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HOW TO TAKE A LEAP
INTO THE FUTURE

Dear Readers,

Despite the coronavirus and its economic fallout, automakers should not persuade themselves that
most of their troubles stem from the pandemic. It has of course been a major blow for all industries, and
vehicle manufacturers had to halt production for several weeks to protect their employees from infection.

Furthermore, the economic crisis is expected to cause double-digit falls in 2020 sales in most markets.

However, the big lesson of the crisis for the auto industry has been the fragility of its current model.
This year's Automotive Manager looks at what changes are needed — and, more importantly, provides
concrete suggestions for how to set these in motion.

One problem shown up by the crisis is that major automakers’ current business model is not resilient.
Manufacturers have come to rely on high volumes, which imply high fixed costs — but their profit margins are

low, and as soon as the volumes decline, profits collapse.

But even without external shocks, the products and success pattern that have served the industry for
decades are not suitable for the future. In just a few years, powertrains will be electric; driving will be digitally
aided; manufacturing and procurement may approach carbon neutrality; and much of the sales process
will be online. These transformations imply completely different ways of working, from manufacturing
to research and from relationships with suppliers to relationships with customers.

Automakers mostly have a good idea of the future of their industry. Their problem has been implementing
change in a fast and sustainable manner. We have identified several starting points. Of these, inhouse,
“greenfield” projects are an especially good way to set a new model in motion. They allow a company to set
up and test a new model, without it being held back by “legacy” units — and without the need to completely

resize those older units, so long as they remain profitable.

The COVID-19 pandemic will end at some point in the future, albeit leaving severe economic repercussions
in its wake. But the other crisis and transformation challenge — the automotive industry’s own — will remain,

until manufacturers resolve it themselves.

Yours sincerely,

August Joas
Partner, Head of Automotive Sector
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For automakers, the future is clear: It will be electric or at least hybrid, autonomous, and
digitalized. Yet, despite these certainties in the direction in which public sentiment and regulation
are taking the industry, car companies seem in no hurry to get there.

While key players worldwide are saying the right thing about where they intend to take their
companies, they are not following through with enough enthusiasm. For instance, every top
manufacturer is adding new electric vehicle (EV) models, but they still promote and rely on the
profit from traditional cars and sport utility vehicles (SUVs). Automakers are also investing
in autonomous systems, recognizing that the future of driving will be digitally aided. Still, the
bulk of research and development (R&D) money is being spent on hardware for traditional
vehicles, not software for EVs or autonomous vehicles (AVs).

The reluctance can also be seen in the digitalization of the sales process. While automotive
websites and technology that allows customers to configure their car choice are now
commonplace, the final purchase still must be completed for the most part at a traditional,
independent dealership.

As a result, the world’s biggest automakers risk losing large parts of the market to faster-moving
newcomers willing to experiment with more radical business models. They will be cast in the role
of followers, not leaders — likely to come late or miss out entirely on new market opportunities.

INCREMENTAL VERSUS FUNDAMENTAL

The problem: Most manufacturers are sticking with making only incremental improvements — an
approach to change that served them well over the decades. The reality is this approach no longer
works. Right now, the industry is in upheaval and only a more radical approach to change
will suffice.

Long-term strategy and fundamental change may not seem urgent right now, as the world
economy reels from the coronavirus pandemic. Automotive production was brought to a halt
in many plants around the world, and we expect contracting gross domestic product in global
economies and consumer uncertainty will lead to double-digit revenue declines in most
markets in 2020. Some markets could shrink by as much as one-third.

The COVID-19 crisis has made one thing very obvious: The current business model of the
automotive industry is not resilient. It is focused on volume; it has high fixed costs, and it
is inflexible. That makes the industry extremely vulnerable to external shocks, such as the
coronavirus crisis, which has hit both demand and supply chains.
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Once the immediate crisis has passed, automakers will have to act decisively to follow new
mega trends and leave behind legacy thinking that is pushing down returns on their traditional
businesses. The new automotive era requires greater emphasis on bolstering the profit per
vehicle, cutting significantly fixed costs, and encouraging more partnerships — both within the
industry and outside. The industry needs to reinvent itself starting today, not tomorrow.

FROM THE GROUND UP

The most effective way to reinvent a company is to build a new, greenfield business next door
to the established one. Instead of adding digital experts to an existing R&D center, set up a new
software center. To reduce costs, create a single platform for EVs and then move all models
to this same basic architecture. Rather than only enhancing dealerships with new, costly features,
set up an online-only sales channel and integrate the dealerships by giving them a new role in
the new paradigm.

To design cars for an era of electrification and digitalization, automakers also need to start
managing projects like digital natives. That means working in quick sprints to reinvent different
aspects of their business, rather than today's preoccupation with fully validating incremental
product improvements. It also requires rapid decisions instead of cascading alignment meetings
over months.

But for now, auto profits come out of conventional car sales — and particularly from SUVs.
To finance the push into the future, car manufacturers must get the most value possible out of
current lines of business. To make sure they have enough money to finance their transformation,
automakers need to reduce costs in traditional product lines by another 10 to 20 percent through
efficiency and structural measures.
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THREE PATHS TO CHANGE

If automakers execute radical change, they once again have the potential to achieve the kind
of profitability they knew in the past — or perhaps even better levels. But their companies will
not look like they used to. Here are three ways they can apply the greenfield principle to speed
forward into the digital, electric age:

1. Create a single platform for conventional cars

Traditionally, large automakers have different platforms tailored to each main product group,
based on size. These platforms help to design the best possible conventional internal-combustion
autos, but they often lead to technical compromises if used for hybrids or EVs of the same size.

As the race heats up to provide the best value for customers, car companies need to push for
standardization in platforms for internal combustion vehicles. Like in technology, standardizing
cuts production costs and subsequently increases value. Given the need to invest sizable sums in

new technologies, increasing profitability per unit must be a high priority for automakers.

Standardizing the internal combustion platform allows companies to focus on creating platforms
designed to fully reap the benefits of EVs and hybrids. Automakers deploying bespoke EV
platforms claim that they can help reduce product cost by as much as 20 percent if target
volumes are achieved. That cost advantage will come with additional customer benefits such as
more space and increased freedom in styling and proportions. In the future, a range of EVs could
run off modular, scalable platforms. Another advantage of standardization is the ability to use
the same microprocessors, electronic controls, and a single kind of driver-assistance technology
can be used for all brands built on that platform. Production protocols can also be similar for all
models in factories worldwide.

The M D
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2. Emphasize software R&D and projects
with the biggest long-term payout

Even before the COVID-19 crisis, R&D budgets went
through a series of cuts, with many automakers
reducing spending 20 percent or more. Projects were
pushed back — even those of strategic importance,
such as work on new powertrains and operating
systems and the integration of new suppliers and
development partners.

The R&D of the future needs to correspond to the car
of the future — a vehicle based on a single platform,
most often electrically powered, with autonomous

driving capabilities, and a much higher percentage
of value-added digital content and software. While in
the past most R&D was working toward hardware-driven
milestones, value in the automobile moving forward will
be based on software solutions as hardware complexity
is reduced with the gradual reduction in the numbers
of internal combustion engines and transmissions.

Software will become much more standardized,

as numerous manufacturers share a common operating
system, and then adapt it to specific vehicles, use
cases, and customer configurations. These measures
have great potential for reducing the cost of R&D:
Some recent programs suggest that savings of

30 percent or more could be achieved.
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3. Digitalize sales

For the past several years, the size of dealer networks has been on the decline, dropping at a rate
of about two percent per year. While digital content has been taking the place of dealers, it has
not always been the right digital content. Instead of cutting costs, it has increased them.

The future of sales will be omnichannel with customers selecting their preferred touchpoints.
Retail needs to digitalize, but that does not mean there will be no physical presence. Most likely
we still have the emergence of brand stores that will showcase the latest models, similar
to a retail approach pioneered successfully by Tesla. There will also be satellites that will offer
servicing and handover points where customers can pick up their new or recently serviced autos.
The specialization of these new outlets will yield a higher level of performance. They will also
be digitally enabled, so that customers will be identified immediately on entering the outlet,
and the staff will be aware of their preferences and existing portfolio.

Separately, we suggest automakers build up an online sales process from scratch. This will
give customers the option of a seamless e-commerce journey, including a broad offering
of information, a simple online offering and selection of vehicles that provides various options
and the facility to configure a selection online. There would be the usual help from qualified call
centers and online options for payment system. Strong, service-focused dealers can be important
players in this process, offering such in-person experiences as test drives or showroom visits.

In the post-COVID era, digitalization is expected to cut the number of dealerships in half as the industry
shifts to an online business model. Sales channels will prioritize client mix, segment allocation,
efficiency of promotions, and price quality for different customer segments rather than volume.
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TURNING THE TIDE

For large organizations like international automakers, with inculcated cultures and extensive
bureaucracies, changing course is not always easy. For the past several years, revolutionary
technologies like electrification and autonomous functions on the design and manufacturing
side and car subscription and digitalization on the sales side have already been challenging
the industry’s old ways. And no doubt, COVID-19 is making the disruption sweeping automotive
more complicated and urgent.

Given the scope of change, automakers need to stop pinning their hopes on incremental
improvement, and instead set up new projects in areas that have a major impact on their
businesses: a scalable electric-vehicle platform; R&D with a strong digital focus; and a digitalized
sales system. This does not mean abandoning existing models and profit centers, but just
a recognition that moving forward they will no longer be their primary source of growth and

gains in market share. Nor should they be where automakers focus their energy and investment.

Greenfield projects in these new areas of focus will be what kicks off a new era of profitability.
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What has been the key to SKODA's remarkable
success in recent years?

It is an interaction of various aspects, starting with

our clear brand Strategy 2025, which includes cross-
functional strategies with 16 action fields. They have

an impact on all our business areas like digital
transformation or sustainability. Equally important is
the transformation of ourselves — our thinking and
acting, our attitude and behavior. This is also reflected
in our three brand values: ‘simplifying’, ‘human’ and
‘surprising’. All our products and services are based on
these values. Customers understand and appreciate this.
Another factor is our consistent product strategy, which
is proving to be very successful around the world. Here is
another example: Three years ago, we launched our SUV
campaign with the KODIAQ. With the KAROQ and KAMIQ,
we quickly expanded our product range. Today almost
one in three SKODA' sold is an SUV. And although we are
living in a highly digitalized world, it is the people that
make the difference. So, the team that is implementing
our Strategy 2025 is at least as important to our
success. In SKODA's case, it is extraordinary: over 42,000
Skodians get to work with a great deal of passion,
commitment and a ‘clever together’ attitude — as we call
it. You get a sense of this special team spirit when you
talk to Skodians. And last but not least, we listen very
carefully to what our customers really want.

What does the average SKODA customer expect
and appreciate the most?

Our customers expect us to deliver on a promise
with every new product. I like to describe this as a
“smart understatement”. It is a set of values that all
our models fulfill. These include superior roominess,
maximum functionality, convincing value-for-money and
a clear, characterful design. These qualities are exactly
what our customers all over the world appreciate.

What are the key challenges for SKODA

going forward?

We are certainly concerned with the effects of the
Covid-19 pandemic. We expect the biggest impact in
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the second quarter, followed by a gradual recovery in
the third quarter and possibly returning to the previous
year’s level in the fourth quarter. Prerequisite for this
development is the fast execution of state subsidy
programs in the various regions. On a positive note,
we have posted record results in recent years and
we currently have sufficient liquidity. Our company is
strategically well-positioned, has an excellent foundation
and an attractive, modern model portfolio. We are
therefore sticking to our medium and long-term plans.
This means we are systematically continuing the
transformation process we embarked on as part of our
Strategy 2025 — the transformation from the internal
combustion engine to the electric car, from analogue
to digital, towards agile processes with flat hierarchies
and — if you like — the transformation from single
products to holistic solutions.

How will SKODA's vehicle portfolio evolve over the
next few years?

We are currently in the middle of the largest product
campaign in SKODA's history. From the beginning
of 2019 to the end of 2022, we are launching a total
of 30 new models, derivatives, product upgrades and
variants. These include ten partially or fully electric
models. This year we are introducing the ENYAQ iV,
our first all-electric car that was designed as such from
the outset. We are making it the flagship of a new era
for SKODA.

Are there any electric vehicles in the

current portfolio?

Yes, of course. Last year we entered the electric age
with two models, the all-electric CITGOe iV and the
SUPERB iV, our first plug-in hybrid. This was a very
special moment for us. Now we are quickly moving
forward through the steps I described. We are convinced
of the technology: In the foreseeable future, the e-drive
will be the most effective way to sustainably reduce CO2
emissions — alongside our highly efficient combustion
engines that we are continuing to optimize and that
are also helping to reduce our global CO: footprint.



And, of course, we are taking our employees along with
us into the future: Around 20,000 Skodians have already
received training in e-mobility. In the next two years
alone, we will be investing 40 million euros annually
in training and further education to get our workforce
ready for the future.

Digitalization and software: What are the priorities
for SKODA?

The car is increasingly becoming a highly intelligent
mobile device, the “perfect third place” after the
workplace and home. Our top priority is to offer our
customers real, practical added value. The iV ecosystem
we are building around our e-mobility portfolio is

a good example of this. If you drive an iV model, you will
receive, among other things, the MySKODA Powerpass,
which allows you to charge your iV quickly and easily
at public charging stations throughout Europe. This is
where digitalization is helping us make e-mobility easy
and convenient for our customers. In this way we are
creating an authentic brand experience and sustainably
expanding our added value in the digital area.

Could you give us a few more examples?

With services like CityMove, BeRider and HoppyGo,

we already have a whole range of mobility and vehicle-
on-demand solutions. With our DigiLabs in Prague,
Pune, Beijing and Tel Aviv, we also have a global network
through which we are collaborating with promising
start-ups. Our aim is to forge links with the local start-up
scene and develop tailor-made mobility solutions for our
customers. When it comes to digitalization, in particular,
our motto is: Partnering and speed are key! This is
gradually bringing us closer to our target vision that we
defined with our Strategy 2025: “SKODA — the Simply
Clever Company for the Best Mobility Solutions".
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In which field does the SKODA brand have to change
the most in the next few years?

I think one thing is certain at the beginning of this
new decade: the speed of transformation will continue
to increase. Flexibility, adaptability and also resilience will
become even more important — the Covid-19 pandemic
shows this very clearly. Of course, our business and the
general conditions are also constantly changing. This is
why we are now heading to working intensively to cover
our SKODA Strategy 2025+ till 2030, which involves
systematically developing the core strategic topics.
We are making adjustments wherever necessary:

We continue to sharpen our focus on the customer,
expand our value chain to include e-components,
software development and connectivity services and
we are making SKODA even more agile, faster and
more diverse.

You have been the CEO of SKODA for the last

4.5 years. What is your leadership philosophy?

I can summarize it in three words: transparency,
consistency and straightforwardness. For me as an
entrepreneur, transparency means having as complete
an overview of my business as possible. This is a
fundamental prerequisite for making the right business
decisions that are verifiable, valid and sustainable.
Consistency describes the implementation of these
decisions. And straightforwardness, for me, means
standing behind the decisions we make and taking
responsibility for them. And now, with Covid-19: Never
take anything for granted. Business is change, there is
nothing else.
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AUTO’S ROAD
T0 CARBON-
NEUTRALITY
POST-COVID

From suppliers to buyers, there are more
emission sources to control than just cars

I
Marc Boilard



Automakers face a stark reality when it comes to climate change: With road transportation
accounting for almost one-fifth of the carbon dioxide (COz) released into the environment,
they have no choice but to play a large part in any effort to reduce global emissions. But while
they have tried to chip away at the total with electric vehicles, hybrids, and better fuel efficiency,
auto emissions were still rising through 2019.

When it comes to controlling emissions, the fragmented nature of the automotive industry raises
challenges to achieving carbon neutrality that often appear beyond the control of car companies.
Like most heavy industries, automakers can attack the problem by increasing the efficiency of
their manufacturing processes and ensuring that they use clean sources of energy to power their
production from renewables. But most emissions related to their primary product are generated
after the automobiles have left their possession or reside in the complex supply chains that provide
the components to build automobiles, made up of independent companies around the globe.

France recently said it will support sales of lower-emission autos, like electric vehicles (EVs),
using coronavirus corporate bailout money to make them more affordable for consumers.
While stay-at-home orders, travel restrictions, and business closures put into effect because
of COVID-19 decimated demand, it also dramatically produced double-digit reductions in CO2
emissions. That is a temporary respite, and while economic activity is unlikely to come charging
back, emissions will most certainly begin to climb as soon as the virus-related rules relax.

TURN CRISIS INTO OPPORTUNITY

Smart automakers could use this ramp-up period and the COVID-19 financial aid to incorporate
technologies and strategies to reduce emissions. First, France is not expected to be the only
nation to tie corporate coronavirus bailout money to pledges of reducing emissions and other
efforts supporting carbon-neutrality. Second, many strategies adopted to mitigate the impact
of COVID-19 can be applied to efforts to combat climate change.

Effective carbon-neutrality strategies must address the entire life cycle of the product.

For instance, one primary reason automotive emissions have been on the rise is because more
people are buying sport utility vehicles (SUVs). Between 2010 and 2018, SUVs — with lower fuel
efficiency than sedans — were the second largest contributor to an increase in greenhouse gas
emissions, according to the International Energy Agency, adding more COz than heavy industry,
trucks, aviation, and shipping. Other internal combustion vehicles like sedans saw a decline over
the same period.
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That means carbon neutrality may require either discouraging consumers from buying SUVs by
producing fewer or making them more expensive or re-engineering SUVs to produce significantly
fewer emissions. France's subsidies for EVs and other low-emission vehicles would support
that effort. Designing SUV platforms that are lighter and more aerodynamic would also help.
One manufacturer estimates that making a light truck like an SUV produces 0.6 tonnes of COz,
while the SUV itself will release 34.5 tonnes over its lifetime. Given the switch to electric vehicles
will probably not happen fast enough to prevent rising temperatures, automakers could focus

on producing more hybrid SUVs to reduce lifetime emissions.

One of the easier aspects of going carbon-neutral for industry is controlling their own use
of energy in production. Automakers can make sure that energy generated elsewhere comes
from a clean source. That means, for example, purchasing wind power and putting pressure
on utilities to discontinue use of coal. To support these efforts, automakers can engage certified
environmental management systems. Some CO:z emissions are unavoidable, and these can

be offset by planting forests or carbon credits. But car companies can be more aggressive
by incorporating more energy-efficient technologies at their own plants and even consider
producing some of their own energy by installing solar panels as Tesla did in its Reno, Nevada,
gigafactory.

SUPPLY CHAIN COMPLIANCE

Itis also a juncture where automakers can use their additional leverage with struggling supply
chain providers to get them to cut their emissions output. They can also consolidate suppliers,
cherry-picking those with the best records on emissions and most willingness to share data and
move toward carbon neutrality.

They also can select more domestic or nearby suppliers to reduce emissions from transporting
parts. Addressing the supply issue is critical: The automaker that produced the 0.6 tonne emissions
estimate for producing light vehicles also puts its supply chain emissions release to be 10 times
that for each vehicle.

That said, supply chains are complex and often opaque. The lack of knowledge often becomes

an excuse for inaction. One approach to working more closely with suppliers is a self-assessment
questionnaire for suppliers on the sustainability of their operations. Some automakers are

embracing the circular economy by recycling or remanufacturing vehicle parts. This reduces

the carbon footprint and saves on the cost of raw materials. To capture as many old parts as

possible, they are establishing vehicle-dismantling divisions and other salvage efforts.
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RECYCLE PARTS

The spread of electric vehicles (EVs) makes the circular economy even more important. Battery
production can be a major source of emissions, depending on the energy source used.
Recycling EV batteries could help reduce the carbon footprint from their manufacture and
reduce the amount of raw materials, such as lithium, needed.

Finally, automakers need to have the right governance structure in place to ensure that carbon-
reduction initiatives are integrated into all parts of the business. Oversight of climate-related
risks and opportunities needs to be made clear and in the hands of the board of directors and
senior management. Key performance indicators need to be transparent internally and externally
to establish accountability and measure progress, and automakers should disclose how they
identify, assess, and manage climate-related risks and how these processes are integrated into
their overall risk management.

Going carbon-neutral is a challenging process, and even more so for an industry in the spotlight.
Automakers need to remain agile as regulation in the area is in flux and is likely to become more
intense as we draw closer to the 12-year deadline the United Nations has suggested for when we
reach a point of no return. COVID-19 is the industry’s preoccupation today for obvious reasons,

but climate change may end up being our next global crisis and being proactive now is likely
to pay off a few years down the road.
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What are the main initiatives of your strategy

to decarbonize?

Sustainability is a central pillar of our corporate
business strategy. One focus is our goal of climate-
neutral mobility within the next 20 years. We are aware
that we do have a huge responsibility here and do our
best to make an important contribution slowing down
climate change. We adhere to this plan also in the
current situation and consistently pursue our vision
of maximum fascinating mobility with the least
possible negative impact on the planet.

Mercedes-Benz is the first premium automobile
manufacturer to have had its climate protection
objectives scientifically verified by the Science Based
Targets Initiative (SBTI) to underline that we support
the Paris World Climate Accord with these targets.
Almost one year ago, we have defined concrete
measures under the umbrella “Ambition 2039”,
considering the entire value chain of a vehicle in
a holistic approach towards a circular economy.

Those measures stretch from development to the
supplier network, our own production to the electrification
of our products, goes beyond renewable energies for
the use phase of electric vehicles, and closes the cycle
with innovative recycling concepts. Just to name one
example: We have just announced that as early as 2022,
our own Mercedes-Benz car and van plants will produce
COz2-neutral worldwide, including more than 30 car and
van factories worldwide.

What is your view on return on investments in

the area of decarbonization, especially considering
the (still imited) customer demand? Is that money
well spent?

We as a company stand by our social, ecological and
economic responsibility. For us, there is no question that
the path towards a COz-neutral company and long-term
economic success go hand in hand.
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Even if we are aware that this transformation is
a huge challenge, we are convinced of the necessary
investments in the future.

We will therefore continue to invest in the necessary
technologies, which we are convinced are crucial

for the successful transformation of our company.
Having a look in the very diverse markets and regulatory
situations, there is still room and need to continue
to work on several solutions. We continue to consistently
pursue our three-lane drive strategy with an intelligent
mix of the latest internal combustion engines including
48-volt technology, tailor-made plug-in hybrids and
purely electric vehicles.

By the end of this year, the goal is to have five fully
electric car models and 20 plug-in hybrid variants
on the market. The plug-in hybrid portfolio extends
from model variants of the A-Class to the S-Class,
from the GLA to the GLE with electrical ranges of up
to 100 kilometers. On the purely battery-electric side,
our model offensive continues without a break. The fully
electric Mercedes-Benz EQC models, the three smart
EQ models and, soon, the EQV are already available.
But also, purely electrical variants in the compact
segment, like the purely electrical EQS for sustainable
luxury in the premium segment, are already in the
starting blocks. With this mix of drive types, we are
convinced that we can offer our customers the right
vehicle for a wide variety of needs and market scenarios.

Last but not least, this also includes green financing,
for example with green bonds. Such measures create
new opportunities to support future investments

in COz2-neutral technologies. At the same time, they
allow environment-oriented investors to be directly
involved in Daimler's ambitious sustainability projects.
This way, Daimler supports the European Union’s Green
Deal, which, among other things, aims to motivate
institutional investors to channel more capital into
low-carbon and climate-neutral projects.
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Where do you see the most promising potentials
of digitization for the automotive industry?

There are two main streams in automotive from my side:

On the one hand the digitization of the creation
and manufacturing of a vehicle. My vision is to see in
the beginning maybe only clay to witness stunning
proportions and the beautiful exterior and interior of
a vehicle. But after the design freeze, I could imagine
a total digital process to develop and test a vehicle in
cyber space. The process includes a digital production
process and ends in hardware at the latest possible
point. The company thinks and acts in end to end
processes which are highly digitized.

On the other hand the vehicle itself gets digital
including its own ecosystem. The Mercedes of the
future will be developed inside out. A software driven
architecture will be the core, including a Mercedes
Operating System. Driver assistance in various levels
based on ample computing power and artificial
intelligence will be cutting edge. Infotainment on
highest levels and powerful connectivity including cloud
based backends provide an outstanding experience
for the user. A massive transformation to digital and
software orientation is a path we 