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Automotive suppliers are expe-
riencing the biggest challenge 
in history. Like automotive 
manufacturers, many are on 

the verge of filing for bankruptcy. Even 
companies like Bosch, a stalwart of prof-
itability since its start in 1945, reported 
losses in 2009. 

Suppliers have reacted to earnings loss-
es with the usual antidote: cost cutting. 
Yet cutting costs isn’t as easy as it used 
to be. 

Suppliers already exhausted many cost 
cutting options when the industry was 
doing well. Exacerbating the situation, 
traditional cost structures have been 
shaken up in past years by major changes 
in the industry. One of these changes is 

“intelligent” driving assistance systems 
like automated parking assistance, lane 
departure warning or adaptive light. 

While the role of these intelligent sys-
tems is growing steadily in the automo-
tive market, they are simultaneously 
forcing suppliers to tread new ground 
in terms of cost structures. The “intel-
ligence” – the actual value of these sys-
tems – is not based on variable costs like 
steel, aluminum or plastic, but on soft-
ware developments with fixed costs. 

Suppliers that slash their R&D budgets 
for future assistance systems risk fall-
ing behind in the long run. Even worse, 
many suppliers are currently applying 
their old unit cost-based price models to 
new fixed cost-based innovations. 

The effect on earnings is direct: If system 
development costs are high, then there 
are little or no variable costs in produc-
tion. Every Euro earned with the system 
has an immediate bottom-line impact, 
but the R&D costs are often left uncov-
ered. 

Intelligent parking assistance systems are 
a very good example of this. Volkswa-
gen’s “Park Assist” system, for example, 
automatically parallel parks a car. The 
driver needs only to step on the gas ped-
al; the “Park Assist” steers. It offers driv-
ers an additional advantage 
over the common parking 
assistance systems with their 
acoustic or visual warnings. 

At first glance, the added 
value of this system seems 
to come from the extra 
“hardware”, i.e. extra ultra-
sound sensors. Yet the real 
breakthrough was primar-
ily achieved in cleverly con-
necting the sensors with 
the steering. A complex and 
time-consuming development process 
created this software that enables a car 
to park itself. In other words, the added 

customer value originates chiefly in the 
software. 

If the supplier’s price model for the “Park 
Assist” is based, as commonly seen in the 
industry, on variable unit costs, the fol-
lowing effects are inevitable: 

•	 The	supplier	will	receive	little	repayment	
for the added value that the system of-
fers, as the price is based only on the 
additional hardware (sensors, servo 
system).

•	 In	the	worst	case	scenario,	the	revenue	
achieved throughout the lifecycle will 
not cover the incurred development 
costs.

•	 The	price	model	 doesn’t	 even	 include	
a component that would require pay-
ment for possible software upgrades or 
updates.

The last effect can currently be observed 
at Volkswagen. The “Park Assist” for the 
2010 models can now park in a spot that 
is only 1.10 meters longer than the car; 
before the system required at least 1.40 
meters. Most probably, improved soft-
ware, not new hardware (i.e. sensors), 
was necessary for this technological im-
provement.  

What should the supplier of a software-
based system do? The answer is simple: 
Change the price model and adapt it to 

the new product. Software has been suc-
cessfully sold in other industries for de-
cades now. New price models have been 
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cost structures.
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effectively deployed to solve the prob-
lem of higher R&D costs and lower 
variable costs.

What do these price models involve? 
They all have one thing in common – 
they are non-linear. This means that 
there is no singular unit price, but that 
customers pay according to other criteria 
independent of the volume sold. 

The options are virtually unlimited. Sup-
pliers can offer a combination of a fixed 
software license and a variable, volume-
dependent payment for hardware; a mix-
ture of license, maintenance and upgrade 
fees; or a flat rate license fee and unlim-
ited usage for the buyer. 

Figure 1 illustrates common price mod-
els for software products or products for 
which software is a decisive driver of the 
product value.

These price models are especially attrac-
tive for suppliers: Even when car pro-
duction stagnates, the supplier is able to 
sustain its earnings. 

This is especially evident when you com-

pare the revenue of license/upgrade sys-
tems of today with that of the past. We 
must first assume that the same number 
of systems is sold every year. 

On the left side of figure 2, the sup-
plier generates annual revenue equaling 
the volume multiplied by the negotiated 
price. Revenue drops every year, because 
price cuts (the so-called “savings” caused 
by efficiency improvements in supplier 
productivity) are negotiated each year 
between the suppliers and car manufac-
turers. 

On the right side of figure 2, revenue 
for hardware and software is separated. 
Hardware revenue follows the same rules 
as on the left side. Moreover, the supplier 
first receives a license fee for the software 
developed for and added to the hard-
ware. 

Ideally, the license fee covers a major 
portion of the incurred R&D costs. The 
supplier continues to receive a payment 
for software upgrades regardless of the 
volume sold. This payment corresponds 
to the value of the upgrade and the sup-
plemental costs of software improve-

ments. This would also be the case with 
our Volkswagen example, in which the 
necessary parking space was reduced to 
1.10 meters. 

Given the high number of primarily 
software-based parking assistance sys-
tems in circulation today, suppliers must 
act quickly – especially in the future. If 
suppliers can successfully sell hardware 
components together with software, 
there will be even higher exclusive soft-
ware sales in the long-term. Instead of 
changing thousands of physical compo-
nents, the owner simply has to change a 
CD. The hardware can be bought for less 
elsewhere.

Other industries, e.g. the music industry 
(crossover from CD to download), tele-
communication providers (from selling 
systems to selling solutions/software) or 
print media (newspapers go online), have 
made the switch from physical products 
to software (literally and figuratively). 
The changes in production and prices 
were drastic.

This transformation is also taking place 
among suppliers of automotive prod-
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Figure 1: From linear to multi-component pricing
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Figure 2: Traditional price system and typical software price system

ucts. The automotive supplier indus-
try has a lot of catching up to do in the 
area of price models for software-based 
products. “Intelligent” driving assistance 
products could become unprofitable if 
classic price models are applied – some-
thing car manufacturers also want to 
avoid in the long-term.

Car manufacturers that maintain coop-
erative relationships with their suppliers 
– like Japanese manufacturers – will be 
more receptive to new price models than 
the typically less cooperative manufac-
turers. Suppliers will have to work hard 
to convince the less cooperative ones of 
the new price models. They must ar-

gue that the customer value of future 
cars will be significantly driven by as-
sistance systems. This means, of course, 
that suppliers must be paid the appropri-
ate amount for their innovative develop-
ments. After all, everything comes at a 
price – even (automatic) parallel parking. 




