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By Thomas M. Koulopoulos

The Process of
Innovation

Imagine the simplest product possible, something that has only a single
ingredient, ideally a pure commodity, abundantly available, utterly
bland and indistinguishable in its appearance, form, and taste. To make
this even more interesting, imagine that this product can also be
obtained for free.

What latitude could there possibly be to innovate with that
sort of a product? It’s hard to imagine a bigger challenge. Yet our lack
of imagination here is only a testament to our lack of creativity in how
well we can innovate the process of innovation itself.

We take innovation for granted as something that will
naturally bappen when we apply ourselves to the task of creatively
thinking about a market challenge to deliver a new product or service.
That is far from the truth. Most often innovation ends up involving
high measures of serendipity and simple brute force. This is an incred-
ibly inefficient way to operate in an area where the stakes are so high.
At a time when so much has been spent on enabling virtually every
process with IT, the process of innovation has been left woefully unat-
tended to.

While we talk about innovation and the formation of an
innovation economy as though it were here today, the ability to innovate
has, in many industries, fallen well below the market’s demand for
innovation. As quality initiatives such as six sigma have continued to
steadily increase and level the playing field for manufacturers and serv-
ice providers, the differentiators for any product are ultimately cost and
innovation.
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The Innovation Deficit

The perverse nature of this equation, however, is that
while the price we charge for a product may be
entirely within our control, the cost of producing that
same product may be severely impacted by the R&D
dollars spent on its innovation. So while production
costs decrease and manufacturing capacity increase,
a bottleneck is created in the development of new
ideas and products in their journey from concept to
market. Our most critical process suffer when we
need them most.

Take for example the high stakes market
of pharmacology. In the case of cancer research, and
the resulting drugs to treat it, an amazing phenome-
non has occurred during the past 15 years. While the
pool of knowledge that includes papers on cancer
research, DNA, and protein sequences, and R&D has
increased at an astounding rate of 300% across all
categories, the number of new cancer drugs intro-
duced annually has not only remained relatively stable
but actual declined by 50% from its high in 1996!

In our own research of R&D and inno-
vation across many industries we have been struck by
the degree to which this is purely a manual task — a
numbers game if you will — where many intelligent
people are thrown at a problem until discovery
occurs. This applies to most every industry regardless
of its complexity.

The objective is not simply to apply
yourself harder to the task of innovation, but to
change the very nature of how you and your organ-
ization innovate. While businesses typically focus on
only the most obvious form of innovation, new prod-
uct innovation, in every organization there are three
fundamental types of innovation:

e Creating new products, services,
or markets

e Extensions or feature improvements
to existing products, services, or
markets

e Increased efficiencies in existing
products or services.

Organizations experience innovation in
all three areas above, but typically have a core com-
petency in only one. Dell, for example, is not known
for innovating new products, but is world-renowned
for the efficiencies of its supply chain operation.
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Apple Computer is known for its innovative product
design. Many pharmaceutical companies outsource
everything from product development right on
through to clinical trials, and innovate solely in mar-
keting and sales.

On the other hand, Coca-Cola has made
a core competency out of innovating water, with more
colors, flavors, and implied lifestyles than anyone
could possibly have imagined even a few decades ago.
Consider that in most cases a bottle of Aquafina, Coca-
Cola’s Purified water brand, will cost as much or
more than a similar soft drink — yet when you put
them side by side it is always the Aquafina machines
that are sold out first — even with a water fountain a
few steps away!

This is not an isolated phenomenon.
One of fastest growing items in the produce section of
your local supermarket is not a new genetically
altered vegetable but rather mixed greens in a bag,
priced at a substantial premium over the same ingre-
dients sold separately.

There is also a mathematics to innova-
tion that consistently evades us. Like the unseen quan-
tum forces of uncertainty at play in physics, there are
forces at play in highly innovative markets that defy
prediction. One of these is the tendency of innovation
to act as its own accelerant — often wreaking havoc on
exiting systems and processes not ready to take on
higher volumes of transactions and work.

Innovations are like changes to
ecosystems — they bhave unforeseen implications
that may impact the market in ways that create
even greater opportunity for yet additional inno-
vations. In the fast pace of today’s markets,
preparing IT systems for these opportunities by
anticipating them is a noble but futile effort. You
must be ready to rise to the occasion when it is not
anticipated. The cascading effect is usually beyond
anyone’s ability to plan. Cascading innovation is rem-
iniscent of the classic scene from 7 Love Lucy. Lucy is
stationed at the end of an assembly line for cakes,
boxing them as they come off. As the assembly line
starts to speed up she tries to keep pace, ultimately
making a mess of monumental proportions in classic
slapstick style that is all too familiar to many CIOs.

The automobile industry found itself in a
similar situation during the past few decades. With
production techniques and computer aided design
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and engineering accelerating, new models of automo-
biles were also running wild. Manufacturers such as
Chrysler seemed to be coming out with new models at
a rate to rival the variety in a five-year old’s matchbox
collection. But as automobile costs rose, the industry
responded by moving quickly to begin pushing leas-
ing as an alternative for non-corporate buyers.

The leasing trend caught on quickly, and
for a few years it sparked a boom in buying. But then
the aftermath set in. As leased cars reached their term
and new models tempted buyers there was a flood of
used cars (albeit barely used in many cases) on the
market. In the genius of one innovation the manufac-
turers had planted the potential seeds of its demise.
The solution was yet another rapid move to create
certified or pre-owned car programs that would war-
ranty the used cars for periods that were in some
cases better than the expectations for most new car
warranties. Interestingly, the genesis of this innovation
was with the dealerships who were being buried
under mountains of slightly used vehicles that were
saddled with a used label but were in fact far from the
role model of a used car.

In each of these cases entirely new sys-
tems had to be put in place to handle the nuances of
each new business model. From marketing to financ-
ing the status quo was rocked repeatedly with each
new set of problems and opportunities. It may seem
to be an impossible situation. It is not. There are
some fundamental precepts that we can follow to
build organizations that can withstand and even thrive
in this sort of buffeting. Most importantly creating IT
systems that are utterly transparent.

Pulling Back the Curtain

The richness of innovation in an industry is often
directly related to the transparency of all the pieces
of its value chain. This is one of the reasons we've
already made the case (in an Optimize column for
BSP in 2004) about the role of universal industry plat-
forms for IT and Business Process Services (BPSs) as
a necessary feature of any sufficiently advanced tech-
nology infrastructure for sustained innovation.

While we will freely admit that this sort
of accelerated innovation climate can result in a ram-
pant and sometimes irrational behavior on the part of
investors and buyers — as is vividly demonstrated

in boom periods such as the dot com bubble in the
late 1990s — we should not confuse the increased rate
of failure in a fertile innovative climate with the value
of those innovations that do survive. A higher rate of
experimentation and failure is a natural part of high-
er rates of innovation. If we are in fact shifting from a
service-based economy to an innovation-based econ-
omy then we will need to adjust our view of failure
and align it within the context of the financial con-
straints and growth ambitions of our organizations.
Certainly nobody would claim that a zero rate of inno-
vation would equal zero rate of failure. The question
most business people ask themselves is “at what rate
of innovation am I balancing risk and reward?”

The reality is that many organizations
often make the mistake of asking that question out-
side of the sphere of the organization’s core compe-
tency. As they move outside of those areas that repre-
sent their core competency, their ability to innovate
dramatically decreases, yet the need to innovate is
equally spread across all of these functions.

One of the first mandates for any organ-
ization attempting to achieve innovative excellence is
to clearly identify which of the three types of innova-
tion described best represents their core competency
(i.e. separate the core innovative differentiators of the
business from those that are the operational outliers).

An interesting outcome of this analysis
for most organizations is that while the areas of core
innovative competency may be the source of top-line
growth, it is often the non-core areas that consume
the largest percentage of an organization’s IT budget,
precious human resources and management time.
In a classic case of the Pareto Principle, the non-
core areas consume the majority of your resources
and starve your company of its innovative capaci-
by, ultimately being responsible for shrinking or
stunting bottom-line growth — these are the factors
of risk that often cloud assessments of the rate at
which innovation should happen.

Take the classic case of healthcare.
While diagnostics and patient care may be the core
competency of most healthcare providers, it is the
support and maintenance of facilities and administra-
tive functions that are often the linchpin for holding
down costs and achieving near-term profitability and
process excellence. The challenge for a healthcare
provider is knowing how to leverage innovation in
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their area of core competency (diagnostics and
patient care) while also being best-of-class in the sup-
port of their patient facilities and processes.

This is apparent even at the level of the
individual physician who is encumbered by adminis-
trative processes that typically limit their ability to
deliver quality healthcare and focus on their personal
core competencies. The resulting level of triage that is
performed results in longer wait times for treatment,
shorter face time with patients, and ultimately greater
risk for the physician and the patient.

Organizations need to focus on core
competency while sourcing partners take responsibil-
ity for innovating change and cost control in non-core
operations. For example, at Harvard Pilgrim Health
Care, Inc., a not-for-profit New England health plan
with 800,000 members and 22,000 physicians, this
approach was used to create innovations in how
claims were processed. In addition, creative IT initia-
tives were used to develop a secure Web application
that allows members to enroll, select physicians, view
benefits and eligibility information, update family
information, and order ID cards online.

By focusing the service partnership
specifically on core strategies and processes, the
result was an overhaul of Harvard Pilgrim’s claims

processing systems and its overall IT operations.
While traditional outsourcing may emphasize replac-
ing systems and bodies, this new wave of sourcing
focuses on the core areas of innovation in which an
organization must excel to differentiate itself. Harvard
Pilgrim achieved excellence across its entire spec-
trum of innovation. If you take this idea of focusing on
the core areas of innovation and apply it broadly,
some interesting trends emerge.

Most importantly you refocus your busi-
ness on its core mission and competencies, objectives
which may have been long obscured by the fog of tech-
nology, but which have always been the essence of what
separates the leaders from the laggards in any industry.

You may have built new enterprise sys-
tems, optimized your supply chain, and invested in Six
Sigma and ISO operational excellence, but chances
are most of your competitors have as well. So any
potential advantage from these strategies has been
fleeting. Short-term differentiation along the periph-
ery of your business does not create long-term pre-
eminence at its core.

You are now at a turning point. It is time
to reinvest in those areas that make your organization
not just better but those core competencies that make
you great.
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