Suppl rthhe Future

The CEO Agenda — A roadmap for su

Strategy Consultants






Supplier of the Future

The CEO Agenda - A roadmap for supplier
success in the next decade

October 2002



2

Study

Contents

What happened to the rules of economics?

Acknowledgements

A. Executive Summary - Value can be created, but only with significant effort
B. Drivers that will define the industry

C. Impacts on the worldwide supply base
1 - Suppliers need to develop their own, long-term vision
2 - Breakdown of the classic pyramid structure
3 - Decentralized decision-making and responsibility need to be implemented
4 - Global structures need to be created to interface global customers
5 - Developing more diverse customer portfolios becomes a top priority

6 - New OES business models need to be created to handle both high-
and low-volume programs

7 - Increased flexibility and interconnected value chains are needed to
counter ongoing cost-down initiatives

8 - More product creation and product life-cycle responsibility will shift to suppliers

9 - More focused business models and skill-sets need to be developed along
carefully selected technology/application portfolios

10 - Future technology solutions will be developed by communities or networks
of suppliers

11 - Component and systems technology become an essential factor to
support OEMs’ brand strategies

12 - Regulations create additional opportunities but mainly additional threats

D. The suppliers’ challenges in the emerging markets
1 - Similar, but different: a snapshot of South America

2 - China: the new frontier for the supplier industry?
E. Financial implications for suppliers

F. The CEO Agenda: a roadmap for supplier success in the next decade

12

19
19
21
24
25
28

30

32
36

39

42

44
46

48
48
50

53
62



3

Supplier of the Future

What happened to the rules of economics?

Market growth, OEM consolidation, cost pressure, more of the value chain con-
trolled by suppliers ... almost everything that has happened in the worldwide
automotive industry in recent years was predicted.

The automotive industry has just emerged, at least in the mature markets, from
an unprecedented period of volume expansion, and the share of the average
vehicle value provided by suppliers has reached 70%, according to some analysts.
This would seem to be an ideal situation for suppliers, one in which the supplier
industry should thrive.

Yet, this has not happened. What we witness instead, is an industry that struggles
to get the right attention from the capital markets, with very few successful and
solidly profitable players that stand out in a landscape dominated by companies
with either razor-thin margins or losses even in booming volume-years.

Though many struggling suppliers have returned to profitability this year, uncer-
tainty still reigns, as the expansion cycle — at least in the mature markets upon
which the industry still depends — is in doubt. As one top executive we inter-
viewed candidly admitted, “We just cannot predict where our industry will go —
we think it will go in a certain direction, but we realize it could be the opposite.
We place our bet, but it could go either way.”

This study should help suppliers place the right bets, and it looks as if our
efforts could not be more timely. From July to October 2002, we conducted
140 individual interviews with executives representing a diverse cross-section
of the supplier base and of the leading OEMs across America, Europe and Asia.
The results follow.
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A - Executive Summary - Value can be created, but only with
significant effort

Financial analysts have been unable to send very positive messages about the
automotive industry to Wall Street and the other major stock markets for some
time now. Leaving exceptions of excellent performance aside, the industry as a
whole has not been among the favorites of private and institutional investors in
recent years. Too much bad news about disappointing results, unmatched fore-
casts, unsuccessful mergers, huge overcapacities, tremendous price competition
in the markets, high investment requirements to get the product on the road,
highly unsuccessful vehicle designs, and even the headlines about a “broken”
business model have pounded this industry for some time.

With this study, we want to describe a scenario of how we believe the industry
will, or simply needs, to develop over the next decade, as it continues to face
tremendous challenges and paradigm shifts. Our intent is to provide a window
into the key strategic decisions that suppliers in North America, Europe and Japan
must make, and to define a list of actions to guide them forward.

As in previous Roland Berger studies about the automotive industry, and after
conducting more than 140 interviews with industry executives from across the
world, sharing our perspective with many of the industry’s leading experts, we
embarked on a quantitative assessment of the industry to build a solid business
case for our scenario.

Our main conclusions are:

¢ The industry business model can be improved. It is not our intention to paint a
rosy picture and play down the enormous challenges that lie ahead for OEMs
and suppliers alike. Costly and disciplined actions will be necessary to success-
fully master these challenges, and not everybody in the industry will survive.
There are still many suppliers in the market that can provide the necessary
technology and manufacturing capabilities. Unfortunately for some, with
emerging markets like China increasingly coming into the picture, more will
come. Nobody in this industry has a lifetime assighment — not even the most
technologically advanced suppliers. Nobody is indispensable. But, and this is
the good news we submit, suppliers have the opportunity to adapt their busi-
ness models to the new and future requirements. The key questions are just
“who will?” and “how fast will they do it?”

e Potential for improving profits does exist within different supplier clusters
along the value chain. Without predicting a new industry boom, suppliers in
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different regions can expect to return to the better profitability levels they have
experienced in the past by adapting their business model and carrying out the
required actions and measures quickly, consistently and comprehensively.

e To return to higher profitability levels, suppliers will need to be more focused
and efficient than ever before. Regardless of the region and their position
in the value chain, success for suppliers will depend upon eliminating non-
value-added resources and focusing on what they do best, i.e., being a system
integrator, a technology-driven supplier, or an expert in highly efficient manu-
facturing and supply processes.

To define the road that suppliers in North America, Europe and Japan must travel
over the coming decade, we started our research by identifying the key industry
drivers, focusing on those that are likely to have a lasting impact:

1. OEMs must and will become more flat, agile and responsive to changes in the
marketplace

In an increasingly volatile and fragmented market, the speed of organizational
change is a competitive advantage. In the coming years, we will witness OEMs
embracing organizational models that will allow them to further extract costs
from the value chain and to become more responsive and agile.

2. OEMs accelerate the streamlining of their global structures and further leverage
their global affiliates

After the wave of consolidation of the second half of the 1990s, and after harvest-
ing the low-hanging fruits of purchase-bundling and overhead reduction, OEMs
will accelerate the leverage of their global structures far beyond sourcing,.
Integration will extend to desigh and development processes, manufacturing
networks, logistics, and IT systems.

3. The OEMs battle over market share and expansion intensifies, with no end game
in sight

With stagnating growth rates expected for the triad markets, OEMs will intensify
their market share battles in non-traditional regions and increase the number of
launches in mature regions.
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4. OEMs continue to focus on external and internal cost-cutting initiatives

Cost-cutting initiatives will not subside but are likely to move to another level.
From pure price-down requests, OEMs will focus on achieving cost savings
through part sharing and commonization within their own network as well as in
collaboration with other OEMs. At the same time, OEMs will need to increase
the flexibility of their manufacturing plants to rapidly adapt and switch produc-
tion volumes to meet actual market demand.

5. OEMs continue to shift responsibility and risk to the supply chain

The overall balance of responsibilities will continue to tilt toward suppliers.

What OEMs will shift to suppliers will not be as much additional product content
(e.g., manufacturing outsourcing), but rather product lifecycle responsibilities and
the associated risks.

6. The complexity, speed and scope of innovation complicates OEMs’ technology
assessment

Evershortening innovation cycles and the ever-increasing spectrum of available
choices make technology decisions extremely complex and investments difficult
to justify. OEMs need to increase the leverage of internal and external resources
through networks of cooperation with technology specialists.

1. Strategic brand management becomes a top priority as 0OEMs attempt to protect
market share and margins

OEMSs who have built broad brand portfolios will struggle to effectively balance
the trade-offs between cross-brand synergies and product differentiation require-
ments.

8. Regulations alter market dynamics and push technology and risk management
to the limits

Regulators increasingly influence market dynamics and development. Regulations
generate both opportunities and costs, and unless proactively addressed, will
increase risk for many players in the market.
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Maneuvering through this dynamic landscape will be a treacherous endeavor

for OEMs and even more of an adventure for the supplier community. This is
nothing really new for this ‘old’ industry: the automotive world has always been
about change and new challenges, often driven by new product and process tech-
nologies, and these days more and more by fierce competition and pricing pres-
sure. Although one always feels that the current changes are more severe and far
more ‘life-threatening’ than ever before, something seems to be true about this
impression today. The supplier industry must embrace change and “fix” its busi-
ness model quickly. Or — as mentioned above — there will always be plenty of
alternatives from which OEMs can choose.

We believe that with the proper vision and strategy in place, and the necessary
resources for implementation, supplier executives can successfully accomplish the
task of steering their companies back to product and process excellence. And,

of course, back to profit levels that are far more appreciated by Wall Street and
private investors than the levels witnessed today.

We therefore continued our research and defined a roadmap for superior supplier
performance in North America, Europe and Japan over the coming decade. There
are 12 distinct and relevant areas for each of the three categories of suppliers —
system integrators, technology satellites and process satellites — which describe
this roadmap:

1. Suppliers need to develop their own long-term visions

Without a clear vision, a supplier’s capabilities and resources will be diluted and
inefficiently utilized. Successful suppliers will balance a long-term perspective
with the ability to react to crises whenever they arise.

2. The breakdown of the classic supply base pyramid into a satellite community
The traditional industry structure will shift to a model polarized around system
integrators and technology- and process-focused “satellite” suppliers. For each
kind of player, focusing on core capabilities and shedding marginal ones will be
key to future success.

3. Suppliers need to decentralize decision-making and responsibilities

Suppliers will move from hierarchical organizations to more decentralized entre-
preneurship models, similar to their OEM customers, but likely in less time. Cost
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and profit responsibilities and business decision-making will be pushed further
down the organizational hierarchy of supplier companies. Transparency of cost
and profits — especially profits by program and customer — will become a key
element to manage these future structures successfully.

4. Suppliers need to establish global structures

As OEMs start to leverage their affiliate networks beyond procurement, it will
become vital for suppliers to establish global interfaces to their customers. To
manage an account globally, major changes will be required for supplier
organizations and processes.

5. Suppliers need to develop more diverse customer portfolios

Building a more diverse customer base will become a necessity, either by pene-
trating existing OEM customer affiliate networks more deeply or by targeting
new ones. Considerable sales and marketing and product development resources
will be dedicated to achieve this goal. Payback can only be expected in the
mid-term.

6. Suppliers need to define new business models to handle both high- and
low-volume programs

Significant investments will be required to enable supplier plants to deal with
diverse programs. Together with these investments, the complexity of dealing
with multiple programs will force suppliers to rethink their internal skill set.

7. Suppliers need to increase manufacturing flexibility and value chain connectivity
to face continuous requests for cost reduction

Pressures on supplier costs are not at all likely to ease and can only be countered
by a continuous effort to take waste out of industry processes and create a more
flexible and collaborative value chain. Successful suppliers will continually
innovate and adopt effective methods to optimize their business processes.

8. Suppliers need to take on more product creation and lifecycle responsibilities

In the next wave of outsourcing, OEMs will shift more product lifetime responsi-
bilities, from design and development to warranty and liability costs to their
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supply base. To handle these increased responsibilities effectively, most suppliers
will have to fill significant gaps in their organization and internal processes.

9. Suppliers need to develop business models and capabilities along more focused
technology portfolios

Defining the area of technology in which to focus and the portfolio that sur-
rounds it are the fundamentals of a successful technology strategy. Well-defined
technology roadmaps are core blocks of this process. Rebalancing internal skill
sets and leveraging co-opetition networks will be necessary steps for suppliers
to compete.

10. Suppliers need to develop technology solutions within partnership communities
rather than in-house

The high investments and risks associated with technology selection and develop-
ment will drive the industry to a model based on networks of innovative, but
financially independent suppliers. Project-based collaboration partnerships will be
just an interim solution. Mid- to long-term relationships will dominate coopera-
tive efforts.

11. Suppliers need to learn to support their customers’ brand efforts through
adequate component and system technology

Suppliers need to deepen their understanding of how their products influence the
brand attributes and consumer preferences of their customers and incorporate
this perspective into their technology strategy and product development
approach.

12. Regulations create additional opportunities and threats for suppliers

Few suppliers currently go beyond a “waiting” mode to anticipate potential
opportunities and threats from regulatory rulings. This must change for suppliers
of systems that are likely to be heavily affected by regulations.

All of these facts will have a significant impact on the revenue stream, the cost
structure, and the bottom-line of all types of suppliers in the three regions covered
by the study. The same is true for the automotive supply base in South America
and China (refer to Chapter D for more insights on these emerging markets).
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As in previous Roland Berger studies, we therefore ran a number of financial
scenarios to assess how suppliers will be impacted on their bottom-line by these
industry trends and changes. Based on the results of our multidimensional rev-
enue, cost and profit simulation model, we expect:

e Across North America, Europe and Japan, system integrators and “satellite”
suppliers to see pre-tax profits increase over the next decade, but at a different
pace and at different rates across categories and regions.

e System integrators in North America to grow pre-tax profits to 6.9 percent by
the end of the decade, compared with 5.2 percent in Europe. In Japan, they
will improve slightly above their current profit levels of around three percent
after a slowdown in the next several years.

e Technology satellites across all regions to be the main winners in terms of an
improved bottom-line, with pre-tax profits in 2012 ranging from 5.9 percent
in Japan, to 7.4 percent in Europe, to 9.6 percent in North America.

e Process satellites to also experience pre-tax profitability growth in every region.

e Profitability growth to be largely driven by the rationalization of, and shifts
within, the supplier cost structure rather than by revenue growth potentially
triggered by a broader customer portfolio or a better utilization of available
technology.

Finally, we have translated the opportunities that we have identified into a hands-
on “to do” list for any industry CEO to verify his or her company’s readiness to
define and face the challenges ahead and act to overcome them. Following this
roadmap to success will be crucial to remain in business, although each supplier
has to define its own one based on its status quo, product portfolio, technology
reach, global presence and customer base.

As mentioned above, we do not foresee an ‘easier’ future for any of the supplier
categories, in any of the regions. CEOs have to achieve these goals with the right
measures at the right time. It may sound easy now, but unfortunately it’s not!

The good news is that the payback will be well worth the effort, and ...

... We are here to help!
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B - Drivers that will define the industry

Predicting change in the automotive industry has become an extremely complex
exercise. With this study, we aim to help suppliers clarify what will drive change
in their industry in the years to come and in doing so help them focus on the key

strategic and operational decisions they will need to make. We identified the drivers

shaping the industry in

During the course of this project, we have tried to identify which drivers will play the years ahead

the most significant role in shaping the industry in the years ahead. These drivers
are primarily OEM initiated, but the influence of governments and regulators
should not be underestimated.

Two facts are clear: the ability to master change will increasingly be part of the
decision-making process, and the focus on efficiency will continue to be the top
priority for the automotive industry as a whole.

The industry is burdened with overcapacity, and growth is not a given anymore,
at least not in the triad of mature markets upon which the industry heavily relies.
Top-line growth will be fueled by new markets and protected by the ability to
handle volatility.

OEMs, consumers and regulators will drive the industry development along eight dimensions

OEMs must and will become more flat, agile OEMs continue to shift responsibility
and responsive to changes in the marketplace and risk to the supply base
OEMs accelerate the streamlining of The complexity, speed and scope
global structures and further leverage of innovation complicates OEMs’
their global affiliates technology assessment

N '4

Automotive

The OEMs battle over market share industry Strategic brand management becomes
and expansion intensifies, with no drivers a top priority as OEMs attempt to
end game in sight . A § protect market share and margins

Regulations alter market dynamics
OEMs continue to focus on external and and push technology and risk
internal cost-cutting initiatives management to the limits
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Although differences across regions exist and will continue to exist, we have
identified eight drivers that will shape the worldwide automotive industry, prima-
rily initiated by OEMs, but increasingly influenced by consumers as well as by
regulators. Below we highlight these key drivers and introduce what we perceive
as the most relevant and challenging implications for the supplier industry in
North and South America, Europe, China and Japan.

1. OEMs must and will become more flat, agile and responsive to adapt to changes
in the marketplace

In the traditional triad regions (North America, Europe and Japan), markets are
saturated, overcapacity is the norm, and competition is fierce. The once promis-

ing economic situation is at best uncertain, and consumer preferences are increas-

ingly volatile.

In recent years, OEMs have pursued aggressive growth strategies through consoli-

dation aimed at achieving scale. Simultaneously, they have continued to out-
source vehicle content in order to reduce fixed assets and improve efficiency
internally.

In an unpredictable market, the speed of organizational change is a competitive
advantage. But while the industry, at the OEM level, has focused on reducing
costs and achieving external and internal synergies, organizational layers and
inefficiencies have not necessarily disappeared.

In the coming years, we will witness OEMs embracing organizational models
centered around horizontal processes rather than functions, helping them not
only to extract costs from the value chain, but also to become more responsive
and agile internally. By doing so, they will be able to reduce their own costs,
like the supply industry has been doing for a long time now.

We expect the impact will cascade down the supply chain, with two major impli-
cations for suppliers:

> More than ever, it will be critical for suppliers to develop their own long-term vision.

> Internally, and along their own supply chains, suppliers will implement decentral-
ized decision-making and responsibility, promoting entrepreneurship, “profitability
ownership” and agility.

The industry focused
on reducing costs, but
organizational layers
and inefficiencies have
not disappeared.
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2. 0EMs accelerate the streamlining of global structures and further leverage their
global affiliates

With the dust from global consolidation seemingly settled, OEMs have now
reached global scale and have now initiated efforts — in some cases only years
after the acquisition or merger — to capture the cost benefits from their ambitious
M&A activities.

Initiatives to achieve synergies are well under way but have until now focused
primarily on leveraging procurement power through bundling activities and
streamlining procurement organizations. We believe this is just the tip of the ice-
berg — commonization and part sharing between vehicle lines, platforms, business
units/brand entities and even between OEMs or OEM groups will increasingly
become the focus, providing the opportunity for suppliers to participate in larger
programs, but also the risk of becoming dependent on fewer big programs.

OEM efforts to leverage global structures will go far beyond sourcing, and will
extend to the integration of development capabilities and processes, manufactur-
ing networks, logistics and IT systems across regions, brands and legal entities.

As a consequence, the role of individual suppliers will likely be recast, as they
continually adapt both their capabilities and organizations.

We believe that OEM efforts to further streamline and leverage their global net-
works will lead to two major implications for the supplier industry:

> The breakdown of the classical pyramid structure: systems integrator and satellite
networks will arise.

> Suppliers will establish global structures, as opposed to a simple “global pres-
ence,” that mirrors their OEM customer networks.

3. The OEMs battle over market share and expansion intensifies, with no end game
in sight

The average annual growth rate of the traditional triad market is projected to be
less than one percent over the next decade, with certain markets actually shrink-
ing. The intensity of the battle among OEMs to protect both market share and
volume has reached fever pitch and will likely further intensify.

While price wars, fought with low rate financing and rebates, have become com-
monplace in North America — and we see a similar trend emerging in Europe —

Synergies in procurement are
just the tip of the iceberg.

Leveraging global structures
will go far beyond sourcing.
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they are still perceived as a short-term weapon. In the longerterm, OEMs will
intensify their market share battles in two main directions.

In mature markets, they will offer more derivative models and more frequent

“refreshments” in traditional vehicle segments, while constantly striving to devel-

op new “segment busters”' to ignite emotions with a variety of fresh vehicle
concepts.

In addition, OEMs will increasingly rely on non-traditional markets, such as
China, to protect and grow their overall global volumes.

The resulting implications for suppliers are dramatic, both in terms of evolving
their business models and reducing the risks associated with relying on a limited
number of OEM customers or markets. Major implications for suppliers include:

> The need to develop more diverse customer portfolios, both to reflect changes
within each OEM’s affiliate network and to reduce dependence on a single 0OEM
and region

> The need to create new business models to handle both high- and low-volume
programs

4. 0EMs continue to focus on external and internal cost-cutting initiatives

Rampant overcapacity, coupled with stagnating growth rates in traditional bread-

and-butter regions, are reason enough to predict that cost-cutting initiatives will
not at all disappear from OEMSs’ priority lists.

Unlike Japanese OEMs, who have for decades been focused on internal cost reduc-

tions and are more advanced in their commonization and flexibility strategies,
North American and — to some extent — European OEMs have traditionally had a
more external focus, and have pursued supplier price-downs as a way to reduce
their costs.

In the future, given the direction in which OEMs’ product and manufacturing
strategies are evolving, cost-cutting is likely to move to another level. From the
pure price-down requests of recent years toward the supply base, OEMs will
increasingly concentrate also on achieving cost benefits through, e.g., part sharing
and commonization across vehicle lines, platforms, business units or even across
OEMs and through the installation of flexible manufacturing processes that allow
rapid reaction to market changes.

1 “Segment busters” refers to newfangled products such as compacts, minivans and cross-over vehicles.

OEMs will intensify their
market share battles in
non-traditional regions
and increase the number
of launches in the
traditional triad.

OEMs will concentrate on
achieving cost benefits beyond
pure price-downs.
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Targets for carryover components and systems in new programs will be raised
and specific objectives to standardize components will be assigned to suppliers,
reducing development costs and time-to-market, while increasing component vol-
umes and revenue potential.

At the same time, however, OEMs will further develop their ability to rapidly
switch manufacturing volumes between models and thus expose suppliers to
more volatility and uncertainty.

We see one main consequence for suppliers to consider in the years to come:

> More flexible and interconnected value chains will need to be developed by suppli-
ers (up and down the value chain) to handle ongoing cost cutting initiatives

5. OEMs continue to shift responsibility and risk to the supply base

The massive outsourcing of design, development and manufacturing responsi-
bilities to the supplier base over the last decade has failed to achieve all of the
expected benefits and efficiencies for the industry. In Europe and in North
America, largely because of union-related constraints, multiple layers of engineer-
ing functions still exist within the OEMSs, negating the potential cost savings from
outsourcing.

This situation fuels speculation about whether or not outsourcing will go any
further. In fact, many in the industry now predict a swing in the outsourcing
pendulum as OEMs realize that they might have gone too far, destroying their
ability to control their product, without freeing up as many internal resources
as they had hoped.

Even if these predictions prove correct and some OEM “insourcing” happens, the
overall balance of responsibilities will continue to tilt towards the supplier base,
with one difference: what OEMs will shift to suppliers will not be so much addi-

tional product content responsibility but rather product lifecycle responsibilities Even if some “insourcing”

and the resulting risk. happens, the balance of
responsibilities will continue

Pushed by market competition and facilitated by regulatory initiatives, suppliers’ to tilt toward suppliers.

responsibility will increasingly be extended along the vehicle’s lifecycle. While we
believe that OEMs will progressively move from tactical to strategic sourcing
based on total cost and no longer just on component price, suppliers need to ade-
quately assess the implications of this broader responsibility.

> Product lifetime responsibility will increasingly be passed by OEMs to the supply base.
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6. The complexity, speed and scope of innovation complicates OEMs’ technology
assessment

Technology will probably play the largest role in reshaping the industry as a
whole, and is likely to present the most complicated set of issues and opportuni-
ties for suppliers to solve.

While the average vehicle life grows, technology innovation cycles continue to
shorten. Combined with the ever-increasing spectrum of available choices, this
makes OEM technology decisions extremely complex and the sustainability of
investments tougher to justify, as payback periods shorten.

In this scenario, the prevailing business model will be based on OEMs leveraging
internal and external resources and skills through complex networks of coopera-
tion and partnerships with technology specialists.

The impact of electronics — already pervasive in today’s vehicles and expected to
become even more so — is reshuffling the range and balances of competencies
and resources necessary to design, develop and produce a vehicle. What used to
be clear separations between systems and related technologies are quickly being
replaced by a vast array of interdependencies.

The engineering landscape within OEMs will change in response, rapidly shifting
towards electronic and system integration competencies and resulting in major
implications for the supplier industry:

> Suppliers will need to carefully select technology/application portfolios to adapt
their focused business models and rebalance their internal skill sets.

> Technology solutions will be developed more by communities or networks of suppli-
ers rather than individual companies.

1. Strategic brand management becomes a top priority as OEMs attempt to protect
market share and margins

Unlike many market analysts, we do not envision vehicle manufacturers to
become pure brand managers, but we do expect strategic brand management to
rise higher in their priority list than it already is.

Similar to many other industries, traditional buying segments disappear: the once
clear distinction separating large categories of customers are quickly blurring,
replaced by fragmented clusters that are difficult to identify and to conquer.

OEMs will leverage internal
and external resources and
skills through cooperation
and partnership.
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OEMs who have in the recent past built broad brand portfolios will struggle to
find a balance between cross-brand synergies and differentiation. We suggest
product innovation and technology will play a major role in solving this dilemma.

> Components’ technology becomes an essential factor to support brand attributes
and differentiation.

8. Regulations alter market dynamics and push technology and risk management
to the limits

After technology, regulation is probably the most difficult driver of change for the
automotive industry to get its collective arms around. From WTO accession of
China and the Block Exemption amendments in Europe, to the TREAD Act in
the U.S. and emissions standards in California, regulation simultaneously poses
both potential opportunities and concrete risks.

Regulations reshape markets, forcing companies to adapt their strategies to make
decisions in a compressed time frame. This in turn pushes traditional products
and processes to the limits, as companies struggle to meet regulatory deadlines or
gain first mover advantage. The end result is increased risk for many, but also
increased opportunity for companies that successfully monitor and respond to
regulatory changes.

To date, the majority of suppliers seem to be progressing slowly on the learning
curve, still struggling to understand the full implications of regulations and devel-
op and implement coherent strategies to address regulations.

> Regulatory efforts will open opportunities but primarily will create additional
threats for the supplier community.

We expect strategic brand
management to rise higher
among OEM priorities.

Most suppliers struggle
to understand the full
implications of regulatory
decisions.
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C - Impacts on the worldwide supply base

Having identified the main drivers that will shape the automotive industry in the
years to come, this section is focused on how the drivers will impact the supplier
industry, both at a strategic and an operational level, while highlighting the differ-
ences that might exist across the three main regions: North America, Europe

and Asia.

While these impacts cannot represent an exhaustive list of issues facing the
supplier industry over the next decade, we feel that they do capture the key chal-
lenges that suppliers will need to overcome in order to not only survive, but also
thrive, in the future.

The industry trends will have major implication on the supplier base

Need to increase manufacturing flexibility

n Need to develop own long-term vision o .
and connectivity of value chains

Breakdown of the classic supply
pyramid structure

v

Need to de-centralize decision making

and capabilities along focused
and responsibilities P g

technology portfolios

7
Need to take on more product creation
and life-cycle responsibilities
/ n Need to develop business models

> Impactson € i
n Need to establish global structures - o N_ee(_j to develo;.) .technology solutions
suppliers - within communities
Need to develop more diverse Need to focus on products that support
customer portfolios / \ OEMs’ brand values and attributes
Need to define new business models to Regulations create additional
handle small and large volumes’ programs opportunities but primarily threats

1. Suppliers need to develop their own, long-term vision

As OEMs continually strive to become more flat, agile and responsive, so too
must their suppliers. Without a clear vision a suppliet’s capabilities, activities
and resources will become diluted and inefficiently utilized: in a nutshell,
uncompetitive.
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Over the years, many automotive suppliers have developed cultures that are
largely reactionary to OEM demands. The manufacturing environment, historical-
ly the cornerstone of a suppliet’s business, required a reactionary mentality. An
hour of unscheduled production downtime, due to a part shortage or a quality
issue, create potential losses of millions of dollars, never to be regained. The abili-
ty to react to manufacturing issues was, and still is, paramount.

Going forward, the industry faces a considerable challenge of being able not only
to react to the daily needs of its customers, but also to stay on a proactive or
strategic course. Many supplier businesses have grown primarily around one (or
two) OEM customers. In the past, setting the future direction for a supplier was
simply a sub-set of that one OEM’s vision.

e As suppliers serve a more diversified customer base and take on even more
design and development responsibilities, the need to be both proactive and set
an independent vision, while remaining responsive, becomes essential.

Following the traditional approach, many suppliers still find it difficult to define
the matrix of products that “they” want to offer and the markets or customers
that “they” wish to serve. Issues can cascade through the organization that can
often follow short-term customer whims and the majority of internal actions end
up being — more often than not — troubleshooting. The organization quickly
becomes a victim of external conditions.

Over the years, suppliers
developed cultures that
are largely reactionary to
OEM demands.

Suppliers’ top priority: defining the strategic matrix of products and markets
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» Select the most attractive
market segments!

 Define the right customer
segments’ portfolio!

* Select the technologies
where leadership can
be achieved!

* Select the right
partnerships!

 Exit from non-strategic
markets!
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e Successful supplier organizations will be able to balance a long-term perspec-
tive with the ability to react to crises whenever they arise. Focusing the organi-
zation on a common vision with a core set of capabilities, skills, resources and
technologies will be vital.

e Products and markets have to be clearly prioritized by attractiveness (like
expected growth, entry barriers, profitability, etc.). The example of a
heating/cooling system manufacturer reveals the complexity of such decisions.

e Suppliers need to appraise in advance if their growth strategies are affordable.
A constant cash flow is vital for survival.

Current market position has to be appraised based on both competencies and
existing market share. Suppliers must objectively consider where the current per-
ception of their market position is, based on facts, not fiction. Armed with cur-
rent and future market information, they will be able to chart a course.

While a clear vision of the areas where leadership can be achieved is important,
equally fundamental is a plan to eliminate those activities and functions that are
not essential. We have often seen companies who are able to clearly identify their
core and non-core businesses or processes, but struggling when it comes to act
consistently.

A plan to eliminate non-
essential activities and
functions is as essential
as a clear strategic vision.

The benefits of conscious and careful effort to eliminate process redundancies and
non-value-added activities will benefit both manufacturing and overhead costs.
We expect that the highest potential for improvement will be found by system
integrators who have typically grown by acquisitions, rarely followed by effective
integration plans.

Leading suppliers will position themselves with a clear vision of future products,
customers and markets, and clear plans on long-term revenues and profitability.
Only this clarity of objectives will enable them to focus their resources and organ-
ization, thus allowing, as one leading supplier executive noted, to “reduce the
complexity and enable the organization to do things faster and more efficiently.”

2. Breakdown of the classic pyramid structure.

The supplier industry is traditionally described as a pyramid, highlighting the role
of system integrators as the primary interface to OEMs, and the perceived lower
value-add provided by lower tiers of suppliers. This structure implies that informa-
tion and relationships primarily flow vertically (from the lower tiers through sys-
tem integrators) and that the further down the pyramid, the majority of suppliers
become interchangeable.
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The ripple effect of relatively recent OEM consolidation, higher consumer pres-
sures, and rapidly changing technology will play a major role in redefining the
structure of the supplier industry worldwide.

We see the classic pyramid structure shifting toward a model polarized around
system integrators and “satellite” suppliers. In this model, system integrators will
continue to be defined by their ability to integrate — and more importantly, add
value to — subsystems provided by other suppliers. The other players, the satellite
suppliers, will be defined by their focus on either product or process innovation.

Technology satellites will be product innovation specialists, concentrating on a
range of unique technologies. Process satellites will be process innovation special-

ists, concentrating on the low-cost and high-volume manufacture of commodities.

Both will be necessary partners for OEMs and system integrators, but the nature
of their relationships with OEMs and their respective competitive advantage will
differ fundamentally.

Three major factors will drive this new structure. The first is the further transfer
of responsibilities from OEMs to their supply chain. The second is OEMs’ further
integration of their affiliate networks, which will lead to more widespread part

commonization and sharing. Last but not least, the growing system and technolo-

gy complexity which will continue to fragment competencies across multiple
players who master smaller portions of the highly complex development process.

The classic pyramid will shift
toward a model polarized
around systems integrators
and “satellite” suppliers.

Both OEM integration and technology complexity push a new model for the suppliers industry

PS

S  Three “roles” for suppliers
- System integrator (SI)

PS - Technology satellite (TS)
- Process satellite (PS)

e Complex, “non-tiered”

 Suppliers cannot

easily be replaced

: \ 3 network of relationships
* Every program is unique
PS

System integrator - Technology satellite Process satellite Sourcing

Product R&D
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The satellite model more accurately captures the role and the value that can be
added by different suppliers:

e Technology satellites will have relationships with system integrators and also
directly with OEMs. While supply chain and procurement transactions will in
the future mainly flow through system integrators, product development links
will be direct with OEMs, partially shielding technology satellites from direct
price pressures in the short term.

e Process satellites, on the other hand, will in the future work mainly through
system integrators and will face the price pressure passed down from the
OEM:s, just as it happens today for their direct relationships to OEMs.

e We expect both types of satellite suppliers — based on their respective strengths

— to develop relationships with a broader portfolio of customers.

e The new model might lead — in the long run — to a situation where satellite
suppliers will be less easily replaceable. They cannot simply be substituted,
since at every level the number of available alternatives will be more limited

especially if — as expected — the industry shake-out will continue through elim-

ination of low performers.

The implications for the industry are far-reaching:

e The satellite model provides an impetus for every supplier to urgently define a
clear long-term strategy, reflecting the area in which it chooses to compete —
technology or process innovation, or both for leading system integrators. Lack
of vision and focus will expedite the suicide process of poorly run suppliers.

e A suppliet’s relevance in the value chain will not be determined primarily by
size, but rather by its “role.” While we do expect consolidation of the industry
in terms of overall number of players, we do not see further waves of consoli-
dation driven primarily by the goal to achieve scale. Instead, we can expect a
reshuffling of the industry, driving players to focus on a specific role or set of
competencies.

e With roles more focused and less interchangeable, suppliers can expect the
OEM-OES relationship to become longer-term and more collaborative,
although not less competitive and still driven by cost-down pressure.

The clear focus and competitive advantage implied in the definition of a satellite
hints to the urgency for systems integrators to move rapidly and concentrate on
value-added activities. The threat of a shake-out will only be eased if value-added
is proven to the OEMs.

Both types of satellite
suppliers will develop
relationships with a broader
customer portfolio.

The satellite model provides
an impetus for every supplier
to urgently define a clear,
long-term strategy.
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e Although this new model does not determine — per se — an overall industry
growth, it will cause a re-distribution of its cost structure. System integrators
are likely to experience the strongest shift: while their material costs will grow
following increased outsourcing to satellites, we can also expect a change
within their R&D costs, with pure product development capabilities increasing-
ly replaced by integration skills.

e The net effect on system integrator margins will be a positive one: relying on
satellite supplier technology or process-focus, they will leverage external
investments to access development and manufacturing capabilities without
burdening their balance sheet.

3. Decentralized decision-making and responsibility need to be implemented

As one of the executives we interviewed noted, every OEM has a “flat and
responsive organization at the top of his agenda. The difference is in which way
each one of them will involve suppliers to achieve this.”

The truth is that OEMs do not operate in a vacuum, and agility of their organiza-

tion cannot be achieved unless a similar transformation takes place along the
entire supply chain. OEMs do not operate in a
vacuum. Agility of their

Forced by OEMs’ pressure, pushed by their need to safeguard margins that are organization cannot be
razor-thin, and driven by a clear vision about their role and their value proposi- achieved separately from
tions, suppliers at every level will focus on eliminating redundancies, process their supply chain.

duplications and non-productive functions from their organizations, thus becom-
ing more responsive to market fluctuations.

¢ Internally, and along their own supply chains, suppliers will implement decen-
tralized decision-making and responsibility, promoting entrepreneurship, cost
reduction, “profitability ownership” and agility

While these efforts will involve all categories of suppliers, we expect them to
have the strongest potential to impact results for system integrators. Their posi-
tion in the supply chain makes their role critical in extracting inefficiencies from
the industry system but also the ones that could draw the highest benefit of
reducing process inefficiencies and eliminating organizational layers. Similar bene-
fits can be expected for satellite suppliers, but to a lower degree, given their rela-
tively smaller size and more focused range of activities.

e Like OEMs, but faster than OEMs, suppliers will move from hierarchical
organizational structures to a more decentralized entrepreneurship model,
in which decision-making migrates to those who are close to the market
and in which clear cost and profit responsibilities are cascaded downward
in the organization.
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Suppliers will implement decentralized entrepreneurship in their organization

Centralized structures Decentralized entrepreneurship
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execution products, etc. * Product program management « Decentralized centers
of competence or
lead functions
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e This drive for flexibility will push key responsibilities downward, allowing
suppliers to respond more quickly to market fluctuations.

> P&L responsibilities will be delegated to individual business units or other
levels in the organization. The profitability of customers and their programs
need to become more transparent to enable this shift.

> Cost reduction responsibilities will be delegated to the lowest possible levels
and likely be on everyone’s agenda.

The dilemma between developing global processes and interfaces to mirror OEM
customers avoiding the creation of additional layers will be solved by suppliers
implementing “lead functions” models across divisions or regions.

4. Global structures need to be created to interface global customers.

As OEMs accelerate the leverage of their affiliate networks across the globe,
suppliers will be expected to continually mirror their evolution.

In the aftermath of the massive consolidation of the last two decades, the concen-
tration of procurement power by OEMs was the first visible effect for suppliers.
Renault-Nissan provides a prime example: they jointly purchase over 30% of
their goods and service and are in the process of increasing this share to 70%.
Consolidation of sourcing activities — through different organizational solutions —
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has driven many suppliers to create key account management positions and
organizations. Installing a key account management function and having affiliates
or partnerships across the world, is often believed to be enough to manage an
account globally. The truth is, that the global leverage of today’s OEM organiza-
tion and networks has just started and that most suppliers still have many steps
ahead in order to align their organizations to their customers now truly in the
process of becoming global.

Suppliers will be affected in many areas:

e OEMs will expand their organizational leverage beyond procurement to
include product planning, R&D and production networks. Parts and systems
commonization will be vitally important and — as we discuss in a separate
section — suppliers will play a major role in driving this evolution.

e As this process accelerates, it will become vital for suppliers to deploy dedicat-
ed engineering and product development resources close to decisions’ stake-
holders that are dispersed across OEMs’ affiliates network. The actual organi-
zations will vary from case to case and often commodity by commaodity, to
mirror each OEMs’ own way of interfacing their suppliers.

e Establishing organizations that are effective in managing customers on a global
scale is an expensive move: we estimate that both Sales & Marketing and prod-
uct development costs of OES will grow because of the additional resources
required, and that a significant payback — in terms of actual additional business
— will only be achieved in the long run.

¢ To manage an account globally, creating a key account director position is only
the beginning. To make this effective, major changes will be required to the
OES organization and its processes.

¢ Global account management will likely be charged with a clear P&L responsi-
bility for its account. This involves aligning the decision-making power over
product pricing and margins. The real challenge comes when responsibility
crosses product business units or regions, which is more often the case with
today’s profit centers within large OES organizations.

e Alignment of reporting lines: a global account manager needs to control region-
ally deployed sales groups that are located close to customers and decision cen-
ters. Different organizational options can be implemented, but some level of
hierarchical reporting needs to be established to ensure effectiveness.

e Reporting tools and controlling also need to consistently support and align with
global responsibility. This represents, in most cases, a huge effort, given the
existence of the multiple legacy systems, especially for those companies that
have grown through acquisition. Generally, the global sales process must be
transparent to ensure consistency in prices and conditions.

Global leverage from OEMs has
just started and most suppliers
still have many steps ahead in
order to align.

As OEMs leverage expands
beyond procurement,
suppliers deploy resources
close to decision-making
centers across the world.
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¢ Rewarding tools and methods should consistently reflect this new organization.
Ultimately, implementing true global account management involves realignment
of the entire suppliers’ organization — by breaking the internal silos of old.

Implementing true global
account management
involves realignment of the
entire supplier’s organization.

Implications of global account management
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The effort and organizational disruption seems huge, but the rewards could be sig-
nificant. Suppliers that can effectively manage and support a customer globally are
the ones, that, in the long run, will be exposed to both new opportunities and
markets. But, since OEMs will actually expect their suppliers to effectively act
globally, the window of opportunity to create a “first mover” advantage is rapidly
shrinking, and suppliers who do not take advantage of it will actually soon be in a
“follower” position. As one executive states, “The pace of change is faster than
most suppliers think. Companies that stand out are basically those who can effec-
tively manage global program management. They are the ones who get awarded
programs.”

OEMs will expect suppliers to
act globally. The window of
opportunity to create a “first
mover” advantage is shrinking.
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5. Developing more diverse customer portfolios hecomes a top priority

Market share battles at the OEM level will cascade to suppliers, increasing the
already intense efforts to diversify customer portfolios. In the past, thanks to both
regional “silos” within OEM organizations and expanding markets, suppliers have
been able to concentrate and thrive with few, often just one, OEM customer(s),
with a strong focus on their domestic market.

This is traditionally most evident for North American suppliers and less evident for
large European suppliers. But even Japanese suppliers we interviewed reported
being increasingly encouraged by their OEM customers to increase their business
with other OEM competitors. Nissan’s drastic reduction of their supplier base and
refocusing of their sourcing policies was obviously a major trigger for this shift.

Drivers defining suppliers’ future customer portfolios

— Goal: diverse customer portfolio

* Even top OESs still achieve more than 60% of their OVercome
revenues in their home market cultural barriers

* OEMs’ sourcing decision and supplier selection
are more and more coordinated across regions,

Longer-term Develop relationships

BUs and brands investments Key OElclh;zltIfr:rks

* Global OEM networks and an increasing number success
of common parts across regions, BUs and brands Resources factors
force OESs to act globally deployed across management

« Volatility of markets can quickly change the regions

success of vehicle lines and even of entire OEMs

Innovation or
I process leadership

In the short-term, suppliers will have to quickly and effectively work to change
their dependence on a small number of OEMs.

e A primary driver will be created as OEMs further push the integration of their
affiliates. This provides suppliers with the opportunity, and need, to penetrate
the global networks of their existing OEM customers.

e Sourcing decision processes will continue to change and impact suppliers
beyond traditional regions and across traditional, formerly independent, cus-
tomers and brands. The first signs are already visible:

> General Motors/Fiat provides a valid example of how suppliers will increas-
ingly be evaluated on a global basis with the inputs of all affiliates being
taken into account.
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> In many cases today, new programs are awarded by internal “committees”
of representatives from different affiliates (e.g., Ford/Mazda).

> The new small vehicle platform jointly developed between DaimlerChrysler
and Mitsubishi will re-distribute sourcing decisions, formerly controlled by

) OEMs’ affiliates that could be
Chrysler, across continents.

neglected in the past need to
These examples clearly indicate that OEM affiliates that could be neglected in the be on suppliers’ “A” customer
past clearly need to be on the “A” customer list for suppliers. list now.

As OEMs further leverage their global affiliates, further competition will be creat-
ed in the form of the established suppliers of those same affiliates. For example,
General Motors may further leverage Suzuki for a small car platform, based on
Suzuki’s track record of effectively designing, developing and producing small
cars. Suzuki is likely to favor using their traditional supply base for this new
global program rather than using a supplier who has a long tradition with
General Motors.

Penetration of an OEM'’s affiliate network also becomes a necessity driven by
parts commonization goals. Leading suppliers will likely play a facilitating role in
this process ensuring commonization goals are adhered to.

e Even to diversify customer portfolios within their own region, suppliers will
need to be able to interface with customers globally. North American compa-
nies will have limited chances to create a significant business with the “new
domestic” OEMs unless they are able to develop relationships where strategic
sourcing decisions are made, which are often at overseas headquarters in
Europe and Japan.

Building a more diverse
customer base seems
to be unavoidable.

e [n some cases, diversifying the customer base might imply redefining a suppli-
er’s “role.” Some Japanese system integrators that were formerly part of estab-
lished Keiretsu, for example, are likely to seek diversification by becoming
satellite suppliers for new OEMs. The sense of these supplies is that it will be

extremely difficult to be a system integrator for more than one OEM.

e For every suppliet, acquiring new customers will involve considerable
Sales & Marketing and product development resources. Payback can only
be expected to become evident after a few years.

Driven by multiple factors, building a more diverse customer base seems to be
unavoidable. To achieve this goal, suppliers need to develop and consistently
implement strategic and operational plans and ensure that they strike the delicate
balance between doing fewer deals with existing customers, and doing more
(hopefully profitable) deals with new customers.
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The roadblocks most commonly perceived by North American executives relate
to cultural barriers, having the right resources, and having the amount of time
that is required to develop relationships of significance. We believe that going for-
ward suppliers will have no choice but to define long-term plans and deploy the
resources to achieve this goal.

6. New OES business models need to be created to handle both high- and low-volume
programs

In response to stagnating volumes and increasingly volatile and fragmented con-
sumer segments, OEMs will continue to battle for every last ounce of market
share. As a result, the overall number of new vehicle launches will boom: approx-
imately 50 new cars and 70 new trucks (including cross-over vehicles) are
expected to be launched into the North American market place between 2003
and 2006. European launch plans are skyrocketing too, with more than 30 new
models coming in the next five years from Opel, Ford, Volkswagen, BMW and
DaimlerChrysler.

Costs associated with these aggressive product plans can be borne by OEMs only
if they accelerate two initiatives: parts and systems design commonization cou-
pled with manufacturing flexibility. Both initiatives help define a major paradigm
shift for suppliers.

The VW A3 platform, the largest in the world in terms of total units, provides

a clear indication of the direction and the challenges that lie ahead: the entire
range of models manufactured from this platform totalled just less than two mil-
lion units in 2001, with volumes varying from as much as 813k units for the Golf
to as little as 41k units for the Audi TT.

OEMs respond to stagnating
markets multiplying the
number of vehicle

launches.

Commonization and
manufacturing flexibility
make OEMs’ aggressive
product plans feasible.
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Suppliers will have a vast array of opportunities - It will be key for them to adapt to match OEM customer needs

Changing OEM customer needs Challenges for suppliers
813K units
Increasing Investment
complexity payback

Volkswagen Golf
New business

model
41K units
Audi TT Flexible Exploding number
manufacturing of projects
Common platform
* Polar opposite volumes * Traditional manufacturing paradigms
* Increasing commonization combined with don’t hold any more
increased differentiation * New organizations and skill sets

are required

From a manufacturing flexibility perspective, Honda’s system is considered the
benchmark within the industry. Through the integration of manufacturing engi-
neering in design and lofty standardization goals, Honda produces six model
derivatives from the same assembly plant in North America.

The implications for the industry cannot be underestimated.

e The supplier base will polarize around two main clusters: “high-volume” sup-
pliers — focused on delivering the approximately 60% of a vehicle value gener-
ated by common parts and platforms and “low volume” suppliers, focused on
those components that define the vehicles’ perceived differentiation. While the
former build their competitive advantage on scale and efficiency, the latter
focus on manufacturing flexibility and product innovation.

e Leading “high-volume” suppliers will likely act as the main facilitators for parts Both “high” and “low” volume
commonization. Suppliers will be “lured” and challenged at the same time suppliers face risks.
with the opportunity to increase volumes through standardization across vehi-
cles and platforms. While they might be tempted to resist and protect their dif-
ferentiation, they will be confronted with the alternative of losing the business
altogether.

e For all suppliers, there is risk. Platform and commodity content suppliers
focused on executing the high-volume model will need to succeed on a
decreasing number of bid opportunities, but with huge volumes (500k —
1000k). Derivative content suppliers, focused on executing the small-volume
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model, or the brand-differentiating content, could easily be overexposed to
market fluctuations and volatility.

Confronted with an increasingly fragmented market, system integrators face
the challenge to master both models simultaneously.

They will increasingly embrace flexible manufacturing systems and create fami-
lies of products where a core design can form their modular component or sys-
tem platform from which they can build and customize solutions for different
OEM requirements.

The current business model of many suppliers tends to be based on the sales

forecast of their main OEM customet. The volume of parts to be produced

depends heavily on the number of vehicles on which those components can be System integrators will

used. To change this business model and reduce the dependency on one OEM, be able to mitigate the

suppliers will increasingly standardize their core parts. Needless to say, not all impact on material costs

the parts can be standardized. through negotiations and
by streamlining their own

e In the upcoming years, significant investments will be required to reconfigure
plants to enable fragmented volumes. We therefore expect system integrators
to experience higher depreciation rates in the next five years, coupled with an
increased volume of material costs generated by rising components outsourced
to technology or process satellites.

supply chain.

e System integrators will probably be able to mitigate the impact on material
costs through negotiations and by streamlining their own supply chain.
However, we do not expect the benefits of more flexible manufacturing plants
to significantly impact OESs’ cost structure before five years, given the time-
frame required to adapt the installed capacity.

e The sheer speed, complexity and number of program launches will require
excellent project and program management capabilities on the part of the sup-
plier. These demands will boost the need for some fundamental rethinking in
terms of people and processes in order to develop flawless launch capabilities.

7. Increased flexibility and interconnected value chains are needed to counter
ongoing cost-down initiatives

Cost reduction and price-downs are here to stay.

Reluctantly, we cannot concur with the opinion of many North American suppliers
we interviewed who thought price-downs are nearing the end of their useful life.

Hyper competition, overcapacity and high fixed costs are structural reasons that We do not believe cost

cannot be overlooked, but the incentive tornado that has swept the market for reduction and price-downs

more than a year now provides one more argument: as several OEMs have pub- will subside.
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licly admitted, they have been unable to capture, since the incentive warfare
started, the increased margins typically associated with new models in the first
months after their launch.

Finally, OEMs’ increasing efforts to leverage their affiliates’ network will strongly

accelerate parts commonization and standardization, which acts at the same time

as an enabler and as a tool to push cost reductions further. Pressures on suppliers’ costs
will not decrease. A flexible

Pressures on suppliers’ costs are therefore unlikely to ease and can only be effec- and collaborative value-chain

tively countered by a value chain that is flexible, collaborative and focused on is needed to counter them.

total costs.

Over the past decade, the industry has been nibbling at productivity costs at the
component level at a rate of between three and five percent annually. However,
the belief of many of the interviewed executives is that there are still major por-
tions of costs to be extracted throughout the entire value chain in the form of
productivity issues between OEM and OES, in the OES supply chain, and in
other areas like unfinished goods inventory, especially in what were the lower
tiers. The challenge is where to find, and how to extract these costs?

Suppliers will continually innovate and adopt effective methods to take costs out
of the way they conduct business and the products and services that they procure
and sell.

e [nitiatives will continue to access low-cost countries. Suppliers face the alterna-
tive to lose business to new competition from emerging countries, or to estab-
lish their low-cost facilities there — greenfield or through alliances. Although
the best location to manufacture for lowest cost will continue to depend on
the size and complexity of the final product, most suppliers expect the sourc-
ing trend to continue to leverage Eastern Europe, Asia and in particular, China.

e Manufacturing flexibility will continue to be the linchpin of supplier opera-

tional strategies. Fixed asset investments must be wisely spent to create manu- Manufacturing flexibility will
facturing facilities and networks that are as flexible as possible and that can be be the linchpin of suppliers’
adapted to help produce many different models to help counter the increased operational strategies.

volatility of an already cyclical market.

e Higher levels of standardization are a key enabler of both flexibility and cost
reduction. The design and manufacturing functions will need to work simulta-
neously throughout the supply chain to ensure that the maximum level of
standardization is achieved. Why should manufacturing facilities, workflows
and processes be so different for the same or very similar product groups?
Honda provides a world-class example of how standardization of design drives
the ability for manufacturing flexibility.

¢ As we highlighted in a previous section, suppliers can and should play a major
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role in promoting standardization.

e To work effectively, this focal shift must happen at both the OEM and supplier
levels. The costs that have been extracted at the component level are close
to their maximum. The real opportunity now lies at the interfaces of the sub-
systems and systems, hence the focus must shift and be considered far earlier
in the design process.

Design, manufacturing flexibility and supply chain connectivity are pre-requisite is to supplier cost competitiveness

« Entire value chain must be focused on taking cost out
 Lead suppliers must lead the connectivity wave
Connectivity « Lead suppliers must promote B2B tools and cost goals

« Capital intensity demands high levels of capacity utilization
* Manufacturing flexibility in increasingly volatile segments is a key

Manufacturing flexibility requirement on the road to better capacity usage
« Flexibility across the value-chain is the goal

 Systems approach, not component approach, for
quantum cost improvements
Design » Suppliers must convince OEMs of their value of
involvement at the conceptual stage of design
 Design standardization provides the basis for
manufacturing flexibility

e The earlier in the design process players are engaged, the more likely a cost-
effective solution will be created. It will be the role of both the OEM and the
lead supplier to ensure that the right parties are brought together to collabo-
rate when the opportunity exists in the process.

¢ Implementing flexibility also requires an evolution in terms of multi-functional Market-driven procurement
skills required to the workforce. model is not effective in
reducing industry’s

If the supply base over the next decade is to deliver efficiency improvements for
structural costs.

the industry, then sourcing strategies and supply chain relationships can be
expected to change along the entire chain.

It is clear from our interviews that executives believe the current market-driven
procurement model prevalent in North America, based on piece price and yearly
price-downs, is not effective in taking structural costs out of the industry.

Although organizations and traditional “cultures” will slow the process change,
a value-based, total cost procurement model will become more prevalent in the
industry. Over time, this will lead to a better balance between engineering and pro-
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curement in sourcing decisions. While the model provides many advantages, and
suppliers seem to see it as a sure step forward, it certainly will not come for free.

Driven by several trends, OEM/supplier collaboration and long-term relationships
will improve. Though many in the industry will welcome this change, capturing
the benefits will require more capabilities and resources at each level.

e Strategic suppliers will continue to be developed by OEMSs but periodically
challenged by exposure of the business to the market to ensure price
competitiveness.

e Strategic sourcing will become a core capability for larger suppliers. While it
promises great benefits, it also demands more of suppliers. OEMs will increas-
ingly focus on developing “strategic” suppliers on a global basis, putting the
chosen few on short lists for new business, helping them to beef up capabilities
and share systems, processes and responsibilities. To get to this level, suppliers
will have to consistently meet global evaluation criteria and score high marks
from each OEM network affiliate on a wide range of scorecard categories.
Suppliers will face increasing levels of transparency on performance, quality,
and support across all regions and products.

While promising great benefits,
strategic sourcing demands
more of suppliers.

e The ultimate level of OEM-supplier collaboration will be achieved when suppli-

Collaborative relationships place challenging requirements on suppliers

Opportunities for suppliers Internal challenges for suppliers

Supply chain management * Internal skills
- Sourcing
* System integrator’s responsibility/control - Logistics
over satellite suppliers i
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Strategic sourcing

¢ Global evaluation criteria/performances

* OEMs focus on selected strategic suppliers « Interfaces with customer globally
® Privileged partnership for development
of new business

Different level of collaboration by commodity

Value-based purchasing * Internal processes to improve
- Quality
* Total cost purchasing - Performance

* Total lifetime product costs - Warranty
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ers effectively lead their own supply chains. The few that reach this level may
become truly integrated with their OEM customers. However, to achieve this,
they will need to prove their ability to effectively manage other suppliers and
develop and master their own sophisticated forecasting, logistics and com-
munication capabilities. Above all, they will need to implement the lessons
learned from OEMs about focusing on their own internal competencies while
outsourcing non-core manufacturing and functions to their satellites.

8. More product creation and product life-cycle responsibility will shift to suppliers

Though the massive outsourcing of content to the supply base has failed in many
cases to achieve all of the expected benefits for the industry, and despite the
recent discussion of OEM “insourcing,” interviewees generally agreed that the
trend would continue, but with a twist. In the next wave, OEMs will shift more
product lifetime responsibilities, from desigh and development to warranty and
liability costs, to the supply base. In addition, manufacturing responsibilities will
continue to cascade down through the supply base, as system integrators and
larger satellite suppliers outsource more.

While this trend is very evident across all regions, it needs to be noted here that
its actual speed is strongly influenced by the constraints faced by OEMs who
cannot, in practice shed their internal workforce at the same pace of their
outsourcing,.

Many OEMs have started to hold suppliers responsible for some product lifetime
costs, but there is much more to come. It is estimated that suppliers currently
cover only five percent of the $10bn annual warranty tab in North America, and
it is widely expected that this share will rise over the next decade as OEMs
attempt to cut costs and simultaneously raise quality. As suppliers take on more
design and development responsibility, they will also fund an increasingly higher
portion of the industry’s R&D efforts. The creation and protection of intellectual
property will likely remain one of the hottest areas for debate as technologies
become increasingly prevalent.

To deal with the increased responsibility for warranty and liability costs, suppliers
will have to considerably improve their understanding of their own product per-
formance over its entire lifecycle.

The outsourcing trend will
continue, but with a twist.
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Suppliers need to install new competencies to manage a wide range of new roles and responsibilities

Innovative financing models
New Total cost pricing
competencies Risk management
/\
— — —— A
* R&D » Warranty/ liability costs
Impact on * Product/process development * Corporate image/reputation
P — >
OESs
new Design Develop Manufacturing Assemble After sales
responsibilities

e At the front end, suppliers will need to install precise and robust processes to
ensure that their prices include solid estimates of the full lifetime cost of their
products. RFQ processing is today often focused on estimating development
costs and part price. Going forward, suppliers will need to more carefully
assess potential risks and costs they might incur during the product’s lifetime
and adequately include them in their calculations.

e Future contracts will cover a growing spectrum of issues in an attempt to
shield suppliers (and OEMs) from the risks that might arise during the product
lifetime. Just as the levels of outsourcing differ significantly from program to
program and from OEM to OEM, so will the content of contracts. A wide
diversity of terms and conditions will prevail based on many differing factors.
The challenge for suppliers as they push to further diversify their customer
portfolios, is to effectively comprehend the array of administrative burdens
associated with the variety of contracts.

Suppliers install robust
processes to estimate product
lifecycle costs and risks.

e While the ability to deal with such complex negotiations is widely established
with the larger system integrators, smaller players are far less likely to be pre-
pared to manage the complex negotiations that will cascade down to them. To
face the risks associated with the future programs they will likely install a new
set of administrative capabilities, which in the short-term, will negatively
impact the overhead cost structure.
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Although we do not underestimate the associated hurdles, the “standardization”
of terms and conditions should be a high-profile objective for the industry as

a whole, and one that especially small suppliers will have a keen interest to
enforce.

While we suspect that most suppliers have many gaps to fill in order to be ade-
quately prepared for these challenges, some leaders have actively anticipated the
challenge. One leading North American supplier works closely with dealers to get
feedback on product performance (often in exchange for technical advice) and
aggressively benchmarks against the competition to improve quality standards.
This strong feedback loop allows the company to offer complete systems with full
warranty backing to OEMs at substantial savings, transforming a potential threat
into a competitive edge.

Risk Management becomes part of suppliers’ critical competencies

Intellectual property

Audits Design

Confidentiality /1/1/ Change order

N

Risk Management

Liability < = | Testing

=

Recall Manufacturing

Warranty Volume fluctuations

e Suppliers will dramatically improve their ability to monitor product perform-
ance once products are in the field, and to reduce delays in feeding product
performance data back into the development and manufacturing process. The
time lag today can often be measured in months, forcing many suppliers to
establish informal relationships directly with dealers to overcome the lack of
transparency in information provided by OEM customers. In the future, inno-
vative suppliers will likely rely on a much more seamless and consistent flow
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of vehicle-generated data enabled by emerging telematics technologies.
Processes for root cause analysis linked to the resulting engineering changes
will also become core.

e Since many warranty costs stem from “grey areas” involving some level of
system failure, large systems suppliers will likely make sourcing control of
their own supply chain a top priority.

In addition to warranty costs, suppliers will be expected to cover an increasing
share of R&D costs. The European model, in which costs are commonly paid

prior to production, is likely to move closer to the North American and Japanese
models, in which costs are included in piece price and amortized over the lifecy-
cle of the vehicle. This will present an enormous challenge for suppliers, particu-

larly small and medium-size companies.

e As a result of the increasing risk associated with lifetime responsibilities, many
suppliers will accelerate the creation of risk management capabilities, taking a

cue from other innovation-oriented industries (e.g., pharmaceutical).

e Suppliers will need to find innovative financing methods to cover the growing

costs and match the longer payback period. This is especially true given that

many suppliers are already financially weak, suffering from low liquidity levels

and shrinking profit margins.

e Larger suppliers, particularly publicly owned companies, will continue to

access capital markets or issue bonds. Small- and medium-sized suppliers, will

be hard pressed to find the capital to cover the additional financial burdens.

These suppliers will need to be especially creative in finding ways to fund their

R&D efforts, making use of “sale and lease-back” models, strategic alliances,
and third-party R&D companies.

9. More focused business models and skill-sets need to be developed along carefully

selected technology/application portfolios

Technology provides suppliers with one of the most critical considerations when
defining their future strategy. The sheer speed of innovation and number of avail-

able options of basic technologies to solve a problem are in themselves difficult
issues to master. Complexity and integration of technology make the equation

even more difficult as suppliers of different backgrounds may attempt leadership

on the same system.

Suppliers will improve their
ability to monitor product
performance in the field.

Suppliers will accelerate the
creation of risk management
capabilities.
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Transversal technologies create a completely new scenario that can potentially
redefine the roles that individual suppliers play. The primary driver is electronics,
which is rapidly becoming the nervous system of the vehicle. The wiring harness
provides a good example. In the past, there have been two relatively “simple”
harnesses, one for powertrain and one for interior control. Today, the electronic
“back-bone” networks previously unconnected areas of the vehicle, and delivers
functions above and beyond the constraints considered by previous generations.

Suppliers need to align their product and technology portfolios
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e The traditional clear lines of separation across systems are blurring, creating a
more prominent role for “technology domains” defined by clusters of technolo-
gies that deliver similar functional capabilities. A “domain” describes a cluster
of activities dedicated to the satisfaction of at least one important market need,
originating from end-consumer expectations, society requirements and regula-

tions, or OEM demands.

e The application of technology will be less correlated to the physical elements
of a vehicle and more to the function, changing the way companies compete.
The owner of the largest share of the domain’s value is likely to become the
leader, but finite R&D funding and competencies will force suppliers to priori-

Application of technology will
be correlated to the function,
rather than to a physical
element of the vehicle.

tize their resource allocation. Defining the area of technology to focus on and
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the portfolio that surrounds that focal point are the core fundamentals of a
successful technology strategy. A well-defined technology roadmap is a core
building block in this process.

Technology roadmaps are key for suppliers to focus their R&D activities
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To compete in this environment, suppliers must address three critical issues:

e The payback of high technology R&D investments will be a major driver, forc-

ing suppliers to thoroughly assess where both their core capabilities and oppor-

tunities to lead reside. As some of the executives we interviewed pointed out,
investing in high-tech skills might make a supplier the preferred technology
partner for a specific OEM, but technology leadership might not automatically
command a margin increase that offsets the increased investments.

e A clear understanding of the “collateral” technologies required to deliver the
system’s function must be developed, and the appropriate network of partner-
ships defined. The domain leader then has the responsibility for the technical
integration of the incidental components and for program management.

e The debate over intellectual property protection will continue and increase as

the industry moves to standardization and open architectures. Interlinked com-
ponents and different technology lifecycles lead to this: controls’ software must

become accessible for annual updates, electronics systems like infotainment
will likely be replaced three or four times in a vehicle’s lifecycle. The key
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question remains: will open interfaces and IT architectures become closed-loop
systems? To counter this, suppliers (and OEMs) will likely introduce lifecycle-
related payment models to enable a safer payoff before the next technology
switch and hence lower the risk.

Japanese suppliers stated that the direction of new technology is usually decided
by OEMs. Japanese suppliers tend not to be required to have marketing functions,
and generally they develop new technology according to the requests of their
OEM customers. However, it was noted that if foreign OEMs require their mar-
keting capabilities, then it will be necessary for them to develop the capabilities.

As technology changes, so do the competencies needed to execute its develop-
ment. Many supplier skill sets still stem from the requirements of the past that
were determined by the technical functions of the car. Valve train component
suppliers have clearly defined skills based around mechanical engineering and
thermodynamics. Brake and clutch manufacturers were experts in friction tech-
nology, and OEMs acted as the integrator.

Mapping the migration is a start. Key transversal technologies will cross each
vehicle domain and supplier skill sets will have to be rebalanced in order to provide:

¢ In-depth technological expertise of “their” domain

e High innovation speed and flexibility to adapt as technology develops
e Integration know-how

e Application know-how, balanced with commercial acumen

Suppliers will face a constant barrage driven by scarce resources as they attempt
to change from functional technology experts to domain leaders. Engineering
and comprehensive vehicle know-how will be the scarce resource of the future,
and the war for engineering talent will continue to intensify. Scarce, adequately
skilled human resources will be an additional driver — beyond technology com-
plexity and investments — driving the industry toward a more complex and
fragmented network of relationships. Flexible partnerships with other suppliers,
targeted acquisitions and close cooperation with the OEMs will provide the
additional know-how, required to be a domain player.

10. Future technology solutions will be developed by communities or networks of suppliers

The costs and risks associated with developing vehicle systems technology are
immense and escalating, making it increasingly prohibitive for individual com-
panies to respond. To compound this further, the much-needed capital for tech-
nology will likely remain in short supply.

As technology changes, so do
the competencies needed to
execute it.

Suppliers shift from technology
experts to domain leaders.
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As the vast array of options for technological solutions only increase, suppliers
must find ways to further mitigate their risk. OEMs will clearly remain part of the

development process to varying degrees, but much of the detailed technology Individual companies cannot
development and associated risk will likely be placed on the shoulders of the sup- sustain costs and risks linked
pliers. Suppliers must develop effective relationships that leverage, not duplicate, to technology development.

precious technology-related investments of many companies, not just their own.

The high financial risk of technology selection and development are driving the

industry towards a co-opetition model where value is created through the combi-
nation of competition and cooperation. Networks of innovative independent sup-
pliers will help the development of solutions to more manageable costs and risks.

The sustainability and the commercial volatility of a technology solution will con-
tinue to be significant considerations for suppliers. The associated risk will be
more evenly distributed across the supply chain. System integrators will develop
more robust processes to effectively select sustainable technologies and in the
process share their risks with development partners.

So, how will the supply base respond?

System integrators develop
robust processes to select
sustainable technologies.

¢ In the long run, major portions of the supply community will adapt their
traditional value chain to fully networked structures. These structures, if
effective, will combine relationships and competencies in a flexible and
effective way. Systems integrators will likely establish themselves as major
hubs within this network, creating opportunity for new players to act as
configurators or intermediates. Advanced IT infrastructures will be a
necessary investment.

e Project-based collaboration partnerships will be just an interim solution for
common development efforts. System integrators will frequently act as the
trigger, as in the case of Johnson Control’s “Peer Partnering Program,”
where JCI acted as the initiator and developer of the network. The creation
of such a virtual organization, if executed to plan, will increase capabilities
and limit the inflexibility often associated with vertical integration.

e Mid- to long-term relationships will dominate collaborative structures. As
the speed of technology change is ever increasing, suppliers will try to cre-
ate anchor points and peer-partnering relationships. The majority of these
partnerships will be backed up by strategic alliance agreement or by joint
ventures.
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e Suppliers will develop collaborative organizational cultures. Many more
relationships will develop between peers, competitors and customers, call-
ing for an approach quite different from the traditional business methods

of today.
Collaborative networks will not only be created within the automotive industry, Collaborative networks
but will also extend beyond the traditional industry bounds and include other increasingly extend beyond
industries and academia. Some Japanese companies, for example, believe that automotive industry’s
establishing collaborative relationships with academia will be one of the keys to boundaries.

accelerate new product development. Unlike American and European universi-
ties, Japanese ones tend to be academic-oriented, conducting much more funda-
mental research in collaboration with industry. Therefore, both Japanese OEMs
and suppliers are likely to increase their collaborative efforts with overseas institu-
tions, and to seek new schemes with domestic universities in order to utilize
their capabilities in product development.

11. Component and systems technology become an essential factor to support OEMs’
brand strategies

Brands play a fundamental role in differentiating vehicles and in driving OEM
market share. Margins will be significantly influenced by the relative strength of
OEM brands. Vehicle manufacturers controlling a multibrand portfolio are chal-
lenged to solve an increasingly difficult trade-off between cost synergies and
differentiation.

New technologies like telematics will help OEMs to establish closer links with
their customers, to better understand their preferences and to shorten the time to
bring new features to the market. Innovative appealing products will continue to
be the main weapon OEMSs use to attract elusive customers.

OEMs will dedicate significant resources to clarify and define the blend of attri-
butes that make their brands attractive. The winners will consistently market and
engineer these attributes into their products through a combination of systems
and features.

Suppliers have the opportunity to be on the critical path of this evolution, as com-
ponents and systems play a major role in defining a vehicle’s perceived attributes.
The challenges they face mitror those of their OEM customers.
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Customer’s buying process hierarchy
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Suppliers will try to position themselves on the critical path to define brand differentiation

Supplier’s priorities

* Increase understanding of
consumers’ preferences to
anticipate OEMs’ needs

* Focus on aligning products
to vehicle brand values

e Select and invest in
technologies that
are brand-critical

e If a supplied component or system is not critical in advancing the differentiat-

ing characteristics of a vehicle, then that product will clearly be positioned on
the commonization or cross-vehicle sharing path. As we discussed in other
sections, the supplier can expect to be challenged with standardization and
carryover goals. On the other hand, “brand critical” components — which
clearly contribute to creating differentiation — strengthen suppliers in price
negotiations.

e Suppliers must deepen their understanding of how their products influence

brand attributes and consumer preferences, and link this information to their
R&D function to drive their innovation process. Successful OEM marketing
groups will likely take a larger role to facilitate the distribution of the targeted
customer brand attribute information through their procurement, engineering
and manufacturing functions.

e Suppliers will also decreasingly rely on the OEMSs to understand consumer

preferences. The majority of our North American interview partners felt they
lack knowledge in this area, and will invest in the future to better understand
consumer knowledge and feedback on product performance. The challenge for
many remains how to set up the knowledge channels to make this a key part
of their innovation process.

“Brand-critical” components
strengthen suppliers’
negotiating position.
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e The same need was not — on the other hand — strongly emphasized by our
European interview partners. They seem to more heavily rely on their existing
market research or OEM data that comes with the product requirements.

e Few suppliers — primarily those who have or target a significant aftermarket
business — direct their efforts to establish a “component brand.” The vast
majority of North American suppliers stated that they will target consumer and
brand understanding to “anticipate” OEM needs, thus strengthening their own
role as strategic and long-term partners.

12. Regulations create additional opportunities, but mainly additional threats

If organizational change, global structures, diverse customer portfolios, technolog-
ical complexity and all of the other issues we have discussed do not give suppliers
strategic fits, regulation ought to do the trick. Regulation is a true unknown, and
it is here to stay.

Governing bodies at the local, national and international level will continue to
exert a major influence on how and where the automotive industry operates.
Their decisions — in the form of deregulation and regulation — simultaneously pro-
vide new opportunities and more often create new threats for the industry and
should be on every supplier’s radar screen.

China’s accession to the World Trade Organization, for example, opens a huge
and relatively untapped market for OEMs and suppliers, yet it also poses signifi-
cant risks such as local partner selection and intellectual property protection.

Similarly, California’s stringent emissions standards could prove extremely costly
to OEMs and suppliers that have invested little in alternative fuel technologies
but may prove to be a boon for companies that have invested in more efficient
engine technologies like diesel.

Of course, many regulations impact OEMs and suppliers in different ways. For
suppliers, the impacts are primarily product-dependent. Body parts suppliers, for
example, will be more worried about steel tariffs, while some electronics suppli-
ers will be more concerned with safety and emissions regulations.

Suppliers take an array of approaches to understand regulations, from doing noth-
ing to doing much. Typically a waiting game is played until a deadline for compli-
ance nears. Few suppliers see the need to explore the implications of regulation
and implement consistent strategies for dealing with it.

Few suppliers direct their
efforts to establish a
“component brand.”

Governing bodies at the local,
national and international
level will continue to exert a
major influence on how and
where the automotive industry
operates.

Suppliers need to closely
monitor regulatory
development.
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e At the very least, suppliers will need to monitor regulatory developments

and consider the potential impacts (positive or negative) to their business

on a regular basis. The U.S. Government-mandated Transportation, Recall,
Enhancement, Accountability and Documentation (TREAD) Act, for instance,
will soon require OEMs and suppliers operating in the U.S. to report a compre-
hensive set of data designed to act as an early warning system for defects. It is
estimated that the cost of compliance will reach millions of dollars for larger
suppliers. Mandates like this and the associated costs should be anticipated as
far in advance as possible.

e OEMs and regulators appear to push in the same direction on product lifetime

responsibility. The End-of-Life Vehicle Directive passed by the European Union,
in particular, will require suppliers to develop solutions to reverse processes
and recycle products, or possibly outsource such operations

e Suppliers of systems that are more heavily impacted by specific regulations

will have to take a proactive — not reactive — approach. These suppliers must

ensure that they give sufficient weight to rulings at a strategic level, since regu-

lation can alter their technology path. A global Japanese supplier we inter-
viewed has dedicated full-time employees around the world to track regulatory
developments, which are reported on a monthly basis to the Chairman.
Though this supplier does not develop products independent of OEM requests,
it does consider regulatory trends as a fundamental input into new product
development.

e A clearly focused technology portfolio is, even under this perspective, a valu-

able tool. The cost of keeping abreast of all regulations that may impact suppli-
ers’ core technologies presents a serious dilemma, and a sharper focus will
help them reduce the costs associated with it

e Regulatory activities affect all players in a specific region or segment equally;

there is no differentiator. We may witness OEMs and suppliers getting together
to address some of the regulation concerns, therefore sharing the costs and
risks associated with such initiatives.

Rulings need to be weaved into
suppliers’ long-term planning,
since they can heavily affect
their technology path.
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D - The suppliers’ challenges in the emerging markets

To this point, we have described the situation for suppliers in the mature markets
of North America, Europe and Japan. While these markets currently account for
the bulk of production and sales for the industry, they are expected to experience
little or no growth over the next 10 years.

In this section, we turn our analysis to the supplier industry in two emerging
markets, South America and China. Though each is expected to grow in the next
decade, each represents very different opportunities and challenges for both local
and foreign suppliers.

1. Similar, but different: a snapshot of South America
While the global industry trends we highlight in this report apply to the South

American region as well, some unique market elements need to be taken into
account as they will influence the implications for the suppliers’ industry.

Economic instability defines the industry’s challenges in South America

Huge installed over-capacity drives increasing
cost-cutting pressure

Dual business model:

* Low cost, high volumes for domestic markets
South A“‘ﬂ/ « Focused on export vehicles

\ Wave of consolidation expected in the local

suppliers’ base

Technological innovation slows down
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e Rampant overcapacity (currently approximately 40 percent), has been installed
by “newcomers” to the region in expectation of strong market growth that has
not materialized.

e The global economic slowdown and the financial instability in the region have
severely curtailed consumer purchasing power.

Together, these two factors have led OEMs to essentially give up on selling any
middle- or high-end vehicles in the region and focus instead on producing high-
volume, low-cost cars and vehicles for export. This unique situation of the indus-
try in the region will in some cases delay the impacts we have described on the
supply base in South America, and in other cases make them more dramatic:

¢ The low-cost focus and intense competition will drive OEMs to continue their
own aggressive cost-cutting initiatives and push suppliers to rationalize cost
structures and optimize processes along the supply chain to an even greater
extent.

e Suppliers will need to further polarize their business models to meet the need
for low-cost, high-volume components and systems or to serve the needs of the
growing export market.

e With the high level of modular production in the region many suppliers have
already taken on significant responsibility from OEMs. Over the long-term,
OEM:s in the region, will attempt to reduce their fixed costs and increase their
flexibility by further shifting responsibility to the supplier base. In the short-
term, though, we expect them to temporarily bring certain activities back
in-house to utilize some of their excess capacity.

e The local supply base will undergo more intense consolidation, compared with
other regions, while a wave of partnership agreements and joint ventures can
be expected among local suppliers.

e The speed of innovation and technological development will be far slower and
more focused on process and cost reduction in South America.

e Local regulation will follow global trends, but with a time lag. Still, the
increased relevance of export business will make it necessary for the majority
of the industry to keep up with regulations affecting components/systems for
export vehicles.

Overcapacity and financial
instability have curtailed
consumers’ purchasing power.

The local supply base will
undergo intense consolidation
compared to other regions.
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2. China: the new frontier for the supplier industry?

The Chinese automotive industry is also a special case. Still small, but expanding
at an impressive pace, it will grow by 25 percent in 2002 and likely hit the one
million mark. Growth is expected to accelerate even further, as tariffs and trade
barriers gradually dissolve in compliance with the country’s accession to the
World Trade Organization (WTO).

The lifting of market entry barriers has radically altered the supplier landscape in
China. Two years ago, Roland Berger surveyed OEMs and suppliers to gauge the
impacts of the WTO landmark agreement. For this study, we have again surveyed
vehicle manufacturers, local and foreign suppliers, and joint ventures. The out-
come essentially confirms our original expectations and highlights the unique set
of challenges for the local industry and, conversely, the opportunities for non-
domestic suppliers.

e Continuing price deflation intensifies: under increasing pressure from falling
prices due to reduction of tariff and import quotas, vehicle manufacturers
will continue to pressure suppliers to increase their productivity and lower
their prices.

e Decreasing local content: as requirements for local content are gradually
reduced, vehicle manufacturers as well as foreign suppliers with local opera-
tions will reconsider their sourcing and manufacturing depth. In the long-term,
they will only manufacture in China parts and components that are truly com-
petitive in terms of world market standards and costs. Currently, prices for
many core components are still 50 percent higher (and sometimes more) than
in the world markets. The disadvantage is partly due to smaller scale produc-

tion and partly to inefficient processes and supply chain management or unpro-

ductive structures, which cannot be compensated for by lower labor costs.
Foreign vehicle manufacturers can be expected to reassess their sourcing and
decide in some cases to resort to imports from other manufacturing hubs in
their international supply network.

e First-mover disadvantage? “First-mover” status may become a disadvantage for
foreign OEMs. Many that have been in China for years, like Volkswagen and
General Motors, are entangled in a web of local supply contracts or joint ven-
tures that are difficult to change. Newer entrants, such as Toyota, will not be
bound by these relationships and can optimize their supply networks from the
start, giving them considerable cost and efficiency advantages. These new
entrants may provide the best opportunity for foreign suppliers to enter the
Chinese market, at least in the short-term.

e Enhancing the capabilities of local suppliers: some multinational OEMSs clearly
have a strategy to find the right balance between their multinational and local

The lifting of market entry
barriers radically altered the
supplier landscape.

“First mover” status might turn
into a disadvantage for foreign
OEMs in China.
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suppliers. They will therefore increase their efforts to support the local, specifi-
cally Chinese, supplier industry to enhance their performance in cost, quality
and delivery, and to better serve local OEM operations. To achieve this goal
they will go as far as sourcing from China to support vehicle programs in both
Asia and North America.

e Concentration within the local industry: dramatic consolidation is expected in
the local automotive supplier industry. Only those suppliers that have a strong
relationship with the leading Chinese OEMs and who have also built critical
mass have a chance to survive the shakeout caused by price competition,
increasing imports and higher demands from vehicle manufacturers. Few local
suppliers will be able to meet competitiveness and supply chain reliability goals
and — with some exceptions — only through a contractual partnership with
strong multinational players already operating in China.

e Increasing direct investments: foreign suppliers will invest heavily in China,
encouraged by their OEM customers, the long-term market potential, and low
labor rates. Lured by annual growth rates above 15 percent in the medium-
term, most foreign OEMs are taking advantage of this opportunity and would
like their key suppliers to join them. As the market grows to a point where
large-scale capacity is justified, many previously cautious suppliers will also join.

Few local suppliers will be able
to meet competitiveness and
reliability goals.

WTO accession redefines suppliers’ opportunities in the Chinese market

Regulation-driven

Opportunities for non-domestic suppliers
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¢ Consolidation of sourcing partners: foreign OEMs will also reduce their local
supplier network considerably by encouraging their key suppliers to take over
system responsibility. This trend will clearly favor large multinational system
integrators.

To be successful in China, suppliers will need a structured market entry approach
— quite possibly including a thorough due diligence process for local partners —
and strong intellectual property protection.
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E - Financial implications for suppliers

In the previous sections of this report, we have described in detail the magnitude
of change in the automotive industry and how the industry and individual suppli-
ers should adapt their own business model to meet these changes and the associ-
ated challenges. To finalize this picture, we describe the effect of these changes
on the bottom line of the supply base.

As in previous studies, Roland Berger has developed a proprietary, multidimen-
sional financial model that estimates the consequences on each of the three types
of suppliers that will emerge in the industry: system integrators, technology satel-
lites and process satellites.

As a starting point, we have created — based on more than 70 P&Ls of selected We created an average P&L
suppliers — an “average” 2001 income statement for each of these supplier cate- for each supplier category.
gories in North America, Europe and Japan. For Europe and Japan, these income

statements are based on 2001 and 2001-2002 data, respectively. For North

America, we start with data from the first two quarters of 2002 to avoid distor-

tions from using results achieved in an exceptionally bad year like 2001.

Building off of these “average” income statements, we project the outcome of the
12 main impacts, weighted to reflect their relative importance, and come up with
average income statements for each type of supplier in 2007 and 2012.

The supplier industry is emerging from an extremely difficult year, which came
on the heels of a period of unprecedented expansion. In developing our assump-
tions, we aim to provide a picture of how the industry might look in the future,
based on a realistic scenario — in other words, we do not build our projections
relying on volumes of an expansion cycle.

For purposes of comparison, we base our projections on the current vehicle sales
mix and industry market shares and do not assume any effects arising from major
shifts in foreign exchange rates. We do assume, however, as explained above,
that price-downs will not subside in the years to come.

Our consultants and automotive experts in North America, Europe and Japan
have fine-tuned the model to reflect the specific characteristics of their respective
markets. In this way, we have developed a clear picture of how suppliers might
be impacted differently from region to region.
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The Big Picture

[t is common today in North America to read that the industry business model is The industry will not
“broken.” Considering the financial results of the supplier industry in 2001, it overachieve, but financial
would be easy to draw the same conclusion for Europe and Japan. We believe performance can be improved.

that opportunities and tools are available to “fix” and improve the automotive
business model in the long run. Though there is no evidence that the industry as
a whole will overachieve financially, we do expect that by taking effective man-
agement actions in response to the impacts we have identified, select suppliers
and certain categories of suppliers will continue to be able to considerably
improve profitability in the coming years, as in the past.

Based on the assumption that the three types of suppliers we have described will
follow our suggestions and take the necessary actions to adapt their own business
models to their new roles and responsibilities within the emerging supply base
network, we have forecasted their potential profitability development over the
next decade.

Opverall, we forecast that system integrators, technology satellites and process Different growth rates by
satellites will increase their pre-tax profits, but at different rates across categories supplier category and region.
and regions, and not in all cases back to the same levels of extraordinary perform-

ance seen in the 1990s.

e System integrators in North America will see pre-tax profits grow to 6.9 per-
cent by the end of the decade, compared with 5.2 percent in Europe. In Japan,
they will improve to 3.4 percent after a slowdown in the next several years.

e Technology satellites will be the big winners across all regions, with pre-tax
profits in 2012 ranging from 5.9 percent in Japan and 7.4 percent in Europe,
to 9.6 percent in North America.

e Process satellites will also experience pre-tax profitability growth in every
region, but not in all cases to previous levels.
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Forecasted pre-tax profitability change (percentage points)

S o
K i
2002/07 2002/12 2001/07 2001/12 2001/07 2001/12
System integrators +1.7% +3.8% +0.3% +2.2% -2.0% +0.4%
Technology satellites +2.0% +4.5% +1.6% +3.9% +0.7% +3.2%
Process satellites +0.6% +1.1% +1.1% +2.1% +0.2% +0.7%

As we have hinted, this rise in profitability will not come easily — suppliers will
have to undertake difficult, costly and disciplined initiatives to realize it. The
implementation path will be filled with “sweat and tears” but will in the end pro-
vide the opportunity to return their companies to a profit level that Wall Street
and other major stock markets will appreciate.

System Integrators

By taking the necessary steps, both North American and European system
integrators should return to higher levels of profitability, comparable to those
achieved during the boom years of the mid-to-late 1990s. Pre-tax profitability will
increase 3.8 percent in North America and 2.2 percent in Europe. In both cases,
the increase will be largely generated through a rationalization of and shift within
their cost structure rather than from revenue growth.

Better profitability requires
consistent action plans.

Japanese suppliers are expected to follow a different trend, beginning with a two
percentage point decline in profits in the first half of the decade, followed by a
rebound in the latter half of the decade, taking them up to 3.4 percent. This dip
will stem from their heritage: in most cases, large Japanese suppliers have not yet
built broad system integration capabilities, a goal that they are aggressively pur-
suing but one that will require them to make major investments over the next
several years.

In each region, product development costs will play a major role in determining
the level of profitability:
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¢ [n North America, we expect a reduction in the share of total costs allocated
to product development of up to 20 percent by 2012. This result will come
not from a lower level of engineering effort but rather from a significant shift
of costs internally and along the supply chain, leading to a more specialized
and efficient industry structure without duplicative activities like shadow
engineering.

e [n Europe, we forecast the share of product development costs to rise in the
first half of the decade, as system integrators deploy more internal engineering
resources to mirror OEM affiliate networks and diversify their customer portfo-
lios. Overall, however, by the end of the decade, the share of product develop-
ment costs will decline by almost four percent, as a result of their global engi-
neering presence and a more efficient allocation of product development
resources across the industry.

e As Japanese suppliers build their system integration capabilities, the rise in
product development costs will outstrip revenue growth. In the second half of
the decade, as the industry moves toward a system integrator-satellite supplier
network structure, we expect large suppliers to benefit from a more efficient
industry allocation of product development resources across the industry.

Suppliers’ profitability will increase over the decade to levels historically achieved during strong expansion cycles

Expected evolution of profitability in the US (PBT %)

System integrators
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Suppliers’ profitability will increase over the decade to levels historically achieved during strong expansion cycles
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A reduction in the level of manufacturing costs will also contribute to improved
profitability for system integrators across all regions. We expect this to occur
primarily due to consistent efforts on the part of suppliers to narrow their
investment focus, establish more agile organizations that involve flexible manu-
facturing systems, and shift production responsibilities to technology and process
specialists:

e In North America, several developments will help system integrators to signifi-
cantly reduce the level of manufacturing costs. In particular, suppliers will ben-
efit from clear long-term strategies that eliminate non-core assets, from the
shift in technology and process activities to satellite suppliers, and from the
implementation of flexible manufacturing systems. Overall, the benefit will be
extremely relevant: we forecast a reduction in the level of manufacturing costs
of more than 35 percent over the next decade.

e European system integrators will see a similar decrease in the share of manu-
facturing costs, driven primarily by a sharper investment focus and shift to flex-
ible manufacturing: we estimate a decline similar to that in North America by
2012.
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¢ [n Japan, which has a long history of reducing manufacturing costs, we will
witness a slower decline in the first part of the decade, reflecting the transition
to a system integrator-satellite structure.

Driven by suppliers’ efforts to focus their product portfolio and establish flat and
agile organizational structures, we expect a decline in the level of depreciation
and interest costs, as well as G&A.

Not all costs will decrease over time, of course: we project that system integrators More resources
will dedicate more resources to sales & marketing organizations as they accelerate will be dedicated to
their efforts to create functions and organizations that can interact with their sales & marketing.

OEM customers on a global basis. This growth will take place in the first part of
the decade, across all regions. We expect a rise in the level of sales & marketing
costs of three to four percent in North America and Europe, and an increase of
1.7 percent in Japan.

Warranty costs will also play a major role in rebalancing system integrators’ cost
structures as a higher share of product lifetime responsibility is progressively out-
sourced by OEMs. We estimate that warranty costs covered by system integrators
will rise sharply in the first part of the decade, by as much as 10 to 20 percent in
North America, Europe and Japan. In the second part of the decade, we expect
growth rates to progressively slow.

Technology Satellites

In our view, technology satellites will benefit the most from the evolution of the
industry and the resulting impacts on the supply base over the coming decade. In
North America and Europe at least, we estimate that they will reach profitability
levels close to those achieved at the height of the expansion cycle.

As expected, product development costs are among the main levers of profitabili- Product development
ty for technology satellites. We forecast diverging trends in the level of these costs are among the main
costs across the three regions: levers of profitability for

technology satellites.

e For North American technology satellites, a consistent reduction in the level of

product development costs will come from the industry-wide shift toward net-

work communities. As we have highlighted, the speed of innovation, the level

of required R&D resources, and the complexity of technology integration will

result in a fragmented network of technology specialists. For each playet, this

will translate into more focused investments and increased leverage of external

product development assets. Because of this, we estimate a long-term reduc-

tion in the level of product development costs of up to 15 percent for North

American technology satellites.
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¢ In Japan, though we expect that these costs will rise in percentage terms in
the first half of the decade, over the course of the entire decade, the level of
product development costs will drop by just over four percent. As in North
America, technology satellites in Japan will benefit from the trend toward
greater sharing of R&D efforts across the industry.

e For European technology satellites, the trend is not so clear. On the whole,
we forecast that the typically smaller technology specialists there will see an
increase of almost six percent in the level of product development costs. In
the first five years, these suppliers will grow their costs as they establish global
engineering organizations to mirror their OEM customers and take on more
development responsibility from OEMs and Sls. We expect this trend to
reverse course in the latter part of the decade, as they will take advantage
of a more focused and efficient industry structure and a broader customer
base to reduce the level of their product development costs.

In all three regions, manufacturing costs will also have a major influence on the
profitability of technology satellites. For suppliers in each region, we estimate that
the share of manufacturing costs will decline substantially, driven by a clear defi-
nition of a long-term strategy that translates into careful selection of core tech-
nologies and the implementation of flexible manufacturing systems to handle
growing segment volatility:

e Technology satellites in North America will lead the way, reducing the share of
these costs by around 17 percent, according to our estimates. Japanese suppli-
ers will not be far behind, reducing the level of their manufacturing costs by
around 16 percent, while we forecast that European suppliers will reduce
theirs by nearly 13 percent.

Like system integrators, technology satellites in each region will face a rising
share of sales & marketing costs, driven by the need to serve their OEM cus-
tomers on a global basis and diversify their customer portfolios. Given their rela-
tively smaller size and geographical reach, they will need to deploy significant
resources to effectively keep up with OEMs’ leveraging of their worldwide
affiliate networks and to establish relationships with new OEM and system
integrator customers:

e We predict that North American suppliers, whose customer base is typically
more regionally focused, will see the highest increase in percentage terms, a
jump of over six percent. European and Japanese suppliers will see a slightly
lower increase of about three to five percent.

We estimate the share of
manufacturing costs will
decrease in all regions.

Significant resources will be
deployed to mirror OEMs’ and
Sls’ organizations.
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Process Satellites

Process satellites will also have the opportunity to benefit from the changes in the
industry, though not as much as system integrators and technology satellites. By
purposefully choosing a narrow, process-driven role and taking actions to concen-
trate fully on their own value proposition, we estimate that process specialists
will be able to achieve profitability growth over the next decade.

Across all regions, enhanced profitability for process satellites will come primarily
from reductions in the total share of manufacturing and G&A costs:

e Japanese players in this category seem to have the highest hurdles ahead of
them and are predicted to post only marginal profitability improvements of less
than one percent overall. Even more so than their peers in other regions,
Japanese process satellites face direct competition from low-cost countries like
China, which is increasingly being selected by Japanese suppliers as a base for
manufacturing facilities

e A decreasing share of depreciation and G&A expenses will be the main drivers
of margin growth for European process suppliers, who will see pre-tax profits
grow two percent over the next decade. These benefits will be the outcome of
consistent actions to focus investments on a clearly selected range of functions
and activities

e Asin North America, process satellites in Japan and Europe will also benefit
from OEM efforts to increase outsourcing and accelerate part commonization
and sharing across vehicles, platforms, regions and business units, which will
lead to larger manufacturing volumes for their strategic process satellite
suppliers.

One of the key priorities for process satellites in each region will be the consistent
implementation of flat organizations, stripping organizational layers and redun-
dant functions. In spite of regional differences, our estimates indicate that this
impact will contribute between 0.5 and one percent to their pre-tax profits.

Sales & marketing costs will have an opposite, though not equal, impact on
profitability for process satellites, at least in the first part of the decade:

e Although the relative share of these costs is — and will remain — lower than for
other types of suppliers, over time process satellites will also be faced with the
need to establish functions and groups to interface with their OEM, system
integrators, and technology satellite customers on a global basis. We expect
that process satellites will deploy these resources with less urgency compared
with other suppliers, but still during the first part of the decade.

Japanese players face
the highest hurdles.

Across all regions, process
satellites will focus on flat
organizations.
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As anticipated, we expect that suppliers will have the opportunity to improve and
sustain profits, even in the future. It is not our intention to paint a very optimistic
picture for the supplier industry. But if industry players are willing to “fix” their
business model — assuming for a moment that it is indeed broken — and take all
of the measures necessary to do so, we strongly believe that the industry has a
future beyond the disappointing financial results of recent years.

Our still very conservative, yet essentially positive scenario for suppliers in North
America, Europe and Japan — and in some cases also in South America, China
and other parts of Asia — defines the opportunity for suppliers to turn a dynamic
and complex industry environment to their advantage. To do so, however, will
require pragmatic and disciplined but visionary work.
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F - The CEO agenda: a roadmap for suppliers’ success in the
next decade

What measures must a supplier take to achieve the improvement in profitability
that we have forecast? Although each company must define its own specific goals
and actions to reach them, we have developed a pragmatic “to do” list for execu-
tives who want to lead their companies to better results over the next decade.

We don’t assume this list to be exhaustive. But we encourage executives to
review it and use it to make an objective assessment of how prepared their com-
panies are to face the challenges ahead.

1. Find your future role within the new supply-base structure

¢ Define your future role in the supplier network as a system integrator (SI),
technology satellite (TS) or process satellite (PS).

¢ Adapt this role according to your different business activities (business units,
product lines, etc.). They may generally play a different role in future supply
networks — but as a whole, your company needs an overall position as either
SI, TS or PS.

2. Create your own long-term vision and strategy

e (Create a clear vision about how your company should look like in 10 years.

e Define the role of your company in the future supplier base structure as a clear
starting point for your corporate strategy — where and how do you want to
position your company in the market? System integrator? Technology satellite?
Process satellite?

¢ Define the quantitative goals for your future company: revenues, costs, prof-
itability, shareholder value, FCF, ROCE ...

e Break down the key items of this vision into a clear strategy for growth, prof-
itability, markets/regions, customer orientation, customer portfolio, technology
portfolio and product range.

e (reate cross-functional action teams with the task to further detail these strate-
gy items in terms of targets, actions, responsibilities, timing, investments, cost
impact, profit impact and controlling measures.

e Run several executive workshops to review the action plans, with task forces
to create cross-functional buy-in at the executive level and to define the overall
implementation roadmap.
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Communicate the vision and strategy items throughout your company to
ensure that everybody works toward these targets.

Install an implementation office to support the task forces where necessary and
to coordinate their different activities.

Closely monitor the implementation of the strategy and action plans based on a
pre-defined measurement system, managed by the implementation office and
reported to the management on a regular basis.

. Diversify your customer portfolio

Identify potential OEM and SI customers within the reach of your technology
and product range. Separate them between those potential customers who are
part of your current OEM affiliate network and those who are outside of these
easier access markets.

Ensure you consider future market and market share developments by OEMs —
don’t forget the “new domestics”!!

Set-up customer development teams with clear targets and measurements.
Ensure that each of them has clear goals, action plans and resources at hand.

. Enhance your organization with more decentralized decision-making responsibili-

ties, entrepreneurship, and cost-reduction/profit orientation

Analyze your management organization to ensure that your different technolo-
gies, product lines, customer relationships and regions are properly reflected
and supported by your current structures and responsibility hierarchies.
Identify the appropriate organizational structure following the general paradigm
of fewer layers, more decentralized responsibilities regarding revenue, cost,
and profit (e.g., fewer cost centers vs. more profit centers).

Ensure that all of these more decentralized structures are working along the
same processes and rules of business — globally. Have a global process map
defined.

Provide your organizational layers with more data about cost and — in
particular — profitability, that ensures you know the profitability by product
line, customer, contract and vehicle program.

Provide enough IT support to enhance the transparency of financial data
(revenues, cost, profits), leads/RFQs, quotes, etc.

. Adapt new global organization structures for business development and engineering

Analyze the new global procurement and engineering structures and processes
of your OEM (and SI) customers.
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Conclude what needs to be changed within your own organization across all
customer teams or for a particular customer team (Customer team: Business
Development, Application Engineering, Program Engineering, etc.).

Develop a global key account team concept with enough flexibility to accom-
modate specific structures as required for each customer — ensure that account
managers have a global responsibility across regions and business units/prod-
uct lines.

Adapt your Sales & Marketing/Business Development organization accordingly.
Ensure enough transparency about customer-related lead/RFQ and financial
data (maybe using smart IT systems) to enhance their P&L responsibility by
vehicle program and customer.

Develop a concept for your global engineering organization.

Adapt your Engineering organization accordingly.

Don'’t forget: you will have more than OEM customers in the future — try to
understand how the future supply network of SI, TS, and PS will work for
your commodities and identify the future customers among the other supply
categories.

Cross-check your organizational change roadmap for compliance with the
requirements of those non-OEM customers.

Monitor your customers’ organizations very closely to continuously ensure a
timely adaptation to any new structural change within your own organization.

. Keep your ‘cost-down’ initiatives within the primary focus!

Continue your current “cost-down” initiatives as before — but broaden the
scope to access all areas of the company — no area should be left unques-
tioned: can it be done better and more efficiently?

Focus your initiatives on the loss makers in your current and contracted
programs to get costs back in line.

Continue to use B2B eBusiness tools wherever they can enhance your initia-
tives internally, with your customers and your global supply base.

Manage your own supply base more consistenly by using best practice tools
and approaches like those you have in place with your OEM customer.

While supporting your customers in their commonization initiatives, launch an
internal common-parts program for your own product designs (e.g., create a
mindset of modularity and standard designs for parts/components).

Provide sufficient cost advantage transparency of these commonization/modu-
larization opportunities to your customers and convince them to support your
efforts — and even accept to purchase a part design similar or identical to the
design of other OEMs: paying a license fee to a competitor is usually less costly
than “reinventing the wheel.”
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Get involved in the product development process of your customers even earli-
er than today — be part of the conceptual design of the vehicle by leveraging
your technology or integration competencies and add significant value to the
OEM process.

Enhance your manufacturing flexibility (as previously mentioned) to keep your
variable cost (scrap rate, productivity, inventory levels, etc.) under tight control.
Identify and prioritize the need to establish low-cost facilities in low-cost coun-
tries like Mexico, Eastern Europe or China to provide cost advantages for your
customer and to beat your future competition coming from these regions.
These future competitors have been enhanced by your customers to support
local facilities, and emerge as an alternate source for programs outside of their
region.

Establish a global “Cost Reduction Office” to coordinate and measure all activi-
ties across BUs and regions, and report the status monthly to the top manage-
ment team.

. Create standardized and flexible business processes to manage large and small

volume contracts under one roof

Define a strategy to support your OEM customer create more common parts
across vehicle lines, brands, business units, legal entities of the affiliate net-
work, etc.

Ensure that engineering programs are set up according to the planned size and
importance of the vehicle program for your customer.

Introduce a flexible and adaptable manufacturing philosophy — able to
accommodate a variety of volumes as well as lower-volume vehicle programs —
as a global standard for all plants and facilities worldwide.

Focus on a key topic for the coming years: program launch! Ensure that your
organization is an expert in this area or becomes the benchmark for smooth,
fast, high-quality and within-budget launches for your customers — this could
be the only area where you might have a truly significant advantage over your
lower-cost competitors.

. Be prepared for more product creation and life-cycle responsibilities

Enhance your RFQ process to ensure that all costs are included and properly
calculated.

Improve your ability to monitor the performance of your products in the
field and feed the results back into your RFQ, product development and
manufacturing processes.

Increase your engineering staff according to the increased outsourcing of
engineering responsibilities from the OEMs and even System Integrators.
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e Find new ways to finance future contracts with a roll-over of design,
engineering, testing and tooling cost, rolled into the piece price.

e Enhance your administrative capabilities to handle far more complex and
legally challenging contracts with your customers now including complex
warranty and recall issues.

e Establish a risk management system within your company to monitor the
lifetime responsibilities and have an early warning system in place to handle
quality and recall issues properly.

9. Define your future technology portfolio

e Define your technology and application portfolio — based on your overall
strategy: what your company should focus on in the future based on technolo-
gy roadmaps, technology prioritization techniques, resource requirement
assessments, alliance network assessments, customer requirements and con-
sumer expectations.

e Think in domains and not in single technologies — this approach will bridge the
gap between capabilities of technologies and the desire of your customers and
their consumers.

e Enhance your cost estimation capabilities to evaluate investment requirements
and pay-back period early in the process.

e Keep your engineering capabilities and skill sets under tight control while the
core technologies of your company might need to deal with transitions from,
e.g., electro-mechanical technologies to electronics and nano-technologies.

e Create different business models for design, engineering and manufacturing
of fast-moving electronics applications (six months to two years) versus the
“old-fashioned” automotive applications (seven to nine years).

10. Create your own technology communities and networks

e Define — based upon the technology roadmaps and the cost/pay-back estimates
— a roadmap of inhouse versus external technology development and adapt
your resource requirements and investment needs accordingly.

e [dentify the technology partners with whom you want to create a long-term
relationship to ensure the external technology development needs.

e Enhance your organization to handle these partnerships and joint ventures in a
collaborative fashion compared with today’s traditional business methods of
customer vs. supplier.
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11. Ensure that your products support your customers’ vehicle brand differentiation

e Understand the values and attributes of your customers’ brands in detail and
educate your research and your engineering organization to translate them
into vehicle characteristics for your product range.

e Don't rely too much on your OEM customers for consumer related data —
get connected with the consumer and the dealerships yourself (if you are
an SI or TS).

12. Regulation - something you need to keep an eye on!

¢ Closely monitor the legislative processes that produce rules and regulations
relevant for the automotive industry directly or through industry associations.

e Screen upcoming regulations and assess their relevance to your current and
future products and markets.

e Align your technology strategy with these regulatory requirements on a
regular basis.

Though most of these actions are equally relevant for all suppliers in every
region, a few of them — such as the technology-related items — are more geared
toward specific types of suppliers. Our intent is not to provide a recipe for success
that applies to every single company. Instead, we hope to lay out a comprehen-
sive and thought-provoking roadmap for superior supplier performance. The task
might appear overwhelming at first, but there is no shortcut to success in this
industry.

Why not learn what we can do for you?
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books and articles on cross-cultural management and privatiza-
tion. Eugen studied Law and Business Administration in Geneva
at St. Gall University.

Wim van Acker is one of the Managing Partners of Roland Berger
in South America. In his 12 years of consulting experience in
Europe and Latin America, he has focused on the Automotive
and Engineered Products industries. He holds a master’s degree
in Mechanical Engineering from the Delft University of
Technology.
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Roland Berger Strategy Consultants - Worldwide Locations

ARGENTINA

Roland Berger S.A. Strategy Consultants
Olga Cossenttini 731, Puerto Madero
C1107BVA Buenos Aires

Phone +54 11 55546900

Fax +54 11 55546901

AUSTRIA

Roland Berger Strategy Consultants GmbH
Freyung 3/2/10

1010 Vienna

Phone +43153602-0

Fax +43 1 53602-600

BELGIUM

Roland Berger

International Management Consultants
S.A.

100, Boulevard du Souverain

B-1170 Brussels

Phone +3226790-170

Fax +32 26729222

BRAZIL

Roland Berger Strategy Consultants S/C
Ltda.

Avenida Presidente Juscelino

Kubitschek, 510

04543-906 Itaim Bibi / Sao Paulo / S.P.
Phone +55 11 3046-7111

Fax +55 11 3046-7222

CHINA

Roland Berger (Shanghai)
International Management Consultants
Ltd.

6/F. East Lake Villas Office Building
35 Dongzhimenwai Street

Beijing 100027, P.R.C.

Phone +86 10 6467-7069 or-7093
or-7094 or-8055

Fax +86 10 6467-7628

23rd Floor Shanghai Kerry Center

1515 Nanjing West Road

Shanghai 200040, P.R.C.

Phone +86 21 5298-6660
Fax/Phone +86 21 5298-6655

CZECH REPUBLIC

Roland Berger Strategy Consultants GmbH
Vsehrdova 2/ 560

118 00 Prague 1 - Mala Strana

Phone +4202 57311161 or 57311162
Fax +4202 57311163

FRANCE

Roland Berger Strategy Consultants
16, avenue George V

75008 Paris

Phone +33153670-320

Fax +33 153670-375

GERMANY
Roland Berger Strategy Consultants GmbH

Alt Moabit 101b

10559 Berlin

Phone +493039927-50
Fax +49 30 39927-303

Georg-Glock-Straie 3

40474 Dusseldorf

Phone +49 211 4389-0
Fax +49 211 4389-140

Bockenheimer Landstrafie 42
60323 Frankfurt

Phone  +49 69 17003-0
Fax +49 69 17003-502

Stadthausbriicke 7

20355 Hamburg

Phone +49 40 37631-0
Fax +49 40 37631-102

Arabellastr. 33

D-81925 Munich

Phone +49 89 9230-0

Fax +49 89 9230-8202

Loffelstrafie 44—46

70597 Stuttgart

Phone +49 711 7673-0
Fax +49 711 7673-401

HUNGARY

Roland Berger Strategy Consultants Kft.
Sas utca 10-12

1051 Budapest

Phone +36 130170-70

Fax +36 13532434

ITALY
Roland Berger Strategy Consultants S.r.l.

Via Sirtori, 32

20129 Milan

Phone +39 02 29501-1
Fax +39 02 29524837

Via Barberini 95

00187 Rome

Phone  +39 06 42456-1
Fax +39 06 42456-200

JAPAN

Roland Berger & Partner Japan Ltd.
International Management Consultants
ARK Mori Building 22nd Floor
1-12-32, Akasaka

Minato-ku, Tokyo 107-6022

Phone +81 3 35876-660

Fax +81 3 35876-670

LATVIA

Roland Berger & Partner GmbH
International Management Consultants
Brivibas Str. 99-5, 4th Floor

1001 Riga

Phone  +371 7 360169

Fax +371 7370590

NETHERLANDS

Roland Berger Strategy Consultants B.V.
World Trade Center

Strawinskylaan 581

1077 XX Amsterdam

Phone +3120 7960-600

Fax +3120 7960-699
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POLAND

Roland Berger Strategy Consultants
Sp.z.0.0.

ul. Koszykowa 54

00-675 Warsaw

Phone +4822 6308581

Fax +48 22 6308503

PORTUGAL

Roland Berger & Partner Lda.
International Management Consultants
Edificio Monumental

Av. Fontes Pereira de Melo, 51-4°E
1050-120 Lisbon

Phone +351 21 3567-600

Fax +351 21 3524360

ROMANIA

Roland Berger Strategy Consultants SRL
17 Lascar Catargiu Blvd.

71111 Bucharest, Sector 1

Phone +40 12226676

Fax +40 12226271

RUSSIA

Roland Berger Strategy Consultants GmbH
1. Tverskaja - Jamskaja ul. 23

125047 Moscow

Phone +7501 7211951

Fax +7 501 7211954

SPAIN
Roland Berger Strategy Consultants S.A.

Entenza 332, 4-2
Barcelona 08029

Phone +34 93 4947-440
Fax +34 93 4947-420

Paseo de la Castellana, 140, 3rd Floor
Madrid 28046

Phone +34915647-361

Fax +34 91 5647-275

SWITZERLAND

Roland Berger AG Strategy Consultants
Neumiinsterallee 12

8008 Zurich

Phone +41138481-11

Fax +41138481-19

UKRAINE

Roland Berger

Strategy Consultants GmbH
19 Panasa Mymogo Str.
252011 Kiev

Phone  +380 44 2904330
Fax +380 442904346

UNITED KINGDOM

Roland Berger Strategy Consultants Ltd.
Lansdowne House

Berkeley Square

London W1J 6RB

Phone +44 20 7290-4800

Fax +44 20 74999938

USA
Roland Berger Strategy Consultants, LLC

350, Park Avenue, 30th Floor
New York, NY 10022

Phone +1212 651-9660
Fax +1212 756-8750

One Embarcadero Center, Suite 500
San Francisco, CA 94111
Phone +1415646-8903
Fax +1 415 646-8949

2401 West Big Beaver Road, Suite 500
Troy, MI 48084

Phone +1 248 729-5000

Fax +1 248 649-1794






Roland Berger Strategy Consultants and OESA would like to thank the executives from
the following companies around the world for participating in our study:

Aisin Seiki Co., Ltd.

Akebono Brake Industry Co., Ltd.
AKsys GmbH

Alpine Electronics, Inc.

Audi AG

Behr GmbH

Benteler Group

Beru AG

BMW AG

Brose Fahrzeugteile GmbH & Co. KG
Carcoustics

CIE Group

Continental Teves North America
Cooper-Standard Automotive
DaimlerChrysler

Dana Corp.

Decoma International, Inc.
Delco Remy International, Inc.
Delphi Corp.

Denso Corp.

Deutsche Bank

Dow Automotive

Dura Automotive Systems, Inc.
Elring-Klinger AG

Faurecia

Fiat S.p.A.

Ficosa

Ford Motor Co.

Freudenberg & Co.

General Motors Corp.

Gentex Corp.

Gestamp

GKN Plc

Grammer AG

Guardian Industries Corp.
Hella KG Hueck & Co.

Illinois Tool Works, Inc.
Italdesign

Jiangyin Mould Plastic Group Co., Ltd.
Johnson Controls, Inc.
Knorr-Bremse AG

Koyo Seiko Co., Ltd.

Leoni AG

Linamar Corp.

Mark IV Automotive
Matsushita Electric Industrial Co., Ltd.
Metaldyne Corp.

Michelin North America, Inc.
Mitsubishi Motors Corp.
Mondragon Automotive
Motorola, Inc.

NHK Spring Co., Ltd.

Nippon 0il Corp.

Oxford Automotive, Inc.
Phoenix AG

PSA Peugeot Citroen S.A.
Randon

Renault S.A.

Rieter Automotive Management AG
Robert Bosch GmbH

Saboé

Sachs Automotive

SGL Brakes GmbH

Shanghai Automotive Brake System Co., Ltd.
Shanghai Huizhong Automotive Mfg. Co., Ltd.
Siemens VDO Automotive AG
Sogefi

Sony Corp.

Stanley Electric Co., Ltd.
Tanaka Kikinzoku Kogyo K.K.
Tenneco Automotive

The Budd Company

TK Holdings

Tokai Rika Co., Ltd.

Toyota Motor Corp.

Toyo Tire and Rubber Co., Ltd.
TRW Automotive, Inc.

Unisia Jecs Co., Ltd.

Valeo S.A.

Volkswagen AG

Wilhelm Karmann GmbH
Webasto AG

Wu Xi Weifu Group Co., Ltd.
Yazaki North American, Inc.
ZF Friedrichshafen AG
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