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ONE

Overview

F OR ALMOST EVERY COMPANY, the greatest challenge of
innovation is not a lack of ideas but rather, successfully
managing innovation so that it delivers the required return on the
company’s investment of money, time, and people. Most attempts at
innovation fail to deliver this return—they do not generate enough
payback.

Payback means one thing—cash. Cash that is realized within the
planned time frame. When a company makes an investment in innova-
tion and creates something new that produces a cash return swiftly
and directly, it has created a winning situation, particularly when the
return is larger than expected. The company has a “hit” on its hands.
And this is true regardless of whether the new thing is a product, ser-
vice, process change, business model, customer experience, or anything
else that is new.

But it is the nature of innovation, of all types, that cash is not al-
ways produced from it, and rarely is it produced immediately. There

can be a lag between the time of investment in innovation and the
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cash return. This lag can make companies and leaders nervous. Per-
haps the cash payback will never come at all? With other types of
investments (particularly in tangible assets like factories, machines,
or new trucks), companies can often calculate their cash return with
much more certainty. But, as with advertising and certain other expen-
ditures, the return on an investment in innovation cannot be so easily
predicted or measured.

To complicate matters, the innovation process sometimes gener-
ates a cash payback, but indirectly—not through the specific product
or service being developed but through a benefit that only later impacts
the company’s ability to generate cash. These indirect benefits are real,

although difficult to capture. There are four of them:

e Knowledge. The innovation process always produces knowl-
edge, some of which can usually be put to work in more than

one way to produce cash.

e Brand. Innovation can enhance a brand, thereby attracting
more customers and enabling companies to charge a premium,

which can mean greater cash returns.

e Ecosystem. Innovators can create exceptionally strong
ecosystems of partners and associated organizations, enabling
them to leverage their position in multiple ways, for the bene-
fit of their payback.

e Organization. People want to work for and contribute to inno-
vative companies, and being innovative allows companies to
attract and retain more of the best people, or at least more of
the most innovative ones. Having better people, with less cost

to keep them, results in more cash.

For managers, the fundamental challenge of innovation is to achieve

the required cash payback, by managing the overall innovation process
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with the understanding that payback can come quite directly and quickly,
but also that it may take longer, be much less certain, or come back to the
company only indirectly, via other products and services.

To achieve payback, companies must manage the innovation process
holistically and with discipline. They must make careful choices about
how much and where to invest. They need to be smart about which in-
novation business model they choose to execute with. And they must
deliberately align and lead their organizations toward payback.

They must also accept that innovation—more than other business
strategies—entails a significant amount of risk. There are three types
of risk: technical, operational, and market. If the new product or ser-
vice has some technical failings, if the organization cannot actually com-
mercialize or realize it, or if the market does not embrace the product
as planned, the company is put at risk of not achieving the needed or
desired payback.

Many companies try to remove as much of the risk as possible—in-
stalling strict procedures and ironclad approval mechanisms. There is
value in control, of course, but for the most part, trying to make inno-
vation risk-free either stifles the process or causes people to lower
their sights, so nothing big ever happens. A few companies, surpris-
ingly, are “risk optimistic.” They embrace risk too freely and end up
paying for it. Companies must learn to understand risk, how to analyze
and evaluate it, and how to manage it. And they must realize that often
the greatest risk for a company seeking to grow is to take no risk at all.

When companies manage innovation with this understanding and
in these ways, they can create new products and services (as well as
process improvements, customer insights, new business models, and
other types of innovations) that deliver payback and increase the
company’s ability to continue to grow and thrive. Failure to do so puts
the company on the path to commoditization, nondifferentiated posi-
tions, lack of advantage—and lack of cash.

Many companies are not achieving the payback they would like.

This is clear both from our experience in the field and from the results

3
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of our annual survey—The Boston Consulting Group (BCG)/Business
Week “Senior Management Survey on Innovation,” which was first con-
ducted by The Boston Consulting Group (BCG) in 2003.

In this survey, completed in April 2006, 1,070 executives represent-
ing 63 countries and all major industries responded, and they answered
19 questions.! The bottom-line finding was that 48 percent of the re-
spondents said they are not satisfied with the return they get on their
investments in innovation, and they gave a fascinating array of reasons

for their dissatisfaction. Here are just a few of the most typical:

e “We make exaggerated estimates of the benefits of a new

product.”

e “We have not established satisfactory performance metrics

that consider leading, as well as lagging, financial factors.”

e “We pursue too many things simultaneously and cannot exe-

cute them all.”
e “We don’t have the right people or capacity in place.”
e “Our time to market is too slow.”
e “Our sales force focuses on our traditional business.”

e “Seniors managers won’t fund new products because they are
too risky.”

e “Innovation is not a priority for the board of directors.”
e “We have a block in mind-set.”

All of these issues—and almost all of the others that we gathered
in the survey—pertain to issues of management, capabilities, metrics,
mind-set, decision making, and leadership. Very few respondents to
the survey said that their problem with innovation was a lack of ideas.

This is significant, because there has been a great deal of attention



Overview

paid in recent years to issues that have to do with ideas—including
practical methods of idea generation, the importance of creativity, and
the role of invention.

But as important as ideas are, they are only a small part of the
issue. Creativity is not synonymous with innovation. Good, even great,
ideas are not enough to guarantee payback. Innovation is the entire
process of developing ideas with the goal of achieving payback, and

it comprises three phases of activity, each with a distinct output.

e Idea generation. This is the phase when ideas are generated,
developed, tested, evaluated, and refined, but during which
the company makes no commitment to actually creating a prod-
uct or service (or taking some other action) based on the ideas.

The output of this phase is . . . an idea.

¢ Commercialization. This phase begins with the green light
from management to develop a proposed idea into an offering
that can be produced and marketed, either externally or inter-
nally, and ends when the product is launched to the buying
audience. At this point, the process has produced an tnven-
tton—the technology, product, service, or process improve-
ment that has achieved a tangible form but that has not yet
been tested by the external (or internal) market. The inven-

tion is the thing itself. Innovation is the process.

e Realization. This phase begins with market launch and ends
when the product or service comes to the end of its life cycle.
Although this is the phase when the cash payback is achieved,
many important aspects of the size and timing of the payback

have been determined by the activities of the earlier phases.

As our survey suggests—and as we've found in the vast majority of
companies we've worked with—a lack of ideas is not the main stum-

bling block to achieving payback from innovation.

5
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The central challenge for innovators, and the main focus of this
book, is the commercialization phase. This is true whether the idea is
for a new product, service, business model, customer experience, or
any other new thing. It is during this phase that the company must
evaluate the payback potential of the available ideas. It must deter-
mine the proper level of investment for each idea. It must choose
which innovation business model to use to develop and produce the
product. It must figure out how to organize the company to innovate
and achieve payback. And its leaders must find the best way to lead
the effort.

Payback is organized into three parts, the main ideas of which are

summarized in the remainder of this chapter:

1. What Is Payback? Chapters 2 and 3 explain the four S factors
that directly affect cash payback, as well as the indirect bene-

fits of innovation that can lead back to cash.

2. Choosing the Optimal Model. Chapters 4 through 6 explore
the characteristics, advantages, and management challenges
of the three innovation business models—integration, orches-

tration, and licensing—and how they affect risk and payback.

3. Aligning and Leading for Payback. Chapters 7 and 8 discuss
how to align all key elements of the company around innova-
tion, and the essential elements of leadership that are needed

to achieve maximum payback from innovation.

The Characteristics of Cash

In innovation, as we've said, cash truly is king. Four factors have a di-

rect impact on cash payback:
e Start-up costs, or prelaunch investment

e Speed, or time to market
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