risk manage-
ment, procurement risks
can not only be avoided,
but competitive edges
can also be created.”

cast. Even as major companies already look
toward the future, small and weak market
players are suffering extensively from drops
in revenue and liquidity squeezes as the crisis
cycle draws to an end. This situation is get-
ting worse because low inventory levels and
diminished capacities mean that additional
capital is needed to finance growth.

Procurement risks inadequately addressed
The Oliver Wyman study shows that many
executives clearly recognize the high risks
that have arisen among suppliers as well as
their effect on revenue, costs and reputation.
More than half of those surveyed (54 percent)
consider the operating risks to be especially
critical. Particular significance is also given to
financial risks (25 percent) and strategic risks
(17 percent). The respondents also expect that
financial (68 percent), strategic (54 percent)
and operating risks (48 percent) will continue
to rise in the future.

Although senior managers at the surveyed
companies clearly perceive the risks, their
companies differ widely in terms of organiza-
tional ability to address the growing supplier
risks. Although procurement managers have
brought professionalism to their relationships
with suppliers, are jointly optimizing costs,
are aware of new technological developments
and have a firm grip on the logistics chain,
many areill-prepared for occurrences such as
a supplier’s bankruptcy.

Potential problems in addressing procure-
ment risks already arise due to the fact that
many suppliers’ risk profiles are hardly trans-
parent. Therefore, it is only possible to react to
big problems, rather than addressing the risks
of their emergence in a far-sighted manner.
This is particularly important when estab-
lished suppliers were replaced in recent years
in order to achieve price cuts by shifting vol-
umes to low-wage countries, without having
clearly understood the financial, logistical
and quality risks.

Risk management as a competitive edge

Companies can successfully protect them-
selves from supplier risks by setting up risk-
management systems in procurement. The
first steps toward establishing such as system
are identifying and quantifying potential risks
then developing clearly defining prevention
and response strategies with cross-functional
responsibilities as well as appropriate moni-
toring systems. To methodically assess a com-
pany’s own need for action, Oliver Wyman
classifies supplier risk management on the
basis of five degrees of maturity, and evaluates
the current situation according to these crite-
ria: strategy, processes, organization, resources
and systems. In the next step, individual
areas for action are formulated by matching
targets geared toward the individual supplier
base with the as-is situation. While “reactive”
companies define processes to determine the

appropriate response to foreseeable risks,
“value-generating” professionals use supplier-
risk management to systematically exploit
opportunities in the supplier market and to
safeguard their competitive edge. According
to the Oliver Wyman study, more than 70 per-
cent of the companies self-assess their sup-
plier risk management as “unstructured” and
“reactive.” Conversely, this means that profes-
sional risk management implies a significant
opportunity to differentiate from competitors.

As a result, systematic management of sup-
plier risks can be turned into a crucial com-
petitive edge during the future upswing. For
instance, companies can grab market share
from their competitors if these businesses
fail to make on-time deliveries because of
supplier bankruptcies. Effective risk manage-
ment also facilitates the transfer of higher
responsibility to suppliers and the joint
development of innovations, without any
concern that the sudden loss of suppliers will
abruptly end the working relationship.

The current crisis creates an opportunity to
carry out the necessary changes. In the face
of growing risks the aim is for a company to
protect itself by adding professionalism to
the management of supplier risks and to
establish a favorable position for the upswing.

Success factors for supplier risk
management

1 Recognize and prioritize supplier risks
Companies must identify risks at an early stage and
prioritize these according to the potential financial
impact and the likelihood of manifestation.

2 Develop response strategies
Prevention strategies must be formulated and
emergency plans drawn-up to address the most
important risks.

3 Establish early-warning indicators
Risks must be monitored by using key risk
indicators and by regularly communicating with
critical suppliers.

4 Determine responsibilities
The ability to act in the face of burgeoning risk
requires a clear definition of cross-functional
responsibilities.

5 Consider risk premiums
The suppliers’ risk profile and risk premium must
be considered when issuing contracts.
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New rules of the market game

The market for building technology took a plunge during the economic crisis.
Also, new customer needs and sociopolitical priorities, regional shifts in the

market, and technological developments are creating structural change.

In addition to taking short-range restructuring steps, well-established com-

panies must fundamentally reorient themselves to strengthen their market

positions and take advantage of opportunities for profitable growth.

As part of its latest study on building technol-
ogy, Oliver Wyman closely examined the stra-
tegic challenges facing the industry and iden-
tified areas requiring action for particular
market players.

Fragmented market, high profitability

The market for building technology is very
heterogeneous in terms of both suppliers and
customers. This is primarily the result of the
traditional organizational structure that has
grown up around various crafts (heating/ven-

tilation/air-conditioning, safety, lighting and
power distribution) and many companies’ spe-
cific geographic focus. Despite consolidation
efforts started in recent years, the sector re-
mains highly fragmented. Many suppliers,
employing a wide range of business designs,
are still active in the market.

Compared with other industries, building
technology is an appealing sector. The analy-
sis of financial trends among selected market
players shows that between 2005 and 2008

Attractive development of selected suppliers of building technology
Average revenue growth and EBIT margins based on local currency

(2005 to 2008)
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“Heterogeneous customer
needs, technological
impulses and new
competitors are creating
major challenges for
established companies.
Many business designs
must be scrutinized
and the go-to-market
strategy frequently
must be re-thought.”

average revenue growth was 10.5 percent
annually while the average EBIT margin was
10.2 percent. At the same time, the spectrum of
market players is extremely broad. Companies
generally rely on such classic instruments as
continuous product innovation, internation-
alization and active market consolidation or
diversification through mergers and acquisi-
tions. Strong brands and an effective market-
ing system underpin the strategic foundation
of the companies.

New impulses, structural changes

Although it was not hit as hard as other indus-
trial sectors, the building technology market
suffered a severe setback during the economic
crisis of 2008 and 2009. Established markets
like Western Europe and the United States as
well as emerging regions like Eastern Europe
and the Middle East experienced declines.
Regions such as China and India proved to be
much more resilient.

Although pre-crisis levels of growth will hardly
be achievable over the midterm in the build-
ing technology sector, a market recovery is
already taking shape outside Western Europe.
Besides the fundamental recovery occurring
in the construction industry, other positive
impulses are also acting on the market. For
example, evolving sociopolitical conditions,
regional shifts in market structure, and new
or polarizing customer needs will all result in
changed market and competitive structures
over the middle and long term. Additional
momentum is being generated by the aspects
of comfort, security and energy efficiency. In
particular, the megatrend of energy efficien-
cy could prove to be disruptive, affecting the
industry in multiple ways and possibly pro-
ducing market upheavals and new business
designs. The individual crafts are affected to
different degrees.

The very different levels of regional growth
will result in substantial shifts in market
structures. Above all, the significance of the
BRIC countries will increase. Today’s extremely
heterogeneous customer needs will become
further polarized as the market becomes
increasingly global. Furthermore, the growth
of countries such as China and India is creat-
ing a breeding ground for a new type of com-
petitor, including Chint and Blue Star. Bol-
stered by their home countries’s economic
strength, these companies are rapidly evolv-
inginto major players and have begun to show
their intentions to start exporting.

Challenges for established suppliers

In a relatively traditional market, momentum
is being generated from different directions.
Established suppliers are being confronted by
significantly increasing complexity, and must
therefore further shore up the strategic base
of their businesses and actively exploit new
growth opportunities. This job is hardly a
trivial one. The options are multifaceted, the

developments described here will affect the
individual crafts and actors in different ways,
and of course the starting position of many
players is very different. Nonetheless, three
overarching issues should be placed on the
business agenda of senior managers in every
established company.

Agenda for established suppliers
of building technology

Substantial growth areas in the future
— Core business (innovation, active consolidation)
— Portfolio expansion (new sectors, geographic
expansion)
— New business designs

Securing or increasing profitability
— International positioning
— Channel management and go-to-market strategy
— Pricing and alternative profit models

Systematic transformation of the business design
— "Commercial model,” strategic control points

— Processes, structures, management systems

— Talent management

Promote consolidation

Financially strong companies in the building
technology market should take advantage of
the current situation by increasingly consoli-
dating the market through mergers and acqui-
sitions and systematically expanding their
range of expertise. The time is relatively aus-
picious because the valuation of companies
has fallen precipitously.

Decreased company valuations
in building technology
Median, x

2007

Q3/2009

B Suppliers in established markets, n = 24
B Suppliers in growing markets, n = 5

Sources: Thomson Financial, Oliver Wyman analysis
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Technological leap
to intensify consolidation

For years now, semiconductor manufacturing has epitomized the high-tech
sector. Short innovation cycles, capital-intensive production, and extreme
swings in demand are all part of the industry’s everyday business. Today,
though, the sector is facing a fundamental change. The introduction of man-
ufacturing technology to produce 450-mm wafers will drive consolidation

in the industry and force virtually all companies to subject their business
models to an intense review. Only those companies that can swiftly adapt
themselves to the new conditions will be tomorrow’s winners.

The value chain for semiconductors has three  est segment in the market for semiconductor
segments: developing and marketing the semi- equipment and is subject to intensive innova-
conductor product; producing semiconductor  tion cycles. To cut costs, the customers of the
chips and packages; and developing and man- equipment industry demand systems that can
ufacturing the necessary production equip- produce smaller and smaller structures on
ment. The equipment used to treat the wafer, bigger and bigger wafers. Given these systems’
the high-purity silicon or other substrate increasing complexity, the development of
blanks, plays a critical role. With global reve- each new generation of equipment requires
nue of about $13 billion in 2009, this is the larg-  heavy research and development investments.

Investments in semiconductor manufacturing equipment
In billions of U.S. dollars

CAGR
2009-2014
57.0
53.6 2 16.2%
47.8 48.8
18.4
18.0 Other spending 15.0%
15.2 17.3
7
36 Automated
53 test equipment 12.7%
11.3 :
25.3 4.6 Back end (packaging
and assembly equipment)  14.5%
9.0
205 Front end
30. : 0,
254 (wafer fab equipment) 17.8%
2009 2010 2011 2012 2013 2014

Source: Gartner



“The move to 450-mm
wafers will tremen-
dously accelerate the
transformation of the
semiconductor industry.
Companies that fail
to clearly focus their
business model will lose
a significant portion of
their competitiveness.”

Consolidation trends and focus

To be able to make massive investments, com-
panies have been employing a strategy of
focus and consolidation for several years.
The manufacturers of semiconductor equip-
ment specialize in a particular segment. For
instance, Applied Materials focuses on CVD
while ASML specializes in wafer steppers. A
similar tendency also can be seen among chip
manufacturers, that is, the customers of the
equipment manufacturers. A large number of
companies, including processor leader Intel
and memory chip giant Samsung, concentrate
on developing and manufacturing particular
semiconductor products. Other semiconduc-
tor companies have consciously decided to
stay out of manufacturing and focus instead
on developing solutions for particular appli-
cations. For example Broadcom focuses on
communications while MediaTek’s specialty
is consumer goods. The production of the
chips is performed by contract-manufactur-
ing specialists, “foundries” such as TSMC and
UMC in Taiwan.

A study conducted by Oliver Wyman shows
that focused companies in the semiconductor
industry achieve measurably higher margins.
The research reveals that the average operat-
ing margin of focused companies exceeded
20 percent between 2001 and 2008, while
extremely diversified companies generally
experienced losses.

Introduction of 450-mm wafers

Today, the industry is about to make a huge
technological leap: the enlargement of wafers
to a diameter of 450 mm. Experience shows
that this advance will yield cost reductions of
20 to 30 percent compared with those of today’s
typical 300-mm wafers. However, many com-
panies — especially those making special prod-

ucts where production costs play a smaller
role — are still producing on smaller wafers.
Leading semiconductor makers, including
Intel, Samsung and TSMC, are the driving
force behind the introduction of 450-mm
chips. These companies dominate their mar-
ket segments and do not directly compete
against one another. Each company’s goal is
clear: to further expand its competitive edge.
And they are elbowing other, smaller or less-
profitable competitors out of the marketplace
because these companies do not have the
enormous financial resources necessary to
make the transition to 450-mm chips.

Restructuring of the semiconductor industry
Should 450-mm chips actually be introduced,
this would trigger a far-reaching process of
natural selection in the industry. Manufactur-
ers of standard semiconductors competing
against the promoters of 450-mm wafers
would also be forced to invest in the retooling
of their production facilities — or to give up
manufacturing or focus on special products.
The manufacturers of equipment used to pro-
duce semiconductors also have a decision to
make: Do they want to join the innovation
race and invest in their own 450-mm equip-
ment? Or will they concentrate on other nich-
es? The result will be further specialization
and consolidation in the industry - with some
competitors disappearing from the market.

Consolidation of individual segments in the semiconductor industry

Example: CVD
4% 4%
Others 14%
Hitachi 28% 29%
Kokusai
Novellus 10%
Tokyo
Electron 56% 68%
Applied
Materials 7%
LP-CVD PE-CVD HDP-CVD

Sources: JP Morgan, Canon, Oliver Wyman analysis

Example: process control

Others 5% 6%
0
Applied 18% 10% 26% .
Materials 10% 38%
Hitachi
High-Tech 63%
43%
74% 74%
12%
KLA-Tencor 14% 7%
Critical dimension ~ Wafer Inspection&  Quality
measurement inspection  metrology control
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Sleeping Beauty reawakes

The service market for rolling stock is about to enter a period of sweeping
change. Spreading liberalization, internationalization, and intensifying cost
pressure are placing new demands on manufacturers, suppliers, and rental
and leasing companies doing business in a relatively rigid market. To stay
profitable going forward, companies must pursue a dual strategy: They must
scrutinize their business operations and systematically conquer new growth
fields. Traditional mechanical-engineering companies could also benefit

from this evolution.

In 2008, the global rolling stock service market
totaled about €50 billion. At an average annu-
al growth rate of 2.8 percent, it will expand to
€70 billion by 2020. In many areas, the market
structure bears strong similarities to that of
mechanical engineering because spare parts
(41 percent) and maintenance and overhaul
(32 percent) are the largest segments for the
rolling stock service sector. Railroad opera-
tors themselves cover about 40 percent of the
market.

Major potential in services

In the rolling stock market, the area of out-
sourced services, with an average EBIT margin
of 11 percent, is particularly attractive. But
profitability fluctuates widely. At 15 percent
or more, the margins of the spare part, rental

and leasing business are above average, but
margins rarely exceed 5 percent in the rather
labor-intensive areas such as light and heavy
maintenance and cleaning. The services that
railroad operators perform in-house frequent-
ly do no more than cover costs. Compared
with mechanical engineering, overall margins
are relatively low. As a result, participants in
an Oliver Wyman study see vast potential for
cost improvement. This could amount to an
average profitincrease of 5 percentage points
among suppliers, generated in part by optimiz-
ing the production network, and up to 10 per-
centage points in the maintenance and over-
haul business of railroad operators, produced
in part by industrializing the entire mainte-
nance area as well as introducing lean prin-
ciples.

Global service market for rail vehicles

In billions of euros

2.8% p.a.

50

2008 2020e

In percent

Repair

Rental/leasing

Cleaning

Other

Spare parts

Source: Oliver Wyman study “Profitable Growth Opportunities in the Rolling Stock Service Market”



“The rolling stock service
market is about to enter
a period of sweeping
change that will create
propitious growth
opportunities for estab-
lished manufacturers
and suppliers. Numer-
ous service concepts can
be profitably applied
to the mechanical-
engineering industry
in the midterm as well.”

Spreading liberalization and internationaliza-
tion of the railway market as well as intensify-
ing cost pressures will trigger a fundamental
shift in the demands being placed on the ser-
vice-provider business. As a result of increased
privatization, scheduled IPOs, and the exten-
sive reinvestment needs of government-run
railroads, costs and efficiency are coming
under increased scrutiny. Furthermore, new,
small railroad operators will no longer con-
sider many of the services that have been
traditionally done in-house to be part of their
core strengths and will outsource them. As a
result, several new opportunities will emerge
in the market.

New growth opportunities

Railroad operators will energetically optimize
their largest cost center, “spare parts.” As in
manufacturing industries, possible measures
include using alternative, lower-priced spare
parts as well as require the reconditioning of
everything from parts to entire modules
instead of buying new parts as was common
practice in the past. A wave of industrializa-
tion is about to sweep through the entire area
of reconditioning. This wave will bring im-
proved quality and lower costs. Furthermore,
an increasing number of technically skilled
Eastern European and Asian parts manu-
facturers are entering the market and offer-
ing spare parts at significantly lower prices.
Established manufacturers will come under
pressure if they fail to take action at an early
stage i.e. developing new concepts, such as
bundling spare parts with a service or other
clear benefit for the operator. In addition to
the effort to lower the cost of parts, the entire
system of spare-part logistics will become
more professional. Currently, (former) govern-
ment-run railroads have national networks of
repair facilities where spare parts are decen-
trally managed. This market is now attracting
professional service providers, such as DHL
and CAT, which are already providing effec-
tive replacement-parts logistics for mechani-
cal-engineering companies and other indus-
tries, and have measurably lowered costs.

On the maintenance side, the study assumes
that the degree of outsourcing will rise from
60 percent today to 75 percent in 2020. One
significant area that will be outsourced in the
future will be heavy maintenance and over-
haul of the entire rail vehicle, which will be
largely handed to qualified low-wage locations
in Eastern Europe. This outsourcing trend
will bolster demand for partners capable of
providing all services related to operations,
including the financing and maintenance of
the entire vehicle fleet. Accordingly, not only
leasing companies, but also traditional vehi-
cle manufacturers and component suppliers
must consider full-service or pay-per-use
concepts in which the price includes (main-
tenance) services as well as the vehicle or
module.

Using a dual strategy

Many established players are unprepared for
this major change in the market. For railroad
operators, vehicle manufacturers, component
suppliers, and rental and leasing companies
to succeed in the service market of the future,
they must take two guidelines to heart: They
must lower the costs of the current business
as competition will increase and lower mar-
gins, and systematically refine their business
model to add selective new services. Both
areas must be carefully designed to meet the
needs of target customers. The internal orga-
nization has to be structured in a similarly
effective way.

Although the drivers of change are rail related,
several elements of the concepts show strong
similarities with the mechanical-engineering
industry, including the professional refurbish-
ing of spare parts and modules as well as con-
cepts to deal with spare-part pirates. In this
area, the railroad industry can learn from the
experiences in mechanical engineering. In
addition, many services will require new con-
cepts that have not yet been proved in the
mechanical engineering sector. For instance,
no full-service concept has been able to take
hold in many segments of the mechanical-
engineering industry. The cost pressure faced
by railroad operators and the high risk of a
miscalculation of multi-year full service agree-
ments among rail-vehicle manufacturers or
suppliers will lead to very advanced solu-
tions. The situation is similar for the general
overhaul of vehicles at low-cost locations, as
well as other new services. Manufacturing
companies should take a close look at the
concepts that emerge to determine whether
they can be applied to their own industry as
well. Over the midterm, this can help to pro-
tect the margins.

The Oliver Wyman study

For the study “Profitable Growth Opportunities

in the Rolling Stock Service Market,” Oliver Wyman
surveyed a large number of top managers among
railroad operators, vehicle manufacturers and compo-
nent suppliers as well as leasing and rental companies
in mid-2009. The experts explored the rolling stock
service market in the years of 2008 through 2020

in the context of liberalization and increasing cost
pressure. The study describes growth drivers; changes
in demand for services; new, attractive services fields
and opportunities and risks for key market players.
Finally, it examines which developments and concepts
will be relevant to individual segments of mechanical
engineering.

23



Markets

Peter Ruhwedel
+49 211 8987 690
peter.ruhwedel@oliverwyman.com

24

Successfully investing in China

According to an Oliver Wyman study on the success of direct investments

in China, German companies are generating exceptional returns there, and
have been able to profit from the country’s economic upswing even amid

the crisis. The study found that human-resources management, procurement
and after sales are the real keys to success. The consequences of the financial
and economic crisis are creating numerous opportunities to build an even

stronger competitive position in China.

In recent years, many German companies
have invested more and more money in their
business locations in China. However, difficult
business conditions, primarily related to the
scarcity of qualified labor and the market’s
competitive intensity, have prompted compa-
nies to pull out of their production facilities.

The Oliver Wyman study titled “Successfully
Investing in China” investigated the profitabil-
ity of German investments in China and came
to a very positive overall conclusion. With an
average return on equity of 22 percent, direct
investments made by German companies

since the mid-1990s have been especially prof-
itable. They produce a significantly higher
capital gain than comparable investments in
Western Europe (12 percent) and North Amer-
ica (8 percent). The locations in China also
slightly outperform the average of 21 percent
returns generated by other emerging markets
in southern and eastern Asia.

Positive direction of returns

The return on investments made from 1996
through 1997 in China climbed sharply in the
first six years. But rising labor costs and
increased competition have had a negative

Trends in returns on German direct investments in China
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“On average, German
companies achieve
high returns in China.
Sustainable success
depends largely on
human-resources
management, procure-
ment and after sales.”

impact on returns in the past four years. One
striking development was that, in addition to
the many successful companies, numerous
players have generated very low returns or
even suffered losses. The Oliver Wyman study
highlights the critical factors behind the suc-
cessful investments.

Avoid joint ventures

One way that is open to many industries
seeking to enter the Chinese market is the
wholly owned subsidiary. This option should
be weighed carefully against a joint venture,
because the form used to enter the market is
one of the most critical strategic decisions to
be made when doing business in China.

The study found that a joint venture in the
mechanical-engineering industry produces
significantly lower returns than a subsidiary
that is wholly owned by German investors.
Therefore, the use of a wholly owned subsid-
iary to enter the Chinese market is a more
promising approach. One reason for this could
be that companies in the mechanical-engi-
neering industry, with their intense focus on
technology, frequently find themselves at
odds with the goals of the joint-venture part-
ner. While the German investor may be work-
ing to quickly improve the profit situation, the
Chinese partner is frequently primarily inter-
ested in the German company’s know-how.

Increasing employee loyalty

Asked about other success factors in China,
many managers cited employee-training pro-
grams aimed at increasing the location’s pro-
ductivity and reaching the required quality
level. But in order to ensure that the training
programs have a long-term effect, the high
level of employee attrition must be lowered in
China. This objective can be achieved by offer-
ing incentives, for example by setting wages
according to the length of an employee’s ser-
vice ata company. A company’s image plays a
major role, too. Attention-grabbing measures
and observance of special cultural character-
istics can really enhance a company’s image.

Cutting costs through local procurement

In comparing German and Chinese locations,
the managers surveyed in the study said
more than 50 percent of the cost edge gener-
ated by production in China resulted from
lower material costs. The share of local pro-
curement is a critical factor in the competi-
tiveness of the cost structure. The share of
local value creation also remains an impor-
tant sales argument. This especially applies
to customers who are primarily under the
control of the state.

Becoming integrated into a local supply net-
work is very difficult, particularly for small,
newer businesses. High-quality suppliers are
hard to find in China, and they will frequent-
ly only deliver at high volumes per contract.

For this reason, many companies invest in
training local suppliers and also help them
introduce quality-management systems. As a
result of the overall slump in demand, though,
the supplier industry is becoming increas-
ingly interested in smaller jobs. This creates
the opportunity to work with additional local
suppliers and to sustainably improve a busi-
ness'’s competitive position in China.

Expanding the after-sales market

Many Chinese companies run modern pro-
duction facilities, but they lack the know-how
needed to optimize production processes and
to professionalize their operations. Through
the use of functional, customer-centric after-
sales and service processes, German compa-
nies can achieve a decisive competitive edge
over Chinese companies. For this reason, the
objective should be to integrate customers at
the earliest possible stage and to systemati-
cally offer after-sales support.

It is becoming apparent today that the Chi-
nese economy will emerge strengthened and,
above all, much faster from the crisis than
other countries. For German companies, fur-
ther globalization is a must. Existing business
activities should be bolstered and the foot-
printin China expanded further.

Five success factors for business in China

1 Use a wholly owned subsidiary as the business form
for market entry.

2 Invest in employee training to increase a plant’s
productivity.

3 Take steps to strengthen employee loyalty to
ensure that the training efforts have a positive
long-term effect.

4 Develop a high share of local procurement to fully
tap the cost advantages of producing in China.

5 Set up a skilled service team to take a bigger
advantage of the know-how edge over imitators
and low-cost providers.
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Emerging from the crisis

at full speed

The bottom of the economic crisis has been reached. Nearly every company
has optimized its cash and cost positions, and numerous signs of a recovery
are appearing. Now the critical question is: How can companies once again
generate profitable growth? Sales will play a major role in this effort. A new
approach to sales, one that is both clear and largely fundamental, is urgently
needed. Only a stronger, more aggressive sales push will lead companies

back to the growth track.

In recent months, German industry has lived
through its worst crisis since the 1990s. Indus-
trial companies connected to the automotive
sector were hit particularly hard. Incoming
orders for the mechanical- and plant-engi-
neering industry fell by an average of 40 to 50
percent. In some cases, companies even saw
their orders plunge up to 80 percent. Produc-
tion capacities have been adjusted to cope
with the smaller market and reduced busi-
ness. Now, the time has come to focus on the
road ahead.

Smaller market, tougher competition

Oliver Wyman analyses show that it will take
three to four years for the market to return to
the level seen in 2007. Because competitors
rarely disappear completely from the market,
the same companies are battling for a slice of
a smaller market. Returning to profitable
growth is a much more difficult task than it
was during the days when the market was ex-
pandingby 7 to 10 percent. This steady growth
resulted in a neglect of the performance and
structural direction of the sales organization.
Thus, the current work of many sales organi-
zations can be described as “paper pushing”
rather than aggressive selling, as process com-
plexity rather than quick decision making,

and as overstuffed structures rather than lean
hierarchies. These trends have turned the
sales organization into a major business issue
for top managers to address. Companies that
quickly adapt their sales operation to the new
situation and design it to become best in its
class over the long run will successfully beat
the competition and emerge from the crisis
as winners.

Rapidly boosting income from sales and
new orders

At the moment, top managers should focus
their attention on quick-hit successes in
sales that can be achieved within three to six
months. In sales, this boils down to one mat-
ter: quickly boosting new orders or even
increasing income from sales if a company
offers standard products in its range. Five
short-term levers offer particular promise:
strengthening the punch of the sales force,
intensifying the relationship with the cus-
tomer base, copying successful models, fine-
tuning the sales team and emphasizing the
sale of profitable products.

Even relatively simple measures based on
these levers will produce improvements in
sales performance. For instance, members of



“Sales is assuming center
stage in a company’s
business success, and is
faced with the challenge
of gaining market share.
To accomplish this,
well-beaten paths have
to be left behind. A new
fundamental direction is
generally unavoidable.”

Sales success as a growth engine for industrial companies
Nine levers will accelerate the turnaround in income from sales
and facilitate the return to profitable growth

Sales

Short term: more income from sales
1. Increase the sales force’s punch
2. Intensify the relationship with the customer base
3. Copy successful models
4. Fine-tune the sales force

5. Emphasize the sale of profitable products

inside sales can work on the telephone to gain
new business or be sent out into the field. Spe-
cial incentives can energize employees and
boost target achievement. Furthermore, the
successful pitches of exceptional sales repre-
sentatives can be applied to the entire field
sales force. At the same time, executives must
establish a business culture defined by moti-
vational inspiration and a can-do attitude.

New structural direction

The crisis has also produced a shift in con-
sumer markets. Whereas Western countries
buttressed company growth in recent years,
the crisis has resulted in further shifts in
the significance of various markets. Through
2012, emerging countries will have signifi-
cantly higher growth rates in industrial pro-
duction than industrial countries. These
changes along with new rules of the game in
domestic markets will require sales to be
pointed in a new structural direction that
will contribute to stronger growth in 6 to 18
months. Oliver Wyman has identified four
levers that can be applied to the successful
shaping of this new structural direction: intel-
ligently tapping emerging countries, consoli-
dating back-office functions, introducing val-
ue pricing among customers and selling
tailored “solutions.”

At the moment, the sales activities being
undertaken by German industrial companies
in critical emerging countries are inadequate.
Therefore, the potential of these markets is
not being addressed either in terms of the
resources employed or the sales approach.
Through transnational consolidation and the
outsourcing of back-office functions, sales

Midterm: new structural direction
6. Intelligently tap emerging countries
7. Consolidate back-office functions
8. Introduce value pricing among customers

9. Sell tailored “solutions”

resources in domestic markets can be released.
These resources should then be reallocated
to emerging markets. Another crucial step is
to increase services, price models and inside-
sales functions in emerging countries in a
manner that reflects the market and culture.
In domestic markets, sales representatives
should be given the tools they need to increas-
ingly offer tailored “solutions” to customers.

Sales success as a growth engine

By applying the nine levers, top decision mak-
ers have an opportunity to measurably invig-
orate sales performance. The result will be
growth and increased market share. In taking
this approach, companies will emerge from
the crisis at full speed. Top managers at Ger-
man industrial companies should make sales
a top-priority issue by closely examining the
performance of their sales organizations, by
reviewing the structural direction of those
organizations, and by reacting promptly — and
they should do so before their competitors fly
past them.
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CEO, the Superman?

As the top company managetr, the chief executive officer is often viewed

as the person who holds the fate of an enterprise in his or her hands. Apart
from anecdotal evidence, however, the CEO’s actual impact remains unclear.
A recently released Oliver Wyman study of European companies came to
four conclusions: No CEO is equal to every business strategy. A good fit
between the CEO and strategy plays a particularly positive role in business
success. When the CEO fits well with the strategy, a competitive edge with
primarily short-term payoff is created. Financial investors who act as owners
expand latitude of action and amplify the CEO’s importance.

The business press is full of stories about CEOs
who have either kept their companies from
going under or driven them off a cliff. While
some top managers are personally castigated
for the failure of their strategies, others are
toasted for their talent and their successful
business ideas. But the media tend to polarize.
Furthermore, homogeneous top manager be-
havior is promoted by institutional pressure
and by imitation of competitors, meaning that
the CEO’s importance in a strategy’s success is
reduced. During tough economic times, how-
ever, it is helpful to know whether and how

much trust can be placed in the CEO’s ability
to resuscitate a company’s performance.

No all-purpose hero

In its new study, “The Success Factor CEQ,
Oliver Wyman examined 120 CEOs from Euro-
pean companies in the last 15 years and ana-
lyzed the impact of their personal CEO char-
acteristics on their companies’ success. The
companies that were studied were involved in
a variety of strategic situations. The results
show that there is no one type of CEO that can
do justice to all strategic postures of compa-

More business success with suitable CEOs
Effect of the CEO-strategy fit on return on capital and total

shareholder return
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15% | Total shareholder return

10% Companies with
financial investors
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CEO-strategy fit
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Average return on capital and annualized total shareholder return for four years on the job



“A bad fit between
the CEO and strategy
produces significantly
less business success.
This is particularly risky
for companies facing
tough business chal-
lenges. As a result,
a good CEO-strategy fit
1s critical”

nies. The strategic demands are so varied that
no CEO can have all of the skills simultane-
ously needed to handle them.

Strategy fit is crucial

If the CEO fits well with the particular strate-
gic direction of a company, he or she can have
a considerable impact on its performance. The
study shows that, during their first four years
on the job, CEOs who fit in well with the strat-
egy achieve a return on capital that is 6 per-
centage points higher, and a total shareholder
return that is 19 percentage points higher on
average compared with CEOs who do not fit.
As a result for instance, a CEO with general,
broad and international experience is mea-
surably more successful in a highly diversi-
fied company, while a CEO with a specialized,
tightly focused and national background has
a more positive effect on a marginally diver-
sified company. A CEQO’s particular, long-term
experience during his or her career leads to
typical patterns of thinking and acting, and is
reflected in dominant abilities. If these skills
are in accord with the requirements of the
strategic plan, the CEO will make superior
decisions that will produce a surge in the
company’s performance.

Strategy fit has a major short-term impact

The study also showed that the positive capi-
tal-market-based effect of a good fit between
CEO and strategy occurs in his or her first year
on the job. In a delayed reaction, this success
is generated in accounting terms during the
second year. As a result, it can be said that a
CEO’s strategic fit pays off particularly at the
start of his or her term. Right after they take
office, CEOs with a good experience-strategy
fit make important, far-reaching decisions
that are better than those made by CEOs with
a bad experience-strategy fit. Even though
CEOs with a bad fit gain a corresponding level
of suitability and have an adequate effect on

success at a later time, the learning curve
needed by rather unsuitable CEOs creates a
drag on company performance.

Financial investors boost the CEO’s role

A CEO’s latitude of action and, thus, his or her
ability to implement strategy can vary. The
owners of companies in particular have incen-
tives and means of influencing the actions of
CEOs at their disposal. The study’s results af-
firm that financial investors (as a type of own-
er) expand the CEO’s room to maneuver in a
way that bolsters the benefits derived from a
good fit between the CEO and company strat-
egy. The reason is that financial investors,
who focus primarily on returns, engage more
actively with the CEOs, and thus minimize
common principal-agent problems such as a
divergence of interests.

Recommended actions

The experience and characteristics of a top
manager must be aligned with the compa-
ny’s strategy, because a well-fitting manager
comes with a high payoff — both in terms of
the accounting-based return on capital, and
in terms of the capital-market-based total
shareholder return. To achieve this, an early
strategic evaluation of top management and
the strategic posture must be undertaken to
get a sense of the overall fit relevant to suc-
cess. The short-term effect on performance
achieved by an appropriate top manager is
especially vital to the survival of companies
experiencing business difficulties. As a result,
steps like the short-term hiring of a suitable
chief restructuring officer could make sense.
Furthermore, companies that are not domi-
nated by financial investors must ensure that
top management has adequate, success-fo-
cused freedom of action. This is the only way
the appropriate top manager can have a posi-
tive effect on success.

Short-term success drawbacks for unsuitable CEOs
Suitability and success for good and bad CEO-strategy fit at the beginning

of the term

Suitability/implication for success

Suitability gap

Good
CEO-strategy fit

Success difference
Total shareholder return:
31% points

Bad
CEO-strategy fit

1st year on the job

Success difference
Return on capital:
7% points

2nd year on the job Time

Return on capital and total shareholder return as the average success gap between 100% and 0% CEO-strategy fit
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Quantum leap through
best-practice transfer

The ongoing crisis in the mechanical- and plant-engineering industry
requires massive cost cuts, particularly in the biggest budget items of all:
product costs. Traditional, industry-specific approaches are no longer
enough to overcome the scale of the problem while ensuring long-range
cost efficiency. To address such needs, new, more far-reaching solutions

and methods must be applied.

Oliver Wyman has put together a cross-indus-
try team of experts with the aim of develop-
ing approaches that will generate quantum
leaps. The central idea behind this work is the
systematic linking of comprehensive indus-
try expertise with the transfer of best prac-
tices from sectors that have lessons to teach
the mechanical- and plant-engineering indus-
try. In this process, successful ideas and prac-
tices are adjusted to the industry’s special
needs. By expanding the industry’s horizons,
new options will emerge, and exploiting these
options in areas such as product costs and
production efficiency will enable companies
to surge past their competitors.

Learning from the best

Practices and methods to generate operational
excellence are used at varying levels of sophis-
tication in different industries. In the automo-
tive industry, approaches of lowering product
costs have been constantly refined and prof-
itably applied in response to the enormous
cost pressure that has existed for years. The
mechanical- and plant-engineering industry
can enjoy such benefits as well, but only if
the practice is modified so it can be applied
to higher numbers of product variations with
smaller numbers of units.

In recent years, Oliver Wyman has successfully
overseen many such best-practice transfers.
In one project, transferring modularization
and variation-reduction solutions from the
automotive industry enabled a bottling-equip-
ment manufacturer to measurably reduce
product complexity. In another case, cross-
functional approaches used to cut product

costs in the automotive and electronics indus-
tries were successfully adapted and applied to
component and rail-vehicle manufacturers.
In the process, the savings potential of 5 to
18 percent typically seen in the automotive
industry was substantially surpassed in all
areas. This also applies to production optimi-
zation: Here, lean principles were transferred
to such areas as medical technology. As a
result, the quality costs of rejected equipment
were cut in half within three years by combin-
ing best practices from individual plants and
turning them into a comprehensive manu-
facturing excellence system.

Functional expertise

The know-how developed by Oliver Wyman
during many such projects has now been inte-
grated into a new, cross-industry Operational
Transformation Capabilities Team. The insti-
tutionalized discussion among experts in the
areas of the automotive industry and mechan-
ical and plant engineering as well as the rail-
road and aviation sectors bundles this know-
how and facilitates the systematic transfer of
knowledge from other sectors. The founda-
tion for these developed, holistic and cross-
functional practices is usually an initial short
assessment of a company designed to quickly
spot areas requiring action. At the moment,
cross-industry benchmarking is being con-
ducted to identify best practices in the supply
chain and to refine present optimization
practices.



Agenda 2010

OUIVER WYMAN

State of the MRO Industry 2009:
Competitive Shifts and Curtailed Growth

Recession Agenda 2010

The crisis has dealt a heavy blow to the
mechanical- and plant-engineering industry.
The full extent of this blow’s impact is coming
into view this year. Companies must expand
their restructuring activities and adjust their
business models to cope with decreases

in revenue. The “Recession Agenda 2010"
shows how the most important players in the
mechanical- and plant-engineering industry
have responded to the crisis, and describes
the challenges facing and options available
to companies, financial investors and banks.

E-Mobility 2025
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State of the Aviation MRO Industry
With a decrease in the installed base and

in future growth rates, players in the aviation
maintenance, repair, and overhaul (MRO)
industry are being forced to rethink their
strategies. OEMs are accelerating their
focus on the aftermarket. This is causing
independent MRO providers to adapt their
positions in the market. To explore the
impact of the current economic situation

on the aviation MRO market, Oliver Wyman
surveyed more than 230 airline, airline MRO,
independent MRO and OEM executives.

Global Risks 2010

Roger Lehman, +1 214 758 18 75
roger.lehman@oliverwyman.com

E-Mobility 2025

The “Electric Mobility 2025"” study examines
how profitable electric vehicles can be,
despite low unit-number expectations, high
investment needs and enormous extra costs.
As part of the research, experts along the
entire value chain of electric mobility were
asked about the opportunities and limitations
of alternate drive technologies. New business
models also provide mechanical- and plant-
engineering companies with numerous
opportunities to enter the electric era.

Christian Kleinhans, +49 89 939 49 427
christian.kleinhans@oliverwyman.com

Global Risks 2010

The economic downturn has intensified
global risks such as unemployment and
underinvestment in infrastructure. Accord-
ing to the study “Global Risks 2010," put
together by the World Economic Forum'’s
Global Risk Network in collaboration with
Oliver Wyman, this has happened because
the ability of industrial countries to react
to crises has been substantially weakened.
The study focuses on 36 global, networked
risks that affect companies as well as their
suppliers and customers.

Thomas Kautzsch, +49 89 939 49 460
thomas.kautzsch@oliverwyman.com

Coming soon

Purchasing Excellence
Benchmarking

Purchasing Excellence Benchmarking
In 2010, Oliver Wyman is conducting a
cross-industry benchmarking of procure-
ment organizations. Based on personal
interviews and a survey, the performance
and the degree of maturity at procurement
organizations is being examined in terms

of strategy, human resources, organization,
processes and systems. The benchmarking
will result in many best-practice examples
and offer industry-focused recommendations
for action. Participants will receive detailed
study results.

Christian Heiss, +49 89 939 49 588
christian.heiss@oliverwyman.com

Photovoltaics
Production 2010

Photovoltaics Production 2010
Rising costs and hard-hitting competitors
from Asia are applying ever-increasing
pressure to established companies in the
photovoltaic industry. The benchmarking
study ,, Photovoltaics Production 2010
that will be released in mid-2010 will weigh
the competitiveness of established players
against manufacturers in Asia and describe
how companies can intelligently restructure
production operations to stand their
ground in the market.
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About Oliver Wyman

With more than 2,900 professionals in over 40 cities around the globe, Oliver Wyman is an international management
consulting firm that combines deep industry knowledge with specialized expertise in strategy, operations, risk management,
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Manufacturing Industries Please contact

Oliver Wyman’s Manufacturing Industries practice supports Oliver Wyman
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expertise with specialized skills. Based on that experience industries@oliverwyman.com
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Our goal is to rapidly make a real business impact for indu-
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