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Praise for the second edition

“A ‘must read’ for any B2B marketer. These seminal cases not only illuminate the

essentials of value based business marketing, but with detailed examples show you how to

implement a value based approach in the turbulent world of today’s business market. Real,
Good, Practical stuff from professionals who’ve done it.”

Ralph A. Oliva, Director, Institute for the Study of Business Markets and Professor

of Marketing, Smeal College of Business, Penn State University, USA

“By combining an impressive list of expert analysts with real-world case studies, Value First,
Then Price gives businesses the latest strategies and tactics needed to improve company
margins and profit performance. Because the focus here is on customer quantifiable values,
the book correctly shifts emphasis from a producer’s features to an end-user’s benefits.”
Kevin Mitchell, President, The Professional Pricing Society, Inc.

“Todd Snelgrove’s description and measurement of a new view on Total Cost of Ownership

(TCO), a more holistic measurement focused around Cost, Benefit, and Value called

Total Profit Added™ (TPA) is a great step in the evolution of enabling both buyers and
sellers to make the right decisions based on best value not lowest price.”

Thomas Choi, Professor, Arizona State University and Executive

Director, Center for Advanced Procurement Studies

“Recent research shows that far less value (and cost reduction) is achieved through
traditional negotiation than can be gained through understanding markets, needs and
opportunities for creative collaboration. If you care about business and personal success,
value must be your priority.”

Tim Cummins, President, World Commerce & Contracting

“The war for value is today’s biggest business challenge. Value First, Then Price is an
invaluable, thought-provoking guide to this debate.”
Nigel Barlow, International Consultant on Innovation and Value

“In our work with some of the world’s industrial manufacturers, we’ve seen that companies
that focus on value from both the buy and sell side enjoy a competitive edge. Top-
performing industrials are eight times more likely to take a value-based approach toward
pricing, and companies that measure and buy based on total cost of ownership are 35%
more profitable. Buyers have never been better informed on the total cost of ownership,
and companies that are still talking about features and benefits are getting left behind.”
Stephen Gold, CEO of MAPI — Manufacturers Alliance for
Productivity & Innovation



“My own research confirms McKinsey’s, that only 5% of companies have value

propositions. No wonder buyers have the upper hand! The world really needs this book

and I congratulate Andreas Hinterhuber and Todd Snelgrove on putting together a truly
fantastic piece of work.”

Malcolm McDonald, MA (Oxon), MSc, PhD, DLitt, DSc, Emeritus

Professor, Cranfield University School of Management, UK

“In business-to-business markets, managers must bridge the gap between those who say that
it is only by value that firms can thrive in the long term and those who suggest that buyers
will buy on price. Value can be created and captured. The bad news is that it is extremely
difficult, but the good news is that a systematic approach is likely to yield dividends. In this
important book Andreas Hinterhuber and Todd Snelgrove have harnessed the world’s top
value creation experts to provide an insightful and complete roadmap.”
John Roberts, Fellow, London Business School, UK, and Professor,
University of New South Wales, Australia

“What a comprehensive way to present value. From the discussions to the articles, a
must-have guide for professionals and companies that want to buy, produce, and sell any
product or services based on value.”

Jodao Ricciarelli, Executive President America’s, Leadec

“It’s not often you read a business book, learn from it and have fun doing so. Value

First, Then Price by Hinterhuber and Snelgrove is one of those rare exceptions. I don’t

care whether you are on the buy or sell side of the equation, this book is for you. It is

a fantastic engaging read. The material is thought provoking with great integration of
theory: from value, to ROI and results. It is simply a very practical business book.”

Stephen Kozicki is on the Advisory Panel for HBR and lectures

at business schools including Macquarie University, University

of ‘Technology and The Australian Catholic University, Australia

“Much has been said and written about value in industrial markets. But how to put the
idea to practice? This book focuses on what matters most: to ‘challenge’ customers and
help them rethink their assumptions, vendors need data and value quantification. The
authors provide a practical, hands-on roadmap for value pricing that both buyers and
sellers can follow for achieving better business results.”

Wolfgang Ulaga, Senior Affiliate Professor of Marketing. INSEAD, France

“Value First, Then Price is a much-needed work and deserves a place in most CPO and
sales offices.”

Keld Jensen, Author of “The Trust Factor — Negotiating in

SMARTnership’, Professor and Advisor in Negotiations

“SAMA research emphasizes that most companies are significantly lacking in internal

processes for value-based negotiation, value creation, value-based pricing and value

monetization. Snelgrove and Hinterhuber provide great insights and methodologies for
companies to fill these gaps.”

Bernard Quancard, Retired President and CEO Strategic Account

Management Association (SAMA)



“Quantifying and understanding the value proposition is key to business success. This

book gets directly to the bottom line by taking both a buyer and seller perspective and

presenting value based purchasing in a way that all purchasing professionals need to
understand.”

Wendy L. Tate, PhD, Associate Professor of Supply Chain

Management, University of Tennessee, USA

“Value First, Then Price is a timely and rare contribution, providing not only invaluable

insights, but also a practical methodology of how to perceive, quantify and capture value.

From the perspective of emerging and new market economies, it offers the ultimate

answer on how to escape the enduring ‘lower cost — lower price’ trap, and how to shift

towards a sustainable, value creation driven path that leads to business and economic
development.”

Modestas Gelbuida, PhD in International Business, Aalborg University,

Denmark; Managing Director, Baltic Institute for Leadership Development,

Lithuania, and Associate Professor, ISM University of Management

and Economics, Lithuania

“At a time when both customers and suppliers are over focused on product prices as a
determinant of business transactions, this book offers a fresh way out by arguing for a
new way of looking at the economics of exchange between buyers and sellers where
price is just one element in determining the frue value of what is bought and sold. More
specifically, the book informs purchasing officers about the often ignored actual cost and
inherent value (in total savings, returns on investment, etc.) of what they buy, and provides
suppliers with tools to quantify and communicate the hidden value in what they sell. I highly
recommend this book to professionals in procurement, sales and marketing, and general
management.”

Kamran Kashani, IMD, Switzerland

“The editors and their authors have tackled a problem that has faced buyers and sellers
for years: how to define the concept of value that aligns with two different views of the
world. Sales claims to sell based on value, and purchasing claims to buy based on value,
yet both parties view this concept from fundamentally different viewpoints. This book
articulates these differences, and creates a framework that can help resolve the issues,
creating a mutually compatible lens for understanding this often misunderstood concept.”
Robert Handfield, Bank of America, Distinguished Professor of Supply

Chain Management and Director of Supply Chain Resource Cooperative,

North Carolina State University, USA



Taylor & Francis
/Tapliie b Femitls Siroup

T i


http://taylorandfrancis.com

Value First, Then Price

Value-based pricing — pricing a product or service according to its value to the customer
rather than its cost — is the most effective and profitable pricing strategy. Value First, Then
Price 1s an innovative collection that proposes a quantitative methodology to value pricing
and road-tests this methodology through a wide variety of real-life industrial and B2B
cases.

This book offers a state-of-the art and best-practice overview of how leading companies
quantify and document value to customers. In doing so, it provides students and researchers
with a method by which to draw invaluable data-driven conclusions and gives sales and
marketing managers the theories and best practices they need to quantify the value of their
products and services to industrial and B2B purchasers. The second edition of this highly
regarded text has been updated in line with current research and practice, offering three
new chapters covering new case studies and best-practice examples of quantified value
propositions, the future of value quantification, and value quantification for intangibles.

With contributions from global industry experts this book combines cutting-edge
research on value quantification and value quantification capabilities with real-life, practical
examples. It is essential reading for postgraduate students in sales and marketing with an
interest in pricing strategy, sales and pricing specialists, as well as business strategists, in
both research and practice.

Andreas Hinterhuber is Associate Professor at the Department of Management at
Universita Ca’ Foscari Venezia, Italy.

Todd C. Snelgrove is Senior Managing Partner at Experts in Value in Clarkston, MI, USA.
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1 Introduction

Quantifying and documenting
value in business markets

Hinterhuber, Andreas and Snelgrove, Todd C.

The essential challenge that sales and marketing managers in industrial markets face is this:
converting their firm’s own competitive advantages into quantified, monetary customer
benefits. Doing so enables business-to-business (B2B) sales and marketing personnel to
justify price differences between competing offers with a difference in monetary value.
A disguised project example illustrates this fundamental principle of value quantification.

Customer value is the sum of (a) the price of the customer’s best available alternative
and (b) the subjective, customer-specific value of all the differentiating features that dis-
tinguish the supplier’s own offering from the customer’ best available alternative (Nagle
and Holden, 2002). Customer value is thus the quantified sum of the customer-specific
benefits accruing to purchasers as a result of purchasing the oftering. This sum is the
maximum price that rational buyers will be prepared to pay. The price difference between
the supplier’s own offering and the customer’s best available alternative is then related to
the difference in value between the two offerings (see Figure 1.1).

Value quantification thus enables suppliers to perform return on investment calcula-
tions: The price difference between two offerings is the investment customers make to
obtain the quantified, monetary customer benefits identified.

Value quantification is arguably the most important capability in B2B selling. It is also
a capability that many companies in industrial markets lack (Anderson et al., 2007); these
companies, however, are at least conscious of their lack in value quantification capabili-
ties and recognize the potential benefits of developing them (Toytiri and Rajala, 2015).

The contents of the book

This book is one of the few books — possibly the only book — exclusively dedicated to
the topic of value quantification in business markets. Individuals from leading institu-
tions, such as the Kellogg School of Management, Ca’ Foscari University Venice, Boston
College, Aalto University, the University of Tennessee, the Ohio State University, Case
Western Reserve University, Deloitte, and Hinterhuber & Partners, and practitioners
from companies including SKE DHL, Borealis, the Strategic Account Management Asso-
ciation (SAMA), and Parker Hannifin, provide best practices, case studies, tools, and prin-
ciples of value quantification in industrial markets. The book has two implicit premises.
First, selling should be based on value first, then price. Second, procurement should also
be based on value first, then price. Buyers and sellers in business markets must focus first
on value, then on price, in order to increase performance.

A unique feature of this book is that it explores the topic of value quantification from
the perspective of both sellers and buyers in industrial markets.

DOI: 10.4324/9781003177937-2
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Price ditference .

Reference Dilerentiation Customer Price Price Value
value value value differance difference

Figure 1.1 Value quantification and value-based pricing

Source: Hinterhuber & Partners

The buyer perspective: in many organizations, sourcing criteria were heavily weighted
toward tangible criteria, such as price, quality, and delivery. Practitioners as well as pro-
curement scholars have started to explore procurement models that consider an array of
tangible and intangible benefits in sourcing decisions. Several chapters in this book pre-
sent procurement frameworks that consider the total value of supplier contributions in the
offer evaluation process. This book also presents anecdotal evidence that sourcing criteria
considering the total value of benefits lead to increased firm performance and allow to
create value — for example, environmental benefits — that traditional procurement models
typically do not create. We need, however, more research. Specifically, we need research
developing these metrics, such as total value of ownership or total value contribution
(TVC) models (see Chapter 13) that reflect innovation, management capabilities, sustain-
ability, and other elements beyond quality, price, and delivery. We also need quantitative
research exploring the consequences of the use of total value of ownership models by
procurement on company performance and on value creation.

On to the perspective of sales: There is now increasingly robust evidence that value
quantification capabilities are beneficial for firm performance. The core focuses of this
book are case studies, best practices, and recent research findings exploring the factors
that enable companies to acquire and successtully deploy value quantification capabilities.

The structure of the book

Part I, “Introduction,” contains this introductory chapter by Andreas Hinterhuber and Todd
C. Snelgrove.

Part II, “Selling value: Value quantification capabilities,” contains several chapters that
address the capabilities needed to quantify and document value in business markets.

The opening chapter, “Value first, then price: The new paradigm of B2B buying and
selling” by Andreas Hinterhuber, Todd C. Snelgrove, and Bo-Inge Stensson, sets the frame
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for the entire book. Our key argument is this: Most companies today take an inher-
ently adversarial approach to buying and selling in industrial markets, thereby missing
out on opportunities for joint value creation with customers and suppliers. Sales and
procurement are too obsessed with price and not enough with value. We present a set of
principles that put joint value creation at the center of the relationship with customers
and suppliers. With respect to customers, the value quantification capability is the most
important competency of the sales function, that is, the ability to translate a firm’s com-
petitive advantages into one quantified, monetary value reflecting both qualitative and
quantitative customer benefits. Several chapters in this book (all in Part III) provide exam-
ples of quantified value propositions, for both B2B services and B2B products. With value
quantification capabilities (sales) and total value of ownership models (procurement) the
key element of relationship with both customers and suppliers is value first, then price.
In an interview, Robert Russell and Andreas Hinterhuber explore several key issues related
to value quantification. First, since pricing is always the result of a chain of prior activities,
optimizing pricing cannot involve price optimization alone. Managers should instead map
the most important processes related to pricing — in B2B typically the offer development
process. Once this process is mapped, once bad and best practices along every process step
are described, and, finally, once managers have compared their own current practices with
best practices, then opportunities to improve profits via pricing are typically identified
very effectively. This interview also explores the topic of change management in the con-
text of value-based pricing and value quantification. Hinterhuber suggests that companies
benefit from holding an underlying, implicit organizational change management theory
in order to effectively implement value quantification: Useful theories include the influ-
ence model by McKinsey & Company (Keller and Price, 2011), Kotter’s eight-step model
of organizational transformation (Kotter, 1995), the switch model by the Heath brothers
(Heath and Heath, 2010), and the free-spaces theory of social movement research (Kel-
logg, 2008). These theories, examples, and recent research related to pricing strategy
implementation are discussed in detail in another book (Hinterhuber and Liozu, 2020).
In the subsequent interview, “Muddling through on customer value in business mar-
kets?,” Todd C. Snelgrove and James C. Anderson discuss two key aspects of value quanti-
fication: how to develop value quantification capabilities and how to quantify value for
weakly differentiated products. The authors first suggest that companies move through
three stages when building value quantification capabilities: in the first stage — the prove-
the-concept stage — companies undertake several value quantification projects in order to
learn the concepts, process, and tools and to obtain the benefits from these pilot projects.
In the second stage — the build-the-structure-and-culture stage — companies significantly
expand the scope of value quantification: They train experts, build value quantifica-
tion tools and repositories of case studies, conduct more projects, measure the success
consistently, and link value quantification with other projects such as the new product
development process. In the third stage — the sustain-the-advantage stage — companies
institutionalize value quantification by, for example, appointing champions whose pri-
mary responsibility is value quantification. A second insight of this interview is that value
quantification differs between strategic and non-strategic products, that is, between prod-
ucts that contribute significantly to differentiating the customer’s offering and those that
do not: Value quantification is suitable for strategic products. For non-strategic products,
by contrast, detailed value quantification is typically not possible and not even desired
by customers; instead, suppliers provide customers with resonating arguments such as
generic case studies — in the author’ terms, with a tiebreaker — able to shift the balance in
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the supplier’s favor. In sum, the more a supplier’s product contributes to creating mean-
ingful differentiation in the customer’ products, the more value quantification has to be
detailed, collaborative, and customer-specific.

In the interview “Nurturing value quantification capabilities in strategic account
managers,” Andreas Hinterhuber, Todd C. Snelgrove, and Bernard L. Quancard discuss the
importance of value quantification capabilities for strategic account managers. Quancard
is adamant: Only about 30% of account managers truly create value for customers; the
remaining 70% are merely commercial coordinators. In order to truly create value, value
quantification capabilities are fundamentally important. These capabilities are valuable
and rare: Only 10% of companies, Quancard suggests, are able to translate into monetary
terms the value they create for customers. Quancard further observes thoughtfully in
what may become a noteworthy quote: “Most projects go to request for proposal (RFP),
because there is not a compelling monetization of the value.” In this view, a request for
proposal is thus nothing else than a reflection of the supplier’s inability to quantify value.
Quantified value propositions, accompanied by approximate price ranges for competitive
products, eliminate the need for a request for proposal and allow the isolation of collabo-
rative customer relationships from competition. This interview also sheds light on the
antecedents of value quantification capabilities: active listening skills, cross-functional col-
laboration, financial acumen, and an unlimited curiosity. CEO support is, like in all cases
of organizational transformation, essential. A further element to consider in the process of
building value quantification capabilities is the selection of customers. Not all large cus-
tomers are or will be receptive to joint value creation and value quantification. Those that
are not should not be strategic accounts, irrespective of their purchase volume. Account
managers thus need to define criteria for determining which large customers are strategic.
Only with these strategic accounts should collaborative value quantification occur.

In “Salesforce confidence and proficiency — the main cornerstone of effective customer
value management” Gary Kleiner presents a case study on customer value quantification.
This chapter stresses the importance of sales force confidence in addition to the required
technical skills in order to effectively and convincingly quantify customer value.

Part III, “Selling value: Best practices in value quantification,” contains six chapters
highlighting best practices in value quantification. In “Value quantification — processes
and best practices to document and quantify value in B2B,” Andreas Hinterhuber presents
the results of a study on value quantification capabilities in European and U.S.-based B2B
companies. This chapter presents five key steps that can guide managers in industrial
companies in quantifying value: generation of customer insight, value creation through
meaningful differentiation and collaboration, value proposition development, value quan-
tification, and implementation/documentation. This chapter also highlights several case
studies of quantified customer value propositions, SKF and SAP among them. SKF is, of
course, a special case: Todd C. Snelgrove has played a leading role in quantifying and docu-
menting value for thousands of use cases at SKE

In “Quantifying your value so customers are willing and able to pay for it,” Todd C.
Snelgrove highlights that quantified value that relies on tangible evidence and that has a
high likelihood of occurrence acts as a very strong purchase motivator in industrial mar-
kets. For sales managers, value-based selling requires two conditions: ability and motiva-
tion. The ability to sell value depends on the ability to conceptualize value in a way that
resonates with customers, on processes encouraging a focus on value, on the availability
of value-selling tools, on initial training, and on ongoing experience in value selling. The
motivation to sell value is a function of salesforce compensation, of the ability to build
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long-term collaborative relationships with customers where both parties are committed
to creating mutually beneficial value, of a company culture led by a strong CEO com-
mitted to value-based selling and, finally, of customers who recognize the opportunity
to work collaboratively with suppliers. This chapter thus takes a nuanced view of the
multiple facets that companies can and should control in order to implement value-based
selling and value quantification. Todd also discusses a new term, “total profit added,” as a
measurement for both buyer and seller to quantify total customer benefits. This approach
considers not just cost reductions but also includes estimated revenue improvements.

In the chapter “An inside look at value quantification of competitive advantages” Evan-
dro Pollono presents best-practice case studies on quantified value propositions. This is
an important chapter. Many apparent experts advocate the importance of selling value,
as opposed to selling price, without actually specifying in detail the data, the steps, and
examples of quantified value propositions. Evandro Pollono presents four examples of
quantified value propositions, that is, quantified, monetary customer benefits, calculated
relative to the customer’s best available alternative, from B2B products and B2B services.
These case studies convincingly show that value quantification is (a) possible and (b) ben-
eficial in industrial markets, regardless of the intensity of competition or the perceived
difficulty to differentiate the product.

In “Value quantification for services” Todd C. Snelgrove expands on the prior chapter
and presents an example of a value calculator for services. Some managers are reluctant
to quantify customer value for services, possibly assuming that value quantification for
intangibles is more difficult or less credible than value quantification for products. This
assumption is wrong: All products are, in the end, services (Vargo and Lusch, 2004).
A product has a performance promise like a service. A product customer co-creates value
like a service customer. Value is future-oriented for a product as well as a service. Finally,
some products are intangible (e.g., digital goods such as e-books), which means that the
distinction between products and services is increasingly irrelevant. The subsequent chap-
ter further expands on these issues.

In “Quantifying intangible benefits” Paolo De Angeli and Evandro Pollono make the point
that intangibles — for example, the value of a brand, sustainability — are also an increasingly
important competitive differentiator in industrial markets. Key is to make intangibles tan-
gible by specifying how intangible competitive advantages affect key customer business
metrics such as quality, revenues, or cost. This chapter provides a case study on how to
quantify intangible elements with a value quantification tool.

In “Toward a shared understanding of value in B2B exchange: Discovering, select-
ing, quantifying, and sharing value” Pekka Toytdri and Risto Rajala highlight the impor-
tance of conceptualizing value in a way that is shared between suppliers and customers.
The authors present a three-step process enabling companies to quantify value: customer
insight, value proposition, and value sharing. Value quantification is an iterative process.
This chapter also succinctly highlights obstacles that companies face in the process of
quantifying value: different assessments of the supplier’s value creation potential, inability
to quantify value, and inability to defend value vis-a-vis procurement. Procurement is an
obstacle for many companies aiming to implement value-based selling and value quanti-
fication. Industrial marketing and sales managers thus need to understand and influence
the procurement function in order to credibly present value. The procurement function
is the topic of the subsequent section.

Part IV, “Buying on value: Value quantification and B2B purchasing,” contains several
chapters that explore value quantification from the perspective of procurement. This is, as
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outlined, a unique feature of this book. Sales and account managers frequently perceive
procurement as interested in price and price alone and are thus reluctant to adopt the
mindset of an explorer that is fundamentally necessary in order to quantify value.

The chapters in this section convincingly debunk the idea that procurement is mainly
and solely interest in price: Sales is transitioning from price to value and so is procure-
ment. The fundamental idea is that the procurement function should not evaluate suppli-
ers based only on quality, price, and delivery but should instead evaluate suppliers based
on their overall contribution to improved customer profitability.

TVC is the name for a metric that attempts to calculate the value that suppliers cre-
ate for customers, value that is substantially broader than price or total cost of ownership
(TCO). The chapter “Value first, cost later: Total value contribution as a new approach to
sourcing decisions” by John 1 Gray, Susan Helper, and Beverly Osborn develops the idea in
detail. The TVC name by itself promotes attention to value. TVC’s structured approach
begins with the question: “What do our customers, current and future, value about our
products?” The TVC approach builds on insights from the literature on individual and
group decision making to offset human biases and organizational incentives that empha-
size cost reduction. TVC expands upon on the concept of TCO which considers life
cycle costs, not just purchase price, but still is able to capture only cost-related elements.
TVC, by contrast, also attempts to include benefits and supplier contributions to improve
profits, innovation, or even sustainability. We are at the beginning of a process. Price
and TCO are well established as supplier selection criteria but fall short of considering
strategic benefits. TVC of procurement is thus a mirror concept of quantified customer
benefits of sales. The concept of TVC needs to be more precisely defined — with a clear
specification of categories — and it needs to be further researched — with studies docu-
menting the link, and boundary conditions, of sourcing based on value, as opposed to
sourcing based on costs, on innovation, and on profitability. To be clear: These studies
exist, abundantly, for sales, but these studies do not yet exist for procurement. This is thus
a very fertile ground for future quantitative, cross-sectional research.

In the interview “Selling value to purchasing,” Todd C. Snelgrove and Bo-Inge Stensson
discuss how to implement value quantification vis-a-vis powerful industrial procurement
departments. Contrary to the commonly held assumptions mentioned before, the authors
also find that procurement is frequently willing to purchase based on value if — and only
it — sellers are able to present a business case highlighting how a higher initial purchase
price lowers costs or otherwise yields incremental financial benefits. This interview also
highlights that within SKF the procurement function has undergone a substantial change.
‘While in the past, annual price reductions and generic indicators of supply chain perfor-
mance were primary performance measures, today the procurement function is increas-
ingly measured by indicators relating supply chain performance to the company’s overall
profitability and to the company’s overall strategic objectives such as innovation and sus-
tainability. This change is demanding: both for the company itself and for suppliers who
must conceptualize how their performance affects the performance of their immediate
customers vis-a-vis their own customers.

In “Using best value to get the best bottom line,” Kate Vitasek contrasts three approaches
that suppliers use to select vendors: price, TCO, and best value. This chapter is valuable:
Understanding alternative supplier-selection methods may enable buyers and sellers in
industrial markets to change them. Price-based selection criteria consider either short-
term or long-term purchase price. TCO calculations consider supplier direct costs, sup-
plier indirect costs, and a premium/discount reflecting the supplier’s risk. This approach,



Introduction 9

however, has drawbacks (Piscopo et al., 2008; Snelgrove, 2012). TCO calculations do not
consider the value of tangible (revenue improvements) or intangible (brand value, repu-
tation, competencies) benefits. Total value of ownership (Snelgrove, 2012), total profit
added calculations (Snelgrove, 2016), and value quantification tools (Pollono, Chapter 9
of this volume) allow the inclusion of both tangible and intangible benefits, cost, and
benefits that make the customer better off. This chapter shows how to perform best value
calculations. Best value is defined as the optimum benefits as defined by customers minus
total supplier costs. Optimum benefits include, of course, intangible factors, too, such as
reputation and quality. Selection based on best value is increasingly common in federal
government procurement contracts. The chapter concludes by examining pricing models
that align supplier and buyer interests; among these pricing models are performance-based
agreements and vested agreements. The difference between these two approaches is fun-
damental: Performance-based agreements consider key performance indicators (KPIs);
vested agreements consider the ultimate outcomes that truly matter to customers.

In “Value selling: The crucial importance of access to decision makers from the pro-
curement perspective,” Rob Maguire describes the organizational buying process in the
following terms: getting the least worst answer to the wrong question from people you've
met online. A key task that sellers face is, first of all, to understand what buyers want:
price, a benefit, or a solution, in the authors’ terms. Second, if sellers want to imple-
ment value-based selling and value quantification, they need buyers that recognize the
need to purchase a solution — as opposed to purchasing an item at the lowest price. Once
buyers recognize the opportunity or need to purchase solutions, sellers should practice
the following steps: Investigate value creation opportunities, quantify the incremental
value delivered, engage buyers in mutual value creation opportunities, sell value, and,
finally, implement value-based pricing via, for example, outcome-based contracting. This
chapter is thus a reminder that access to the ultimate decision maker, and not necessarily
access to procurement, is a necessary prerequisite to implementing value-based selling
and pricing.

In “The sourcing continuum to achieve collaboration and value,” Kate Vitasek exam-
ines alternative configurations of buyer—seller relationships. Transactional, market-based
models include basic or approved provider models. Relational models, that is, hybrids
between markets and hierarchies, include preferred provider relationships, performance-
based contracting, and vested business models. The author discusses the latter two mod-
els in detail in Chapter 10. Equity and investment-based models include shared service
models and equity partnerships. This chapter describes these alternative configurations in
detail and offers guidelines that facilitate the selection of the most appropriate model in
buyer—seller relationships.

Part V, “Value quantification and organizational change management,” contains two
interviews with senior B2B marketing and account managers.

In this section’s first interview, “Implementing value quantification in B2B,” Andreas
Hinterhuber and Matthias Heutger discuss value quantification for industrial services. Value
quantification is, according to Heutger, always beneficial, even if organizations are
strongly driven by the procurement function. In other words, even if suppliers do not
require customers to quantify their value, suppliers should still do so in order to differenti-
ate themselves from their competition. Heutger makes one point clear: Value quantifica-
tion requires that suppliers understand their customers’ entire supply chains, end to end.
Suppliers must be able to understand the effects of their own incremental performance
improvements on the performance improvements of their customers’ customers. This
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understanding also enables gainsharing agreements — with a caveat: Gainsharing agree-
ments require a long-term collaboration whereby both parties are committed to innovate
and change. The interview also explores the antecedents of value quantification capabili-
ties at the level of the individual sales and account manager: a strong customer focus, the
ability to strategize, listening skills, and a willingness to experiment. Another important
aspect of value quantification is credibility: The ability to actually deliver on the prom-
ised value may require selecting those persons within the customer’s business who most
appreciate the value created; it frequently entails small tests which are then rapidly scaled
up. Value quantification is, in Heutger’s words, a true organizational transformation that
requires senior management commitment, structural changes, and changes in hiring pro-
files. Where to start? At the level of the individual customer. Value quantification requires
a new way of interacting with customers where “trust, mutual benefits and a willingness
to grow together over time” take the place of price as the main element of discussion.
These words will, we hope, withstand the test of time.

In the second interview of this section, “The ring of truth — value quantification in
B2B services,” Andreas Hinterhuber and Pascal Kemps discuss value quantification in com-
plex B2B services. To start off, the importance of value quantification seems to grow
with the importance of customers, to a point where it is factually required by strategic
accounts. Second, and more counterintuitively, Kemps suggests: The fact that some cus-
tomers treat suppliers transactionally does not imply that suppliers should not treat these
customers strategically. Transactional customers — customers who bid out every contract —
may enable suppliers to standardize their own internal processes or to accumulate valu-
able competencies and insights. Treating them transactionally or, worse, writing them off
would mean, according to Kemps, cutting oft profitable business. Next and again contro-
versially, collaborative customer relationships where suppliers quantity value beyond price
may yield process improvements that could mean that suppliers end up selling less. This
ability to solve customer problems even at the expense of the supplier’s own, immediate,
and certain sales forges customer relationships which are, truly, strategic. Next, Kemps
warns against the folly of managing by KPIs. KPIs are typically related to business pro-
cesses which have only a random fit with the few business outcomes customers ultimately
want to achieve: improvements in profitability, customer satisfaction, or innovation, for
example. Kemps suggests that the cultural alignment between traits of customers and traits
of the account management team is the most important factor enabling value quantifica-
tion and effective collaboration. So where should companies start that wish to become
fully proficient in value quantification? Kemps offers two pieces of advice: Number one,
patience and perseverance — once the direction is clear, perseverance is required; number
two, the relentless pursuit of differentiation — the opportunities for joint value creation —
is limited only by individual imagination. Finally, the ring of truth — value is a promise;
results are all that matter to customers. Kemps suggests that presenting the value credibly
in ways that customers can relate to and verify for themselves is fundamentally important
in the context of value quantification. Companies that excel at quantifying value cut
through the fog of vague data and promises. The ring of truth is thus the metaphor for the
ability to summarize the fruits of much thought and labor briefly and clearly.

Part VI, “Buying and selling on value: Value quantification tools,” presents three chap-
ters discussing value quantification tools.

In “A question of value: Customer value mapping versus economic value modeling,”
Thomas Nagle and Gerald Smith make a strong case against customer value mapping
in the context of value quantification: Only a detailed step-by-step analysis aimed at
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quantifying the quantitative and qualitative benefits of a differentiated product can pro-
vide insights into total customer value and maximum willingness to pay. Simply put,
customer value mapping assumes (a) that customer willingness to pay is proportional
to the benefits provided and (b) that customers weigh benefits and prices equally. Both
assumptions are wrong. Only a detailed mapping of the subjective, customer-specific
economic benefits of a product — conducted via economic value measurement (Nagle
and Holden, 2002), value calculators (Hinterhuber, 2015), or value word equations
(Anderson et al., 2006) — allows the quantification of customer maximum willingness to
pay. The widespread diffusion of customer value mapping is no indicator of its scientific
value: Bad practice, unfortunately, can persist for decades and centuries. This chapter
makes a strong case for a scientifically robust (Sinha and DeSarbo, 1998) approach to
quantifying value and price in B2B and B2C markets.

In “Why start-ups should consider using value propositions,” Lennart Foos and Markus
Kirchberger also make a case for value quantification via the customer value proposition for
start-ups. In this chapter, the authors provide a step-by-step guide to developing a mon-
etary customer value proposition. The research underpinning their work suggests that the
early development of these value propositions increases the chances of selecting appropri-
ate target markets and of successfully introducing new technologies. The development
of quantified customer value propositions is thus a capability that aspiring entrepreneurs
must master.

Tim Underhill, in “Creating and sustaining competitive advantage through documented
total cost savings,” likewise suggests that quantifying customer benefits is necessary and
beneficial for suppliers. This chapter provides a case study of value quantification in
industrial markets.

Part VII, “Epilogue,” contains several short chapters that summarize salient aspects of
value quantification and provide an outlook on the shape of value quantification capabili-
ties in the future.

In “A call to action: Value quantification in B2B buying and selling” Todd C. Snelgrove
invites both B2B procurement and B2B sales managers to quantify value in industrial
buying and selling in order to uncover opportunities for mutual value co-creation in B2B
exchange relationships.

In “Quotes and statistics to help you on your value selling journey” Todd C. Snelgrove
presents quotes and summary statistics that attempt to highlight why value quantification
is beneficial, both for sales and for procurement.

The final interview “The present and future of value quantification” by Andreas Hinter-
huber and ‘Todd C. Snelgrove sheds light on future capabilities related to value quantifica-
tion. As outlined by several authors in the present book, value quantification in the future
will focus on quantifying intangibles, including the quantification of non-economic
benefits — likely even factors such as the value of a lower environmental impact. Value
quantification capabilities are, and will be, a key differentiator between high- and low-
performing companies. In the future, value quantification will be employed throughout
the sales cycle with an increased focus on it in the new product development phase and
an increased focus on innovative pricing models and performance-based and value-based
pricing models. Finally, if value quantification is a recursive, iterative process, the avail-
ability of big data and experience will enable managers to make predictive assessments of
customer-quantified benefits based on both human and artificial intelligence.

Sales and marketing are transitioning from price to value. We understand the idea
of value and its multidimensional nature. In the context of quantifying value from the
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perspective of sellers, value is equal to the sum of quantified, monetary customer ben-
efits, that is, the sum of quantitative customer benefits — revenue/gross margin increases,
cost reductions, risk reductions, and capital expense savings — and qualitative customer
benefits — such as ease of doing business, customer relationships, industry experience,
brand value, emotional benefits, or other process benefits — expressed as one figure equat-
ing total customer benefits received (Hinterhuber, 2017). We know what value quantifi-
cation capabilities are, and we know, via numerous, independent, converging studies, that
value quantification capabilities increase firm performance. This is the perspective of sales
and marketing. Here, academia is clear and ahead of practice: The research, the examples,
and best practices presented in this book can help companies still selling based on price or
features to transition to selling based on value. Academic research is very clear: This will
improve company performance.

Procurement is also transitioning from price to value. We do have an initial understand-
ing that traditional metrics, such as price or TCO, are unable to capture the full spectrum
of benefits that suppliers bring to customers. We also have an initial idea of a metric able
to quantity tangible and intangible supplier benefits — TVC, discussed in this book, is one
example of such metric.

Ideally, the metric that sales managers use to sell value to procurement — quantified,
monetary customer benefits (Hinterhuber, 2017) — is the same metric that procurement
uses to evaluate alternative offers from sales managers. The further development of a
metric able to capture all tangible and intangible benefits of alternative offers in sourcing
decisions will thus, in the end, build on the value quantification and pricing literature that
has already produced them.

This is extraordinary and fantastic.

This is spectacular since the development of all — well, at least a good part — of what
we know in strategic pricing — the idea of customer value as sum of reference value and
differentiation value (Nagle and Holden, 2002) — that is, the big bang of strategic pric-
ing, originated from research in procurement — value engineering — in the 1950s aimed
at calculating maximum purchase prices. This is the lasting contribution of Nagle, who
almost single-handedly created the field of strategic pricing as we know it.

This spectacular journey started in procurement; it inspired the nascent literature on
strategic pricing which now, in late adolescence, inspires the mature literature on pro-
curement in developing strategic sourcing models. Procurement, pricing, procurement —
this is the beautiful journey, based on a very simple idea. Value first, then price.

References

Anderson, J. C., Kumar, N. and Narus, J. A. (2007) TValue Merchants: Demonstrating and Documenting Supe-
rior Value in Business Markets, Boston, MA: Harvard Business School Press.

Anderson, J. C., Narus, J. A. and van Rossum, W. (2006) “Customer value propositions in business
markets,” Harvard Business Review 84(3), 90-99.

Heath, C. and Heath, D. (2010) Switch: How to Change Things When Change Is Hard, New York: Ran-
dom House.

Hinterhuber, A. (2015) “Value quantification — The next challenge for B2B selling,” in A. Hinterhuber
and S. Liozu (eds.), Pricing and the Sales Force (pp. 20-32), New York: Routledge.

Hinterhuber, A. (2017) “Value quantification capabilities in industrial markets,” Journal of Business
Research 76, 163—178.

Hinterhuber, A. and Liozu, S. (eds.). (2020) Pricing Strategy Implementation: Translating Pricing Strategy into
Results, Abingdon, UK: Routledge.



Introduction 13

Keller, S. and Price, C. (2011) Beyond Performance: How Great Organizations Build Ultimate Competitive
Advantage, Hoboken, NJ: Wiley.

Kellogg, K. C. (2008) Not Faking It: Making Real Change in Response to Regulation at Tivo Surgical Teaching
Hospitals, Working Paper, MIT Sloan School of Management, Boston, MA.

Kotter, J. P. (1995) “Leading change: Why transformation efforts fail,” Harvard Business Review 73(2),
59-67.

Nagle, T. T. and Holden, R. K. (2002) The Strategy and Tactics of Pricing: A Guide to Profitable Decision
Making (3rd ed.), Englewood Cliffs, NJ: Prentice Hall.

Piscopo, G., Johnston, W. and Bellenger, D. (2008) “Total cost of ownership and customer value in busi-
ness markets,” Advances in Business Marketing and Purchasing 14, 205-220.

Sinha, I. and DeSarbo, W. S. (1998) “An integrated approach toward the spatial modeling of perceived
customer value,” Journal of Marketing Research 35(5), 236—249.

Snelgrove, T. (2012) “Value pricing when you understand your customers: Total cost of ownership —
Past, present and future,” Journal of Revenue & Pricing Management 11(1), 76-80.

Snelgrove, T. (2016) Value First the Price — Quantifying Value in Business to Business Markets from the Perspec-
tive of Both Buyers and Sellers, Abingdon, UK: Routledge.

Toytiri, P. and Rajala, R. (2015) “Value-based selling: An organizational capability perspective,” Indus-
trial Marketing Management 45, 101-112.

Vargo, S. L. and Lusch, R. E (2004) “Evolving to a new dominant logic for marketing,” Journal of Mar-
keting 68(1), 1-17.



Taylor & Francis
/Tapliie b Femitls Siroup

T i


http://taylorandfrancis.com

Part 11

Selling value

Value quantification capabilities



Taylor & Francis
/Tapliie b Femitls Siroup

T i


http://taylorandfrancis.com

2 Value first, then price ®)

| Check ter
uptlates

The new paradigm of B2B buying
and selling

Hinterhuber, Andreas, Snelgrove, Todd C.,
and Stensson, Bo-Inge

The problem

Most companies today take an inherently adversarial approach to buying and selling in
industrial markets, thereby missing out on opportunities for joint value creation with
suppliers and customers. Procurement is relegated to an administrative role, as the sales
function commoditizes the value that other functions — R&D, marketing, operations —
have created.

The solution

We present a set of principles that enable companies to put joint value creation at the
center of their relationships with suppliers and customers.

The benefits

Focusing first on value, then on price, our research suggests, leads to higher profitabil-
ity. The procurement function, typically regarded as a cost center, becomes a source of
innovation and a driver of good corporate citizenship. The sales function, by emphasiz-
ing first value and then price, transforms an adversarial relationship with customers into
a collaborative relationship. As a result, customers, suppliers, and society at large benefit.

Introduction

Allow us to take you on a tour, meeting your sales managers as they negotiate prices with
their customers. You will see buyers who are either supremely cool or excited, but they
never quite seem real — as an observer, you wonder if you are the only one to notice —
and sellers who are under visible pressure. Offers fly back and forth until an agreement is
reached. Buyers seem happy about the discount, and sellers seem to be busy calculating
their commissions. Who won? Difficult to tell.

Follow us again to meet your buyers as they negotiate prices with their suppliers. “You
can go lower!” you feel tempted to shout. “I have seen this before,” you hear yourself say-
ing, “not just now, but a hundred and a thousand times before. Did nothing change over
the past decades?” And indeed, for most companies in industrial markets, the answer is no:
The price is still the main element of buying and selling in industrial markets — little seems
to have changed. The approach typically taken by purchasing and sales executives vis-a-vis
their suppliers and customers is best summarized in one word: adversarial.
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This need not be. Our experience at SKE the US $9 billion manufacturer of indus-
trial bearings and other components based in Gothenburg, Sweden, and the research
we conducted with numerous other B2B companies (Hinterhuber, 2017) lead us to
suggest a way to break from this vicious cycle of buying and selling in industrial
markets.

Let us accompany one of the co-authors of this chapter, Todd C. Snelgrove, then SKF’s
vice-president of value, on a sales encounter with a global steel company purchasing
industrial bearings. Industrial bearings are, to the layperson, commodities — apparently
interchangeable steel used as parts of wheels and other moving objects. SKF’s product has
a list price of $15 (all numbers are disguised), whereas the product of its main competitor
has a list price of $10. How would negotiations evolve within your own company? Most
purchasing and sales executives we quiz during our workshops suggest that, depending
on circumstances, both parties would compromise at around $12 in an attempt to seal a
deal, with a few thousand dollars’ worth of services such as training or installation thrown
in for free.

This is, however, not the case in a typical sales encounter with SKF sales managers.
Typically, purchasing managers — well-trained, aggressive industrial purchasing managers —
pay the list price of $15. The reason is that, in a sales encounter with SKE the discussion
is first on value, then on price. The sales encounter is centered first on what the customer
gets and only thereafter on what the supplier gets. This, we believe, is one simple reason
why SKF is able to differentiate what many other companies would view as a commodity
(see Figure 2.1).

SKF’s product carries a price premium of 50% over the product of its key competitor.
Yet sales managers at SKF are able to demonstrate to customers that customers end up
paying less and being better off by purchasing from SKE The company presents its price
premium as an investment required to obtain clearly defined monetary benefits. In this
case, an investment of $5 (i.e., the price difference between the two products) will lead to
quantified customer benefits of $30 (i.e., the incremental performance advantage of SKF’s

$87'25 Price vs Total Cost -
it” s about measuring
all the factors

457 $30.25 VALUE

Increased Lubrication
Increased Energy

Increased Inventory Less Lubrication
Longer Installation Less Energy
Less Uptime Less Inventory
Lower Reliability Faster Installation

Lohger Uptime
Higher Reliability

1153
COMPETITOR $1° gfc@ aa

price

Figure 2.1 First value, then price: Value quantification drives profits at SKF (Snelgrove, 2013)
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product, calculated via longer uptime, higher reliability, faster installation, lower lubrica-
tion costs, and other elements).

SKF and other high-performing companies turn sales negotiations from a discussion
about price to a visualization of value and present their competitive advantages in a lan-
guage that every purchasing manager understands: money, that is, quantified customer
benefits (Figure 2.2).

We contend that if SKF is able to get paid for value by selling an apparently com-
moditized product carrying a price premium of 50% over competition, so should other
companies with products that are frequently more differentiated than those of SKE Our
combined practical experience in B2B selling and buying and the research we conducted
provide a roadmap for tackling this challenge.

As the example given earlier suggests, best practices within companies such as SKF dif-
fer from approaches other companies typically take: compromise on price to get the deal.
The focus on value versus price is an important one among many other elements: Our
premise is that, in the future, the need for collaborative value creation with customers is
so pervasive that it will transform the way B2B companies buy and sell. In other words,
the rules for buying and selling in the future are being rewritten, and a number of com-
panies — SKF among them — allow us a glimpse of future best practices. We sketch out
what could be called the new rules of buying and selling in B2B markets, starting with
the former.

pAST best practics
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Figure. 2.2 The new rules of purchasing in B2B
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B2B buying in the future: About ecosystems and innovation

In industrial buying, best current and best future practices differ markedly. (See Figure 2.2
for an overview.)

Today, B2B procurement is concerned about price, quality, and delivery — soft factors
are typically not considered. Relationships with suppliers are adversarial. In the global
car industry, for example, studies measuring the quality of relationships between suppliers
and manufacturers not only find that GM and Chrysler receive the lowest ratings on trust
while being seen as the most demanding in terms of expected price concessions by their
suppliers; these studies also find that best-in-class companies such as Porsche or Toyota
do not score significantly better on these criteria (Supplier Business, 2009). Adversarial
relationships with suppliers are pervasive, even among companies that today are regarded
as best in class. Relationships with suppliers are thus mostly short term, and the procure-
ment department today operates largely autonomously. This inherently limits its impact
on overall company priorities to a tactical contribution at best. Implicitly, the procure-
ment function today seems to treat every item on its shopping list as a commodity: Some
companies do so quite explicitly. Shell’s purchasing guidelines read, “Within Shell we do
not differentiate between commoditised and non-commoditised products and services
and consider all markets for which there is more than one supplier a commodity market”
(Shell, 2006).

Fritz Henderson, chief operating officer of GM at that time, summarized the com-
pany’s aspiration as “GM builds vehicles that people want to buy” (Henderson, 2009).
The statement is trite. Most companies underestimate the monumental challenges that
B2B procurement faces if it is to become a significant contributor to overall company
success.

What are these challenges, then? Put simply, CEOs want more from procurement
than price, quality, and delivery. CEOs demand innovation, sustainability, and ideas.
The bombshell dropped, we contend, in June 2015 when six of the largest European oil
and gas firms called for a globally coordinated price to reduce carbon-dioxide emissions.
Take note: Heavy polluters were not the only ones to shoot for a green revolution. In
September 2015, Siemens, the German industrial giant, announced the goal of becom-
ing the first major industrial company to achieve a net-zero carbon footprint by 2030.
This requires, among other monumental changes, a 50% reduction in carbon-dioxide
emissions and investments of over US $100 million (Siemens, 2015).

The evidence is very compelling: The world and the strategic priorities of compa-
nies are changing, and the procurement function needs to drive this change. Profit or
shareholder value maximization is not enough: Companies need to make a contribution
beyond satistying the requirements of shareholders, customers, and employees. As lofty as
it may sound, the goal is to make the world a better place, and procurement, responsible
essentially for everything that comes in, needs to live up to this aspiration.

Among the characteristics that characterize future best practices in B2B purchasing
are a focus on innovation and management capabilities, in addition to quality, price, and
delivery. This inevitably means that soft factors are the new hard factors: Sustainability,
risk, agility, co-innovation, capacity management, supply chain transparency, and sup-
plier labor standards are very important elements that cutting-edge purchasing managers
consider in supplier selection. This inevitably shifts the time horizon from a short-term
adversarial relationship to a long-term, collaborative relationship with suppliers aimed at
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joint value creation. The implicit assumption is that suppliers are precisely the opposite
of manufacturers of commodities: Suppliers are a potential source of innovation that
savvy purchasing managers leverage to their advantage. This is driven by the recognition
that competition is manifest not only at the level of the individual company, but that
it happens increasingly at the level of ecosystems (Hinterhuber and Nilles, 2021). In a
nutshell, supply chains and ecosystems compete against each other, not only companies.

Apple is an obvious example, but SKE a manufacturer of industrial components, may
also serve as illustration: Through subsidiaries, alliances, and acquisitions, SKF has devel-
oped a tight network of support and knowledge partners — including research institu-
tions — that help its industrial customers in productivity improvements. In line with the
company’s vision — to equip the world with SKF knowledge — the focus of this tight
network is knowledge creation to drive customer profitability. SKF’s ecosystem thus acts
as a powerful choice driver for industrial customers.

B2B selling in the future: First value, then price

B2B selling 1s likewise undergoing a major change. (See Figure 2.3, which summarizes
current versus future best practices in industrial selling.)

Selling today is, we learn, about communicating unique selling points (USPs) to cus-
tomers. Sellers promise results to customers. The primary contact of B2B sellers is the
procurement function. Sellers follow the mantra of cutting-edge marketing textbooks
that present a dichotomous choice for profitable marketing strategies (Kotler and Kel-
ler, 2011): skimming (high price, low volume) or penetration (low price, high volume).
Discounts are the key selling tool. Sales force compensation is linked to profit or revenue
targets. The main implicit assumption is that differentiation is difficult in an environment
shaped by aggressive purchasing managers who are increasingly selecting suppliers based
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Figure 2.3 The new rules of selling in B2B
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on price. In order to mitigate the impact of price-sensitive customers, today the best-per-
forming sales organizations concentrate on forging relationships with their customers.

This is, we think, the world of selling as we know it. As the experiences of the best-
practice companies in our research suggest, selling is being radically transformed. In the
future, selling is not at all about selling USPs — who says, after all, that they actually
improve customer profitability?

Selling is all about creating, quantifying, and documenting value to customers. Paula
Gildert, then VP Global Head Strategic Sourcing at Novartis Pharma, has the following
advice for any sales manager knocking on the company’s doors: “Suppliers often don’t
come to us with a business case. But it’s what we want. Sell your value in our numbers to
get our attention. But if you can’t quantify your value, don’t be surprised at the failure of
procurement to do so” (Snelgrove, 2018: 252).

Witness SKF’s Documented Solutions Program, which guarantees performance out-
comes to customers and allows SKF to achieve premium prices vis-a-vis customers. This
means results are not promised — results are guaranteed (Hinterhuber and Snelgrove, 2020).

As the introductory example illustrates, in this case both SKF and its customers win.
Metso, a technology supplier to the mining industry that evolved into Metso Outotec,
is another pertinent example. “Expect results” was the company’s tagline as a stand-alone
company. Perttu Louhiluoto, president of the Mineral Services business area, notes that
“suppliers need to be able to demonstrate and quantify the economic value of their
offering beyond cash cost” (Louhiluoto, 2017: 10). Consequently, the company’s CEO
stresses the importance of “value quantification to the customer” noting that a solid
understanding of customers’ business enables the company “to quantify the business
impact for the customer” (Kihkonen, 2012: 21). The increased importance of value
quantification as a new capability of sales managers is also reflected in changes in the
company’s service offering: Traditionally, Metso — but many other companies as well —
offered “break-fix support”; now the company is offering consulting contracts that
optimize total cost of ownership and performance-based contracts that optimize cus-
tomer operations (Silvennoinen, 2014: 20). Simplifying a bit, in these cases the service
offering evolves from “done to” to “done with” to, finally, “done for” the customer. In
the latter two cases, value quantification capabilities are, of course, of central impor-
tance. This approach to selling also allows a company to overcome the false dichotomy
between high price and high market share: SKF like Apple, is a market share leader and
premium price producer at the same time. A focus on value enables high market share
and premium prices to coexist.

Sales force compensation is linked not only to profit or revenue goals — these are, after
all, internal indicators — but it is increasingly linked to outcomes that matter to customers,
such as customer profit improvements or customer satisfaction. Implicitly, these compa-
nies feel very strongly that commodities do not exist. There is no product that cannot be
differentiated. Shell, for example, illustrates that even a tradable commodity like gasoline
can be differentiated, as in the highly successful introduction of V-Power (Hinterhuber,
2016). The end result is that selling is about forging business partnerships with customers.

International logistics company DHL is a superb example. Pascal Kemps, sector head
for passenger vehicles, frequently observes that the shipping operations of large custom-
ers — for example, global car manufacturers — are not optimized: When customers ask
DHL and its competitors to submit a quotation, competitors will submit a proposal for,
for example, 80 containers, as specified in the bidding documents. DHL, by contrast,
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typically will suggest freight optimization first, which means DHL ends up selling less
(Hinterhuber and Kemps, 2017). DHL quotes a price for 70 containers, for example, and
highlights the steps to implement route optimization. This reduces revenues short term:
“You need to make an investment to service a customer in order to achieve a longer-term
sustainable success” (Hinterhuber and Kemps, 2017: 173). This sacrifice, Kemps suggests,
builds invaluable trust with customers.

Forging partnerships requires, as the experience of DHL suggests, a cultural change. In
Japan there is a beautiful expression: “You have to be prepared to sit on a rock for three
years,” observes Kemps,

which means that sometimes you have to be in a difficult, painful situation before
you get results. I know that’s difficult for many of my colleagues, but fortunately I'm
in an organization where it’s understood that things may take time and it’s accepted
that sometimes you need to make an investment to service a customer in order to
achieve a longer-term sustainable success. I'm well aware that that’s not the case in
all organizations.

(Hinterhuber and Kemps, 2017: 173)

Accordingly, DHL links sales force compensation to customer-related outcomes, such as
profit improvements or customer satisfaction, and not only to company-related outcomes,
such as sales or margin budgets.

The dual focus on value in both purchasing and selling allows SKF and other com-
panies to thrive in a very competitive environment. In a stagnating environment, SKE
for example, has grown substantially vis-a-vis competitors. The procurement and supply
chain functions have taken a proactive stance, moving from knowledge and compliance
toward commitment and contribution as good corporate citizens. The performance has
been honored as best in class by the Dow Jones Sustainability Index.

More broadly, several independent, quantitative studies with hundreds of respondents
in B2B conclude that companies that sell on value are substantially more profitable than
companies that sell on costs (Hinterhuber, 2017; Hogan, 2008; Liozu and Hinterhuber,
2013; Nagle and Miiller, 2018) and that companies buying on total cost of ownership are
again substantially more profitable than companies buying on price (Manufacturers Alli-
ance for Productivity and Innovation, 2012).

Buying and selling in B2B is not a zero-sum game: Customers, suppliers, and the soci-
ety at large benefit from a joint focus on value and innovation occurring at the extreme
ends of the organization — in buying and selling. Putting value ahead of price transforms a
traditionally adversarial relationship into a collaborative partnership that unleashes profits
and innovation.

Note: Part of this research was undertaken previously while Andreas Hinterhuber,
Todd C. Snelgrove, and Bo-Inge Stensson were working in different roles: Andreas
Hinterhuber, Partner, Hinterhuber & Partners; Todd C. Snelgrove, Vice President Value,
SKF; Bo-Inge Stensson, SVP Group Procurement, SKE
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3 Interview

Processes and capabilities
for value quantification

Hinterhuber, Andreas and Russell, Robert

ROBERT RUSSELL: Andreas, you've been working with companies for many years on pric-
ing. What’s the first thing you do when you have a new client?

ANDREAS HINTERHUBER: | have a lot of respect for the medical profession: Excellent
consultants are like doctors — they improve the lives of their clients. The most impor-
tant part in this process is diagnosis. If we get the diagnosis wrong, even the best,
scientifically most advanced treatment will lead nowhere.

ROBERT RUSSELL: How do you apply this insight to the world of pricing?

ANDREAS HINTERHUBER: Over the past years, we at Hinterhuber & Partners have invested
a very substantial amount of time and intellectual effort to develop state-of-the-art
diagnostic instruments in pricing. We use rigorous pricing tools and checklists to
analyze what we term the “3Cs”: customers, competitors, and the company itself.
To understand customers we use the customer needs profiler to gain relevant insights;
to understand and map competitors we use the competitive advantage profiler. To
understand the client company we use the competitive advantage profiler and our
value quantification tool. We further assess company pricing capabilities via a scale,
PRICECAP, that we've developed, and we map all processes that involve pricing
decisions, typically the sales process in B2C and the offer development process in
B2B. We complement this with structured interviews with key executives in market-
ing, sales, and pricing; with interviews with customers and distributors; and with an
analysis of company documents on profitability by product, sales rep, region, cus-
tomer, and segment. This provides us with, first, very important insights about the
current situation of the client . . .

ROBERT RUSSELL: . . . but does not yield any specific insights related to pricing?

ANDREAS HINTERHUBER: Correct, in principle. To understand why, we have to remem-
ber that pricing decisions are usually the result of a chain of prior decisions, typically
either horizontal chains, i.e., different departments within an organization, or verti-
cal chains, i.e., different hierarchical levels. We cannot improve pricing by changing
prices. We have to work on the chain of effects to understand which prior decisions,
which structural configurations, or which other elements influence the effectiveness
of pricing.

ROBERT RUSSELL: Maybe you could provide an example to illustrate this point.

ANDREAS HINTERHUBER: We recently completed a pricing project with a German B2B
company with sales in excess of €5 billion. As part of the diagnosis, we mapped the
key processes where pricing decisions were made. The key process in B2B is, as
mentioned, the offer development process — most industrial companies have a similar
process in place that covers the following seven elements: generation of customer
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insights, identification of market opportunities, evaluation of market opportunities,
offer development, quotation, negotiation, and, finally, ofter delivery. Figure 3.1 pro-
vides an overview. The client illustrated in Figure 3.1 had an offer development pro-
cess in place, but the analysis revealed that profitability suffered as a result of a poor
design on nearly all elements in this process. Customer insights, for example, were
not shared between sales managers and regions, so the salesforce was perceived as out
of sync by some customer segments. Likewise, executives did not systemically col-
lect, let alone share, information on price levels or offer configurations of competi-
tors. Sales managers responded passively to requests for proposals rather than actively
developing new markets and cross-selling new products to existing customers. Sales
managers used revenues and not gross margins to evaluate market opportunities,
meaning that the company’s best available technical talent was regularly assigned to
large but unprofitable deals. Also, the offer development reflected what salespeo-
ple thought customers wanted instead of taking customer insight to develop the
value proposition; solutions were thus frequently over-engineered or quoted at rock-
bottom prices unnecessarily.

Quotations were strictly done on a cost-plus basis: The company had a pricing
tool, which upon close inspection was nothing but a revamped costing tool. Sales
managers thus did not have the capabilities or tools to incorporate considerations on
customer value — how much customers were willing to pay — into the price quota-
tion. Furthermore, there was no follow-up on quotations the company did not win:
Sales managers could not indicate, even if they wanted to, why any given tender was
lost. To state it clearly, best-practice companies understand why deals are lost and ana-
lyze the relative frequency of, for example, reasons related to product, price, availabil-
ity, relationship, quote speed, project cancellation, service, or quality. This win/loss
analysis is a fundamental part of improving pricing in competitive bidding situations,
but it was completely absent in this case. Negotiations were sometimes ineffective,
simply because sales managers did not know how to sell and price out supplemen-
tary services to customers. Furthermore, discounting guidelines did not exist: Sales
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Figure 3.1 The offer development process in B2B: Effective and ineffective practices
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managers were simply encouraged to “do their best” to sell at list prices, but there
was no follow-up, no learning, and no improvement in net price realization. In this
process alone, our analysis identified several million euros in profit improvements.
Delivery was the only element in this process that worked really well — that was the
only part in the process we recommended not to touch at this stage. In summary, in
order to drive profits via pricing, we frequently need to examine the entire chain of
effects, and in this case the offer development process was probably the single best
starting point. While this situation is unique, I would contend that the quality of the
diagnostic part is a fundamental aspect of all pricing projects.

ROBERT RUSSELL: What specific improvements in the area of pricing do you then
implement?

ANDREAS HINTERHUBER: In 2012, we published an article in the MIT Sloan Management
Review, “Is It Time to Rethink Your Pricing Strategy?” This article distinguishes
between “price setting” and “price getting”: Combining these two elements gives us
our pricing capability grid (see Figure 3.2; Hinterhuber and Liozu, 2012).

Price setting refers to the different approaches companies use to determine sell-
ing prices: cost-based pricing, competition-based pricing, and customer-value-based
pricing. Price getting refers to different abilities to actually get the price set out in
the first place: Some companies are very good at realizing their list prices, via, for
example, value communication, customer value quantification, or price controlling.
Other companies are less effective, and prices erode as a result of poor negotiation,
poor value communication, or weak price-realization capabilities. Salesforce incen-
tives may play a role as well. We use this framework to map where our clients stand
today — that is, where they stand today in terms of price setting and price getting —
and we use this framework to jointly define a 1- to 2-year target: Together with
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senior executives we define where the company as a whole should be in terms of
price setting and price getting. This typically leads to very specific actions and pro-
jects in these two areas.

ROBERT RUSSELL: Does pricing need to be customer-specific?

ANDREAS HINTERHUBER: Yes. Many companies have pricing processes that are, coun-
terintuitively, both too rigid and too flexible. Too rigid, because many companies
basically have a one-size-fits-all pricing strategy. Too flexible, because there are too
many price exceptions. On the former: Take the case of how airline companies set
ticket prices until about 30 years ago. They sold tickets like bus companies sell tickets
today: one price for one destination. And this, of course, fails to capture the value
that different customer segments may place on a ticket. For some, value means even-
ing return flights; for others it may mean flexibility, or service quality, or status miles.
Today the airline companies use an understanding of customer willingness to pay in
order to set prices differently based on differences in value provided to their custom-
ers. Revenue management is, of course, practised nearly universally by the airline
industry, and it is a key contributor to profitability also in a number of other indus-
tries, like the hotel industry, the rental car industry, and even in some B2B contexts.
So, yes, pricing needs to be customer-specific and thus flexible. But pricing needs an
element of rigidity as well: We need rules, guidelines, and policies. Tom Nagle — a
pioneer in pricing — defines pricing criteria as the requirements that customers or
orders must meet in order to qualify for lower prices (see Nagle and Holden, 2002).
The key insight is this: Sales managers implement pricing policies, but they cannot
have primary responsibility for defining these policies in the first place. In this respect
and in this respect only, pricing needs to become more rigid, especially in B2B com-
panies where prices are generally negotiated.

ROBERT RUSSELL: You were asked at a recent event at the Institute of Chartered Account-
ants of England and Wales (ICAEW) about service pricing. Services account for 60%
to 80% of GDP in advanced economies. Services do have specific traits which may
pose challenges for pricing. The value may be intangible. Determining relevant costs
is frequently arbitrary. So in many service industries the hourly rate is frequently the
dominant pricing approach, be it in law firms, advertising agencies, or even top-tier
management consultancies like McKinsey, BCG or Hinterhuber & Partners. But you
suggested, then, that this was an outmoded method. How easy would it be to go into
a company and suggest that they radically reform their pricing? This may mean, of
course, massive cuts to their costs.

ANDREAS HINTERHUBER: This question is excellent because it implies that changing pric-
ing practices involves far more than changing list prices. I agree: Changing pricing
practices is, in many cases, a case for a true organizational transformation. It’s a bit like
changing the company DNA. Pricing is part of the company culture, and changing
pricing practices requires a change in capabilities, in culture, in structure, in incentive
systems, and in how the company interacts with customers. This applies also to the
change from hourly rates to value-based or outcome-based pricing. Any company
aiming to change from cost-based to value-based pricing is well advised to treat this
change as a true organizational change management program. Here, the eight-step
change model of Kotter (1995) can provide a useful framework for kick-starting this
organizational transformation related to pricing (see Figure 3.3). Companies need to
establish a sense of urgency, they need to form powerful guiding coalitions, and they
need to establish a compelling vision. They also need to communicate this vision,
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Main Steps Key Activities
1 Establishing a sense of urgency Examining competitive realities Identifying crises or major
opportunities
2 Forming a powerful guiding Assembling a group with enough power
coalition Encouraging the group to work together
3 Creating a vision Creating a vision to direct the change
Developing implementation strategies
4 Communicating the vision Using every vehicle to communicate
Teaching new behaviors by example
5  Empowering others to act on the  Eliminating obstacles; changing structure
vision Encouraging risk taking
6  Planning for and creating short- Planning and creating key improvements
term wins Rewarding employees involved
7  Consolidating improvements and ~ Using increased credibility to changing structures that don’t
producing still more change fit; adding projects
8  Institutionalizing new approaches  Articulating the connections between the new behaviors

and corporate success

Figure 3.3 The eight-step change model

Source: Kotter, 1995

remove the inevitable obstacles to change, and they need quick wins able to dem-
onstrate that pricing works. Companies need to build on these quick wins and they
need to, finally, institutionalize the new approach to pricing in their culture.

A change in pricing practices is an organizational change management program.
As such, it needs CEO support. In a recent research project (Liozu and Hinterhuber,
2013), we polled 358 CEOs of mostly medium-sized companies and documented
that CEO championing of pricing leads to both increased pricing capabilities and
improved firm performance in industrial firms. CEOs thus can play a very important
role by acting as champions of pricing and the pricing function. This is something
that few companies have fully understood.

ROBERT RUSSELL: If I were, say, a lawyer delivering a service at a rate per hour and if I had

an existing customer who was used to paying so many thousand pounds a year who
then said, “Okay, we want you to tender now,” and I said, “Okay, I'll give you value
added,” how would I know the value?

ANDREAS HINTERHUBER: There is one golden rule. If you are a lawyer you should not

ask what you do for your client. What you should ask is what the client is able to
do as a result of working with you — as opposed to working with your closest com-
petitor. You have to ask what your competitive advantage is incrementally worth to
customers in monetary terms. In your example, this lawyer could thus tie the profes-
sional fees to quantifiable outcomes, jointly defined with clients: Relevant outcomes
could be the level of compliance achieved, lawsuits won, or other indicators which
matter to clients. I need to make one point clear. Value-based pricing requires dif-
ferentiation. One of my favorite quotes — our clients say that we actually coined this
quote — is “If you are not perceived as being different, you will be benchmarked on
price.” So the idea that you can define outcomes, implement value-based pricing for
standardized, fully commoditized products or services, is wrong. Although I strongly
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believe that commodities do not exist, I do recognize that, in any industry, there may
be products or services where differentiation is not economically feasible, at least not
in the short term. Take a supply contract for a ton of standard-grade office paper. In
these or similar cases, after a conscious decision on whether or not to participate in a
bid, I suggest reverting to competitive pricing, adjusted to reflect differences in offer
quality, if relevant.

ROBERT RUSSELL: Microsoft has decided that Internet Explorer is basically dead. So
they’re going to kill it oft metaphorically and replace it with a new interface for the
Internet to compete more effectively with Chrome. So the point is: some companies
may have to decide that their product line does not have value.

ANDREAS HINTERHUBER: Fair observation.

ROBERT RUSSELL: I don’t suppose they would call you in and you would say there’s no
point to have a price for this because it has nothing left.

ANDREAS HINTERHUBER: [ think I would make two observations. End-of-life-cycle
pricing frequently allows price increases. Take the pharmaceutical industry as one,
representative, example: Once a product goes off patent and before literally doz-
ens of generic competitors rush to the market, the patent holders increase the
price. A back-of-the-envelope calculation with the three variables contribution mar-
gin, break-even sales analysis, and post-patent price elasticity shows that pharmaceutical
companies lose more margin by dropping prices than they do by increasing prices.
This pattern holds, I suspect, also in other situations where products reach the end
of their life cycle and where a small but loyal segment of customers exists. The
other, equally important observation is that killing products is a necessary compo-
nent of good management practice. Most companies do this too late. Many com-
panies make the mistake of carrying a large product portfolio, which of course also
carries the risk that salespeople focus then on the wrong products. And so it takes
courage to ask, “Where am I truly competitive? In which areas am I able to deliver
outstanding value?” It takes courage to then say, “Okay, I withdraw from products
or segments A, B, and C because this is not where I want to be in the future and
instead I do something else.”

ROBERT RUSSELL: There is an example in Britain of a brewing company. They used to
make beer, and now they run coffee shops and hotels. So they killed off their entire
product. I find that extraordinary. That they reinvented themselves, presumably by
looking at the profitability of beer and the profitability of coffee and deciding that
this is a better way to go. But that kind of radical reform isn’t something that many
companies do.

ANDREAS HINTERHUBER: Yes.

ROBERT RUSSELL: This type of radical change is probably rare: in addition, when com-
panies implement such radical change, they probably do not call in top management
consultants like you for advice. But, then again, I may be wrong on this one.

ANDREAS HINTERHUBER: Interestingly, we are called in also at an early stage where com-
panies truly want to understand their strategic direction, including the strategic direc-
tion of pricing for the future. And in this case, articulate, analytical, and independent
thinkers can be quite helpful. Since we are not attached to a company’s history and
we don'’t fully understand the politics, our only concern is the future, and maybe that
is an advantage.

ROBERT RUSSELL: Many companies, both in B2B and B2C, struggle when having to set
prices for innovations, especially when these innovations are radical.
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ANDREAS HINTERHUBER: The pricing of innovations is a particularly interesting and chal-
lenging area — simply because for true breakthrough innovations there is no reference
value, there is no benchmark against which to compare a new product.

ROBERT RUSSELL: How do you set prices for breakthrough innovations?

ANDREAS HINTERHUBER: We unbundle first, and we aim to increase the perceived value
with a strategic approach to pricing in a subsequent step. First, we decompose the
innovation into the three or four benefits delivered and determine customer willing-
ness to pay for each of these component benefits. This approach, summing customer
willingness to pay for the components and adjusting the sum for any interactions if
relevant, allows us to quantify customer willingness to pay for breakthrough innova-
tions very, very accurately. An example will illustrate the principles. A few years ago
a major, global tobacco company approached Hinterhuber & Partners ahead of a
planned new product launch: a smokeless cigarette. This product is tobacco-based,
thus satistying smokers’ cravings, but it does not emit smoke, thus consumable wher-
ever smoking restrictions apply. We used ethnographic research to understand how
this new product could fit into the lifestyles of current customers. This research indi-
cated that the most likely, closest substitutes for this new product were energy drinks
and coftee, which potential customers consumed when smoking was not an option
and when they felt in need of a boost. This insight and a bit more research, some
modeling, and a few other steps allowed us to attach a very precise price point to a
product which can be considered a major, potentially breakthrough, innovation: This
process allowed us to substantiate that willingness to pay for this innovation was closer
to the price levels of energy drinks or coffee than to the price of a single cigarette.
The second step in pricing breakthrough innovations is a conscious effort to increase
customer willingness to pay. In a recent article (Hinterhuber, 2015) I highlight how
companies can favorably influence customer perceptions of value and price without
actually lowering the price. Understanding the psychological elements of pricing,
understanding how customers perceive prices, allows companies to create and raise
customer willingness to pay. Examples of companies that have a superb understanding
of the psychological effects of pricing in order to increase customer willingness to
pay are Apple in B2C or Xerox and Monsanto in B2B. Figure 3.4 provides the full
overview of how companies can use an understanding of consumer psychology to
increase customer willingness to pay.

ROBERT RUSSELL: That is brilliant, and I would like to ask another question. Let us discuss
retail pricing. Take food or apparel retailers in the United Kingdom. Many of them
are struggling because they are trying to justify the price differences they inevitably
have over competing retailers. I think all these companies are now seeing massive
changes to the way that customers behave. And I know that I wouldn’t like to say this,
but everyone will face it at some point: If people don’t look at their pricing during
times of calm, they may be forced to make radical changes during times of radical
change.

ANDREAS HINTERHUBER: This, Robert, is a quotable quote indeed. Executives would
be well advised to remember this. I agree: Once you enter rough waters, you lose
degrees of freedom. So the best time to change your pricing strategy is when you
don’t have to.

ROBERT RUSSELL: What are some of these changes in retail pricing?

ANDREAS HINTERHUBER: One is a thing called the Internet, clearly. For retailers this
requires a rethink away from standard, fixed mark-ups to mark-ups that reflect the
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incremental value that store-based retailers provide. When this value is there — because
of services, warranties, immediate product availability, assortment — there are mar-
gins. When value is absent, margins go as well. The other change is the adjustment
of prices based on the role that any given product plays for the customer. Products
bought on impulse or as complements allow pricing freedom. Products that custom-
ers use to evaluate the overall price attractiveness of a retailer or products where price
awareness is high require a different — frequently an aggressive — approach to retail
pricing. Best-in-class retailers understand very well the role that any given product
plays for customers and adjust prices accordingly.

Next is the disappearing middle ground. In many industries we see that the middle
ground — companies that are neither the low-cost nor the most-differentiated suppli-
ers — come under pressure, from both the low end and the high end. These compa-
nies are not well positioned, and this has a direct reflection on their pricing strategy.
Take the car industry: Opel lost market share both to low-end Korean manufacturers
and to high-end, premium car manufacturers. Similarly, in retailing, growth is hap-
pening largely at the extreme ends of the markets, in the low-price bracket and the
premium price segment.

ROBERT RUSSELL: What are the implications for pricing?

ANDREAS HINTERHUBER: The implications are relatively straightforward: Many apparent
pricing problems are in reality positioning problems. Companies need thus to under-
stand their strengths and weaknesses, as perceived by customers. They need to under-
stand how much value they create for their customers, as perceived by their customers,
and not, I emphasize, how much value senior managers think these companies create
for their customers. Once they have clarity on their competitive advantages and the
monetary value of these competitive advantages to customers, then we can explore
pricing. And it also links back to what we said before about pricing as the last decision
in a chain of prior decisions. For a company such as Marks & Spencer, for example,
to change their pricing strategy would probably be ridiculous. They may need to
change their pricing, but first they need to change a whole range of other elements in
their customer value proposition: probably assortment, maybe store layout, selection,
services, loyalty cards, etc. And only after the senior leadership team has established a
compelling value proposition — including an understanding of customer willingness to
pay — will the time be right to explore adjusting the pricing strategy.

ROBERT RUSSELL: What are some of the emerging issues you see in pricing?

ANDREAS HINTERHUBER: Over the past five years, Hinterhuber & Partners has completed
a major research project investigating how companies quantify their value proposi-
tion. For many companies the capability to quantify value is the single area where
improvements are needed most. Our research also suggests quite clearly that those
companies with the most developed capabilities to quantify the value proposition to
customers in monetary terms are also the companies that outperform their competi-
tors in profits and sales growth. On top of the agenda of any B2B senior sales or
marketing manager worth her salt is the question of tools, processes, and capabilities
to document and quantity value to customers. And this, I think, really is the litmus
test of pricing.

ROBERT RUSSELL: You suggest that the ability to quantify value is the true indicator of
whether or not companies are truly good at pricing?

ANDREAS HINTERHUBER: Yes. We have to remember that the most important feature of
selling in industrial markets is the need of sellers to quantify value: Selling in industrial
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markets requires the ability to document in monetary terms ($/€//£/¥) how much
incremental profit a proposed product or service delivers over the customer’s next
best alternative. Buying and selling in industrial markets is thus increasingly akin to
performing ROI calculations. Buyers evaluate the monetary benefits against costs and
prices of competing offers. Sellers justify any price premium by documenting that the
quantified value to customers is substantially larger than any price premium over the
customer’s best available alternative. Surprisingly, very few suppliers have developed
the capabilities to quantify and document value. Most suppliers in industrial markets
sell features, specifications, or benefits: They struggle to convert their competitive
advantage into quantified customer benefits.

ROBERT RUSSELL: Your research suggests that the industrial purchasing function is increas-
ingly forcing companies in B2B to quantify value?

ANDREAS HINTERHUBER: Yes. This is the simple answer with far-reaching consequences.
Take SKE a Swedish company with about €8.5 billion in sales and a leading supplier
of industrial bearings and other equipment to the automotive and machinery indus-
try. SKF is operating in a heavily competitive industry, and the company’s product
range frequently carries a price premium of 20% to 50% over the customer’ best
available alternative. Yet SKF is thriving in this industry, with profitability and growth
levels substantially higher than its direct competitors. How does SKF do this? SKF
has established a function, led by Todd C. Snelgrove, Global VP of Value, in charge
of documenting and quantifying value to customers. Take the following example (see
Figure 3.5). SKF uses a value calculator to document to customers that the product of
SKE sold at a premium of 50% over the customer’s next best alternative, is delivering
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monetary benefits that substantially exceed this price premium (Hinterhuber and
Snelgrove, 2012). Industrial bearings are, for the layperson, commodities: apparently
interchangeable steel products. SKF is able to document to customers that, despite
a substantial price premium over the next best available product, customers end up
paying less and being better off by purchasing from SKE

ROBERT RUSSELL: This is fascinating.

ANDREAS HINTERHUBER: Marketing, pricing, and sales managers in B2B should take
notice: If SKF is able to quantify the value of industrial bearings, so should other
companies with products that are frequently even more differentiated than those
of SKE

ROBERT RUSSELL: So you suggest pricing in B2B is all about value documentation and
quantification?

ANDREAS HINTERHUBER: At the risk of over-simplification, yes. This is the area where
I see a huge investment of many companies in B2B. This investment is directed at
equipping their salesforce with the capabilities, the tools, the processes, and the value
calculators which enable them to quantify and document value to their customers.
And in the past, this was clearly not the case. In the past, the traditional approach was,
if we play out the example above: My asking price is 15, the competitor is 10, so we
meet somewhere in the middle around 12, and we both walk home happy.

Best-in-class companies, such as SKE DHL, HP, Maersk, SAP, Tieto, Metso,
Grainger, Monsanto, pharmaceutical companies, and others, do not sell like this any-
more. Those days are gone. All these companies have developed tools and processes
to convert their competitive advantages into quantified customer value. This increases
both profits and customer satisfaction. What SKF today does is this: The price pre-
mium is five over the customer’s best available alternative, but the company docu-
ments, quantifies, and guarantees to customers that the incremental value to customers
is 30. The sales message is this: It would be an error of omission not to buy the more
expensive product since the most expensive product actually costs less. So SKF phrases
this as an investment: “You, hard-nosed purchasing manager, would be doing your
company a disservice by purchasing the lower-price product because it would cost
you more.” Today and, I would contend, in the future, leading-edge B2B companies
will equip their salespeople not only with the confidence but also with the tools — for
example, value calculators and value quantification tools — that empower them to
convert competitive advantages into quantified monetary customer value. The tools
and the confidence will help the salesforce resist customer pressure for lower prices.

ROBERT RUSSELL: Many companies struggle to defend their price premiums vis-a-vis
Chinese suppliers, for example . . .

ANDREAS HINTERHUBER: . . . and the only remedy is investments to develop capabilities
and tools to quantify value. As a result of this research, for example, we have built up a
database of well over 100 customer value calculators that B2B companies actually use
to document and quantify value to their customers. The insights gathered during this
research have enabled us to develop our own value quantification tool (VQT) which,
in the eyes of a senior vice president of purchasing at a €10 billion B2B company, is
today the globally most advanced tool for quantifying value to customers. So I would
contend that, at least for some B2B segments, competition comes down not only to
the quality of products and services but also to the quality of thinking that enables the
sales manager to justify price premiums to customers.
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ROBERT RUSSELL: Andreas, thank you. I think we’ve covered a number of key issues in
pricing. That’s brilliant. I enjoyed our conversation.
ANDREAS HINTERHUBER: Very well; thank you likewise, Robert.
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4 Muddling through on customer
value in business markets?

Snelgrove, Todd C. and Anderson, James C.

Jim and Todd have had many conversations about customer value management (CVM)
over the years. Todd’s company, SKE has graciously contributed best-practice examples to
Jim’s management practice work (e.g., Anderson et al., 2007, 2010).

Implementing customer value management in a business

TODD C. SNELGROVE: What do companies seeking to implement customer value manage-
ment (CVM) need to do to make this strategy work?

JIM ANDERSON: We find that businesses seeking to implement CVM, in order to make
it really work, progress through three stages: Prove the CVM concept, build the
CVM structure and culture, and sustain the CVM advantage. In the prove the CVM
concept phase, a business undertakes several CVM projects to better understand the
monetary value of changes in its market offerings to target customers. While the
business obtains specific results for the offerings that it studies, along with learning
the concepts, process, and tools of CVM, the overarching goal is to demonstrate that
CVM can work in the business. The experience with CVM at this stage provides
proof that CVM will improve profitability and that it’s practical for the business to do.
Teams working on the projects create “success stories” which create momentum and
enthusiasm within the business for CVM change. It is often viewed as a cliché that
senior management commitment and support is needed to bring about any enduring
change in a business, but it’s nonetheless true. Even more critical, though, is gaining
the commitment and support of first-level managers and those who work for them,
such as field sales reps and tech reps. We find that there are three sorts of folks in
businesses: progressive thinkers, open-minded individuals who need to see change
demonstrated in their own setting, and laggards. The progressive thinkers are a small
minority who can look beyond their own business and envision how developments
in other industries or geographies can be adopted or adapted for use in their own
business. They “get” what CVM could do for their business from others’ experiences.
The majority of individuals in a business are open to change, but they want to see
evidence that the proposed change works in their business, often in the form of pilot
programs, before they are willing to implement it. These are the individuals who are
critical to win over during this first stage. Finally, there are a minority of laggards in
any business who are not open to change. They’ve seen it all and want to continue
doing what they’ve been doing. “We tried that twenty years ago and it didn’t work!”
is a typical laggard reaction to whatever new is proposed. Never mind that the busi-
ness likely is significantly different from what it was twenty years ago or that whatever
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was tried then is not the same as what is being advocated now. Fortunately, persuad-
ing the open-minded individuals that it is worthwhile doing more CVM enables
a business to move to the next CVM stage. In the build CVM structure and culture
stage, the business expands its CVM capability by designating and training customer
value experts or specialists who can assist others with CVM projects. The business
undertakes more projects, builds more customer value models, and begins a reposi-
tory of value word equations for others to use, which makes their task of conducting
customer value research easier. The business provisions value-based sales tools that its
salespeople are able to use and want to use. The business establishes linkages between
CVM and existing processes in marketing, sales, and new product development.
There may be interest, for example, in applying CVM earlier in the new-product
development process. Finally, the business defines success metrics and designs training
for the CVM rollout. In the sustain the CVM advantage stage, the business scales new
CVM capabilities across the organization. CVM champions work throughout the
functions and geographies of the business. Most of them will have this CVM work
simply as part of their responsibilities in their positions, but it’s essential that several
individuals in the business have CVM as their sole or primary responsibility. Some
individuals need to have ownership or stewardship of CVM in the business, where
their mission is to keep CVM vital, renewing and updating the CVM capabilities and
culture. What critical incidents can you share, Todd, about progressing through these
stages at SKE, and what are you doing to keep CVM vital at SKF?

TODD C. SNELGROVE: It’s an ongoing program, but when I look back I can clearly see
the three stages you refer to. In the prove the CVM concept stage, 1 remember two
different situations that were powerful. I had become increasingly excited in the late
1990s about the rise of procurement and the need to convert our technical value
into monetary terms for procurement. A new product was created called System 24
that had some unique features that created customer cost savings. However, with a
price premium of 35% or so, I needed to demonstrate that the annual actual cost
would be less. I was at a call with a large customer, who was using thousands of our
competitor’s version of the product. Given a 35% price premium, I needed to dem-
onstrate the benefits in dollars of switching to our version. On the back of a piece
of paper, I showed how, because of the increased number of flow-rate options our
system offered (the technical feature), the customer in some instances would increase
the accuracy of the product delivery and, in other cases, reduce the number of units
required. The net result was that the customer got a better product and spent 18% less
on the system in dollars per year. We got an order. That night I sat with my laptop
and created a calculation in Excel. Management got very excited about this, so we
created a calculator for one product, with the goal of adding other new solutions as
they were getting ready to launch. Over the next two years I was a fanatic! I acquired
the name Bulldog, as I kept pushing this concept to become more of a company
focus for all that we do. It was 2001 and the global recession was in full swing.
A large industrial customer had a new VP of procurement who was demanding a
price reduction to keep the contract for the next 5 years (let alone no price increase).
Since large, spherical bearings (costing six figures or more) have very long lead times,
our business was in jeopardy. Our North American president gave our key account
manager the authority to offer a 5% price discount to keep the business. A few days
later he said, “Snelgrove, why don’t you go down and see if you can find a way to
guarantee the value instead of the price discount?” Long story short, we agreed that
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we would guarantee a 5% annual cost savings (not price savings) and that if we failed
to do so, we would write them a check. For a customer that buys $4,000,000 a year
over 5 years, the saving to us — if we could deliver and prove our value — was enor-
mous. The $1,000,000 price difference would fall to our bottom line. All we needed
to do was make it happen. The build CVM structure and culture stage happened right
after the large value deal was signed. Within a week I was told by the North Ameri-
can president, “Guess what? That is all I want you to focus on.” At the time no struc-
tured tools existed, and we knew we needed to have a better system for calculating
and logging our value than just an Excel template. Our company uses Lotus Notes,
a back-end system that runs our corporate email, but also a place where a database
could be created. It allowed us to have one system for the whole company, constant
live updates, new solutions pushed out when created, and a way to log the cases that
were created, and eventually accepted. As the programmers were working on the
system, I was busy with product divisions, challenging them to help me convert tech-
nical features and benefits into monetary savings. We needed the formulas and some
realistic numbers to put in the opening templates. Our industry and application engi-
neers were a great support. Eventually the story and news of the tool spread in the
company across geographies, and I was placed in a global role to develop, champion,
roll out, and support our value initiative for our end-user accounts and industrial
distributors. The sustain the CVM advantage stage is a never-ending focus and journey.
First off, our CEO bought into the concept that if we create value we must be able
to prove that value and even get paid based on the value being created. He also real-
ized that value is different for our different divisions (what is of value to an original
equipment manufacturer is different from what is of value to an end user, or to an
automotive or aerospace customer, but they all want to receive value). Therefore, my
role was moved from being a global role for one division to a role supporting the
whole company. To keep the focus and everything at front of mind, I've focused on a
few things. First is to make sure the tool is easy to use and includes the right informa-
tion. In 2015 we launched an iPad version, which is simple and quick to access. I've
made the value quantification logic part of our new product launch creation, rollout
process, and pricing. We started a Key Accounts group a few years back, and those
people have helped push the need to keep the system full of cases for their custom-
ers. We have or we want to have agreements around value, so we need the examples
and proof. Finally, I spend a lot of time in the marketplace trying to get customers to
rethink how they segment suppliers. I need customers to see us as a strategic buy and
to choose suppliers based on best value, not on lowest price that meets a minimum
criterion or specification. In sustaining the focus, it doesn’t hurt that our CEO talks
about the concept constantly, that we announce the number of cost-saving cases and
value created in our annual report, and that each division president has it as part of
their scorecard. We don’t want to just focus on creating cases; we want to find ways
to really save customers hard money and for us to get paid based on that value.

Customer value management for value selling
versus tiebreaker selling

TODD C. SNELGROVE: In a recent piece, “Tiebreaker Selling” (Anderson et al., 2014), you
discuss the difference between value selling and tiebreaker selling. Can you explain
how the practice of CVM varies between these two approaches?
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JIM ANDERSON: The management practice research for “Tiebreaker Selling” was a revela-
tion for us. We have been emphasizing for many years that suppliers practicing CVM
should demonstrate and document the value of their offerings to customers rela-
tive to the next best alternative for those customers. Demonstrate means persuasively
showing the customer before purchasing the offering what cost savings or added
value the customer could expect from the offering. Document means working with
the customer after a suitable period of time using the offering to find out what cost
savings or added value the customer actually has received from using it. Demonstrat-
ing and documenting superior value each require that customers actively participate
and share their data on comparative use. What we found in the management practice
research is that customers in business markets have become more strategic in their
purchases. They make a fundamental decision about each purchase: Is it strategic or
not? Simply put, strategic purchases are ones that the customer has decided contrib-
ute significantly to differentiating its offerings to its customers. Not surprisingly, most
purchases turn out to be non-strategic. Most of us in marketing and sales have heard
of the “20-80 rule”: 20% of our customers should account for 80% of our sales and
profits. What we have heard from purchasing and supply managers is that they now
are following an “80-20 rule”: 80% of their time should be spent on the 20% of the
purchases they consider to be strategic, and 20% of their time spent on the 80% of the
purchases they consider to be non-strategic! As one can imagine, there are consider-
able time constraints in making non-strategic purchases. Purchasing managers and
other customer managers simply do not want to spend the time it takes to demon-
strate and document the value of non-strategic purchases. Instead, they initially seek
suppliers that can meet their basic specifications at a competitive price, and then they
ask the finalists for “something else” (other than price concessions) to justify choos-
ing one offering over the others. That is why we coined the term justifier for this: It
enables the purchasing manager to justify to others in the business why one supplier’s
offering was selected, and, through getting a noteworthy extra that the customer
finds valuable without analysis, it justifies the purchasing manager’s contribution to
the business. Although customer managers are not willing to take the time to find out
what the specific value of a non-strategic offering is for their business, they nonethe-
less appreciate the supplier giving them a rough estimate of what it might be. This
realization suggests an approach to CVM that will be essentially the same early on,
whether the supplier’s offering is strategic or non-strategic. Later on, though, what
the supplier does will diverge dramatically. We contrast value selling with tiebreaker
selling in Table 4.1. As the table makes clear, these two kinds of selling are dramati-
cally different from each other. Nonetheless, conducting customer value research
during a pilot program before the commercial launch of the offering (or updated
versions of it) will be worthwhile. Learning the value of the offering relative to the
next best alternative by working with a handful of customers in a pilot program will
teach the supplier about the points of difference between offerings and what they are
worth to the pilot-program customers. What these points of difference are, though,
will vary depending on whether the core offering is highly differentiated and stra-
tegic or undifferentiated and non-strategic. For the highly differentiated, strategic
core offering, the estimates of the monetary value of the points of difference will be
used to provision a value calculator (Anderson et al., 2007). For the undifferentiated,
non-strategic core offering, the estimates of the monetary value of the points of dif-
ference will be used to provision what we call justifier value cases, which are named or
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Table 4.1 Value selling versus tiebreaker selling

Value selling

Tiebreaker selling

Supplier’s core offering

Customer’s view of
purchase

Customer willingness to
extensively evaluate
offering’s value

Deal winner

Supplier’s goal

Highly differentiated:

The product or service
has unique features that
customers appreciate

Strategic:

The purchase significantly
contributes to differentiating
the customer’s offerings

High

The offering provides
quantifiably higher value
than that of competing
offerings, which more than
compensates for its higher
price

Gain business at a significant
price premium (>5%)

Undifferentiated:
The customers want only their

basic specs met at a competitive

price

Not strategic:

The purchase is not critical to
differentiating the customer’s
offerings

Low

The supplier offers a justifier —
a noteworthy extra that
the customer finds valuable
without analysis and shows
the purchasing manager’s
contribution to the business

Gain or retain business at a slight
price premium (3-5%)

Source: Adapted from “Tiebreaker Selling: How Nonstrategic Suppliers Can Help Customers Solve Important Prob-

lems,” by J. C. Anderson, J. A. Narus and M. Wouters, 2014, Harvard Business Review 92(3), 90-96.

unnamed case studies from pilot-program customers that broadly suggest the mon-
etary value of the studied justifiers. Each of these becomes a sales tool that salespeople
use in their selling efforts. Each of these kinds of selling tools enables the salesperson
to provide the kind of proof of superior value that the customer managers want. The
result is that these tools enable the salesperson to achieve a better price, whether it
is a significant or a slight price premium. Do you find that the justifier concept and
tiebreaker selling are applicable at SKF? What challenges does SKF face in putting
them into practice?

TODD C. SNELGROVE: Great question. I've thought about this research for a while. I think

the first thing SKF needed to think about is “what are we actually selling?” If it’s a
specific engineered product, then youre right; either it’s demonstrably better and
we can quantify the value to allow the purchaser the customized business case to
justify the investment, or we have general business cases with industry numbers that
we can present if the customer doesn’t want or need a customized business case.
However, sometimes, in certain product ranges either the differences are minor or,
more important, the performance differences are less about the product itself and
more about the implementation of a program. In these cases we say to customers, if
they are of sufficient size and so forth to justify the resources, let’s not focus on the
specific product being better or different, but through — as you say, Jim — applying
our Systems, Support and Implementation Programs, we can guarantee a hard annual
saving. We then explain the program — the SKF Document Solutions Program — that
is tied to our system and where we document our value. The savings might be not
in a specific bearing, for example, but in which bearing was chosen, how they were
installed, if the right lubrication has been selected, if the correct seal has been applied
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that keeps the dirt out, or in the maintenance practices around the machines to help
them last longer and run at a lower total cost of ownership. Also, I think that many
times procurement makes assumptions about how they should source a certain cat-
egory. They base it on dollars spent or on risk (see Chapter 7, which discusses this in
detail). The takeaway is that if procurement assumes you are easily substitutable with
another competitor because you have an International Standards Organization prod-
uct and other suppliers are almost as good, and your spend is low compared to other
things they buy, then they might look for the differentiator. I spend a lot of my time
challenging this assumption. It might not be the client’s biggest dollar spend, but
the impact that a supplier can have on your profitability is huge. To do this, though,
I need to inform and engage procurement way before they make this decision, not in
the middle of a negotiation or in response to a request for quote, as they have already
decided what they will measure, and it’s tough for them to open up and say, “Wait,
I should re-think this.”

Muddling through on customer value

TODD C. SNELGROVE: Do you notice a trend in the practice of CVM and value selling?

JIM ANDERSON: Recently I did a search for large-scale, management practice studies that
have been done on CVM and value selling. I expected to find at least several studies
but I could find only one, done by the Aberdeen Group (2011). They surveyed 214
businesses about their value-selling practices. Aberdeen aggregated the businesses’
responses on three performance measures to segment them: customer retention rate,
average year-over-year growth in overall company gross profit, and average year-
over-year increase in average closed deal size or annual contract value. Based on
their aggregate responses to these three measures, Aberdeen grouped them into three
performance classes: the top 20%, which they term “best-in-class”; the middle 50%,
which they term “industry average”; and the bottom 30%, which they term “lag-
gard.” Juxtaposing the findings that they report in two sections of the report produces
some surprising comparisons. I share this juxtaposition of findings in Figure 4.1. On
the left we see the results for the statement “We clearly translate features/benefits of
our solution into economic value we can articulate to customers,” and on the right
we see the results for the statement “Sales process includes distinct steps, activities,
tools to reinforce value delivered to customers.” Notice the considerable percentage
decrease for each performance class on these two measures. For example, 74% of the
best-in-class performers agree with the statement that their business is translating
features or benefits to economic value it can articulate to customers, while only 51%
agree that their sales process has some distinct means to reinforce the value delivered
to customers — a decrease of 23%! What accounts for these differences, we can only
speculate on. Perhaps the technical or marketing folks are doing the translation on the
left but are not providing value-selling tools that salespeople find persuasive and want
to use. If one regards the results on the right as reflecting where “the rubber meets
the road” in conducting business on value, we would conclude that most businesses
are muddling through on value. Barely half of the best-in-class businesses agree that
they have the means to reinforce the value that their offerings deliver to customers.
Looking on the bright side, most businesses that believe they are doing poorly in
CVM and value selling can take comfort in knowing that they are not alone and that
there’s considerable room for improvement!
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Figure 4.1 Value realization: Muddling through on value

Source: Adapted from “Value-Based Selling: Building a Best-in-Class Capability for Sales Effectiveness” [Research
Brief] by Aberdeen Group, October 2011, retrieved 26 October 2015 from www.zsassociates.com/publications/
whitepapers/aberdeen-study-value-based-selling.aspx

JIM ANDERSON: Todd, do you know of any other studies done on CVM and value selling?
TODD C. SNELGROVE: One of my favorite pieces of research was conducted by Deloitte

and published in April 2013 in Harvard Business Review as “Three Rules for Mak-
ing a Company Truly Great.” They looked at data for over 25,000 publicly traded
U.S.-based companies over 44 years to see what characteristics made them the
most successful. They found a way to strip out other factors. They came up with
three rules for companies that continually were more profitable than others in their
industry. They found the number-one quantitative reason was a focus on being
Better Before Cheaper — on creating a product or service that is of value versus
being “a me-too, almost as good copycat.” The second rule was Revenue Before
Cost — working on getting paid for value before focusing on stripping away internal
costs. We all know that internal waste should be avoided, but the research shows
that having ways to get paid for value is significantly more important than cutting
internal costs. Finally, rule number three was There Are No Other Rules; nothing
else — such as R&D spend, number of patents filled, or brand recognition — was
statistically significant. In focusing on creating something of value, we use value
quantification or engineering for value, as others call it, to see what attributes we
should focus on new products having that create the most customer value. The
ability to quantify our value and sometimes enter into agreements to get paid based
on the customer realizing that value helps improves our top line and allows custom-
ers to buy our solutions.

JIM ANDERSON: Do you have an explanation you would like to offer for the difference in

results in Figure 4.1?

TODD C. SNELGROVE: [ think your conclusion is correct. Someone at the head office sent

a Power Point presentation that shows some global success for some customers. It
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might even show the breakdown of how the value was created; however, there’s no
systematic tool that allows the salespeople to run the calculation for their customer
in their country using the customer’s own numbers. Either that, or the calculations
were so complicated that no one understood how they worked. Sometimes I find
that engineers feel that more information is better. If people don’t understand or
believe the value quantification, then it doesn’t matter that you have a spreadsheet
that has numbers on it. Why are CVM and doing business based on value not more
widespread?

JIM ANDERSON: CVM and doing business based on value isn’t easy. It takes time and
money, knowledge and skill, visible senior management support, persistence, and
creativity. These last two — persistence and creativity — are especially critical to
overcoming the obstacles that inevitably arise in doing CVM, particularly in cus-
tomer value research. Many suppliers in business markets believe their offerings are
so complicated that it’s impossible to express their value in monetary terms. But
think about this for a moment. If we do believe our offerings are so complicated
that it’s not possible to express their value in monetary terms, then how can we
expect the customers to adequately understand their value in monetary terms?
And, if that’s the case, how can we expect to get an equitable return on the value
that our offerings provide to customers? Believing that their offerings are so com-
plicated that they cannot adequately express their value stops many suppliers before
they even start with CVM. That’s why we counsel suppliers to start small, with a
pilot program of several projects, to prove the CVM concept for their business.
Selecting the projects for this pilot is critical. We believe it’s best for a supplier to
start with projects for new or significantly improved offerings, which the supplier
believes are differentiated and that have demonstrably superior value for target
customers, but the supplier does not know what that’s worth in monetary terms.
Suppliers need to resist the temptation to put “problem child” offerings in this
initial pilot program. Similarly, trying to use a CVM research project to obtain a
higher price for the superior value that the supplier has already given away at a low
price is a non-starter. Simply put, there must be something new or different about
the offering that the supplier believes would be valuable to persuade customers to
participate in the research. To even start with CVM requires a champion at the
business who advocates giving CVM a chance. You played this role at SKE Todd.
What compels this individual to become a CVM champion? It may be a critical
incident that occurs in the business, someone coming to the business who has had
success with CVM elsewhere, or a progressive thinker who simply becomes tired of
muddling through on value. Why do you believe doing CVM and business based
on value is not more widespread? Based on your vast experience, what advice can
you offer for how suppliers in business markets might do better?

TODD C. SNELGROVE: Yes, it does take someone to drive the program. If it had just
been an idea that I'd had, and it sat in one of numerous projects I am involved
with along with my daily job, it never would have worked. Any culture change
project — which selling on value is — requires a long-term shift in people’s thinking,
motivation, and skills. To make this happen, a person or team needs to drive it.
Too often I see sales saying they want this and then throwing it over the fence to
marketing to say “Build it.” A tool might get developed, but it won’t be used and
become robust if that’s the case. We have had four different versions of our tool, and
numerous updates and ongoing improvements. As the retired CEO said, “Todd,
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you will always have a job, as this is a never-ending journey to show customers
that best value is more important than lowest price.” Also, I think sometimes sales
wants something perfect. You have to start and say, “We think this should last twice
as long based on these engineering studies” — this then becomes a proposal; over
time something actually happens and you were either right or wrong. Or during
product development you run test cases so you do have benchmark data. If I could
guarantee every customer that my option would last twice as long as a competitor’s,
then I wouldn’t need salespeople. Start with reasonably defendable assumptions,
then track what actually happens. In 2001 we had one case in our system that was
approved by a customer; now we have over 64,500 versus 58,000 signed oft on by
customers. So now I have enough data to do probabilities, share best- and worst-
case scenarios, show numerous examples, but that all started somewhere. What’s
that saying — “Every journey starts with one step”?

JIM ANDERSON: From your experience at SKF and talking with other companies, what
advice comes to mind on how to spread the practice of CVM and doing business on
value?

TODD C. SNELGROVE: Well, as we’ve discussed, it starts with having a corporate directive
that says that we’re going to be the value player in our industry. If your company
is not a value player, then creating a tool to prove value will not solve this, and
eventually customers will realize that your “value program” is really just a sales and
marketing strategy with no meat on its bones. Next, have someone drive it as a full-
time job; no one can become an expert on something doing it part-time. I live, eat,
breathe this stuff. I believe in it, and my having the freedom to focus on one strategy
has allowed us to realize the benefits of value selling based on our ability to quantify
value. Start in a region with one product so that when you're ready to roll it out,
you have some stories, and some examples, to show other salespeople that it does
work. Don’t just focus on the tool; think of all the other things that are needed to
support and move your company in this direction. What do they say? “A fool with
a tool is still a fool”? I remember our CEO in the early days when I sent reports of
wins saying a few interesting things. He asked, rhetorically, “How many ways do
our salespeople have to offer a discount or do something for free? Too many! How
many tools do they have to prove our value? Guess that’s our answer: We need to
create the tools and processes.” During another meeting when I was demonstrating
the measurable effect I was having for our company, he said to me, “Every minute
you spend documenting the sales you have created, the agreements to guarantee value
versus discounting, you're not out doing what I want you to do [i.e., quantifying and
documenting value]. I trust you, and I know the value in what you’re doing.” Finally,
he asked it I would speak at a conference that had nothing to do with our business, as
another CEO was chairing the event and had asked him for the favor. He said, “Do
not always look directly for “What’s in it for me (or SKF)?’ to do something. Get the
message out anywhere, to anyone, about buying on value, and the benefits will come
somewhere.” I can truly say that he was right.
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Nurturing value quantification
capabilities in strategic account managers

Hinterhuber, Andreas, Snelgrove, Todd C.,
and Quancard, Bernard L.

ANDREAS HINTERHUBER: Why and how does value quantification matter for the strategic
account manager?

BERNARD L. QUANCARD: As we speak today, if I look at all the companies that have a
strategic account management program or initiative, I would say that unfortunately
between 50% and as much as 70% of the strategic account managers (SAM) are
actually doing commercial coordination. There is some value in doing commercial
coordination, but it’s not what we mean when we talk about strategic account man-
agement. The core of the strategic account management initiative is the first phase of
creating value for the customer. So, as we speak, a dominant proportion of SAMs are
commercial coordinators, and only a minority, likely around 30% of account manag-
ers, are the actual conductors — the orchestrators — of the value creation process. So,
in the future, the core of strategic account management will be the value creation
process. The key capabilities of SAMs will be to drive the value creation process
effectively. This requires, first and foremost, that the account manager be an active
listener and at the same time a strategic thinker. Although they are pushing prod-
ucts, SAMs must also be listening to customer problems; they need to understand
the customer’s business model and truly understand customer value. This requires
understanding how the output of company activities impacts the customer’s bottom
line. SAMs thus need to be able to manage the overall strategic customer relation-
ship as well as continuously find new opportunities for value creation. When we
talk about value creation, we obviously have to talk about value quantification. This
is where the SAM needs to have experts in the company, whether they come from
marketing or whether they come from expert centers within the company and act
as Chiet Value Officers. But the fundamental insight is that SAMs need to have a lot
of expertise in value quantification in order to be able to monetize the value created
through the SAM process.

ANDREAS HINTERHUBER: Value quantification is a key capability. I, of course, agree.
But there is a potentially unexplored sideline to this capability: Value quantification
requires collaborating with customers. Now, some customers may be very reluctant to
share with the SAM what their product/solution does for their profitability because
they fear this knowledge could be turned against them. Put differently, once the
SAM knows — thanks to their customers! — that their products produce benefits that
are sometimes greater than those the SAM had imagined, the SAM factually has an
incentive to increase the price. What is your take on that? How do you quantify value
with customers who appreciate your offer but do not want to share information?
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BERNARD L. QUANCARD: This is an extremely important topic, and my answer is very,
very simple but difficult to implement. The key to a strategic account management
initiative is managing critical customer relationships and also having an Executive
Sponsor at the customer and an Executive Sponsor in your company. The key is not
to have a price discussion. The key is not to have a value discussion. The key is to
have a high-level business discussion. How do you impact your customer’s financial
model or business results? To take a concrete example: When I am a SAM at Schnei-
der Electric, I am not talking about electrical cabinets with circuit breakers to protect
the electrical systems in a plant. I am talking about energy management and the elec-
tricity bill. I am having a business discussion with the Executive VP of Operations.
I am the SAM; I am with my Executive Sponsor. When I meet the customer, I visit
the Executive VP of Operations, and I have a business discussion. Price to value is
only a consequence of the business discussion, and the creation of value has to come
from solving business issues and business problems. So that’s what makes the SAM
approach so critical and so different. It’s that from a business discussion you create
value, and the price is only a consequence of the value created. The collaboration is
first about a strategy of relationships and business discussions, and then you collabo-
rate, implementing the consequences of that business discussion with multifunctional
teams in your own company.

TODD C. SNELGROVE: Value quantification requires information from customers. My take
is that in many instances customers do not share information, not because they do
not want to, but simply because they do not have the information themselves. Many
times, I have been at procurement conferences, and procurement people have said to
me, “SAMs seem to think that we have the answers to all these questions.” “We do
not,” is the near-unanimous answer from procurement. So we don’t provide informa-
tion because we don’t know how long that motor will last or what the average mean
time between failures is. It’s not that we are not giving the information because we
know it and don’t want it to be used against us. The answer is simple: We are not giv-
ing the information because we do not have it. And I think this is plausible. There are
many things I don’t know about the specific operations of our manufacturing process.
Based on current research, I think you would agree on a pricing model ahead of time.
So it’s a model that we agree on. If this does X, then a percentage of Ys occurs; then
we’re less concerned about the exact number, because the more value is created, then
yes, the price may go up, but because we agree with the structure of that —a percent-
age or whatever it is — customers will want it to be even bigger because then they
get a much bigger benefit. But if the pricing model is discussed afterward, yes, they
can see their unwillingness: If I tell you how good it was, I can end up paying more.
But if we agree ahead of time on the model not the numbers, people would seem to
be more open. And, of course, if it is about co-creation, one of the benefits of being
part of the co-creation is that we are looking to get a test customer to validate the
value proposition, and, of course, in most situations they would get an even greater
benefit . . .

BERNARD L. QUANCARD: . . . and the model would often be more efficient and explain-
able to the customer if it started with a business discussion. I always take the
example of energy management at Schneider Electric, where it’s about doing an
energy audit of the plant; it’s about a plan to remove the energy-leaking equip-
ment, changing old equipment; it’s about putting new methods in place. So we are
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talking about a complex solution, solving an important business issue, and the issue
of value comes before the price. The price is just the consequence of value — and
yes, probably the price would have a premium. But as you said, the model, the
pricing model, is so compelling in terms of gains to the customer that the price
level, then, is far less important.

TODD C. SNELGROVE: From my own perspective at SKE I would fully agree. We are talk-
ing about a bearing that, by itself, seems to be irrelevant. Our take is: How can we
make your operation run more efficiently at the lowest total cost? Where are those
opportunities, whether it is energy or inventory, or whatever it is? So, starting with
the business discussion and saying (a) here’s what best-in-class looks like and asking
(b) what it would be worth to move you to best-in-class? And at this point we would
then like to start a business discussion. This leads then to the next point that Andreas
raised earlier: How do you start this discussion? The customer might not know the
information or they might not be willing to share proprietary information, so I sug-
gest starting with the business case: I find people are much more open to saying
“that number is high” or “that number is low.” But if you ask a lot of open-ended
questions — which people are taught in field training — it actually confuses the cus-
tomer. So start with some specific numbers, let’s say a best-in-class performance on
a given item, and move from there. This seems to make people more comfortable,
as opposed to asking 20 open-ended questions which they may be unable to answer.

ANDREAS HINTERHUBER: Bottom line: do your homework and start with some specific
data points that you have collected from competitors, suppliers, and customers . . .

TODD C. SNELGROVE: . . . or industry benchmarks. I had a conversation once with a
person about energy savings, and she didn’t know there’s a government calculation.
And I just pulled it up on the Web, and she said, “that’s good enough.” So it’s not a
closed-end question, but it will help to move the conversation along by having some
reference data points that are industry- or application-specific. So do your research
ahead of time to have some sample data points to help move the conversation along.

TODD C. SNELGROVE: Bernard, what other companies do you see that have really embraced
the need to (1) have a SAM and to (2) quantify value as part of an effective account
management program?

BERNARD L. QUANCARD: Well, today when you start with a business conversation and
a value creation conversation, you won’t go anywhere if you don’t monetize the
value you create compared with your competitors, and that monetization has to
be approved by the customer. Now, how many companies do that? [ would say less
than 10% of those companies that are involved in strategic account management. It
remains a scarcity, and this is why most projects go to request for proposal (RFP),
because there is not a compelling monetization of the value. If there were a com-
pelling monetization where you show that you bring much more money to your
customer compared with your competitor’s solutions, there wouldn’t be any need
for an RFP. Really! You would have to show that we are within a price range that
makes your value proposition compelling. You could have graphs of price ranges
from you and your competitors, but that would be sufficient. The goal of strategic
account management is to eliminate the bidding process, from my point of view. So
monetization is essential to doing that — monetization of the value — but very, very
few companies do that. Why don’t they do it? Only because the staft does not have
the right conversations at the right level with customers, but certainly because there
is no real expertise internally on how to monetize the value proposition.
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TODD C. SNELGROVE: [ fully agree: most companies lack the skills, techniques, and pro-
cesses needed to quantify value. And I can speak just from my background: at least
industrial companies have such a technical background, and they believe that tech-
nology automatically will make the business case. So that’s probably one of the rea-
sons why they cannot seem to get their hands around how to monetize value: their
background is technical, not commercial.

BERNARD L. QUANCARD: This is very true. From an organizational standpoint, in many
companies there is still a fundamental misalignment between customer-facing people
and marketing. Marketing thinks theyre the best ones to do the value proposition,
and they do it non-collaboratively with the customer because they do it from their
desk. And in most cases, customer-facing people will find those value propositions
by marketing to be irrelevant, not adapted, or not customized and therefore poorly
aligned with real customer needs. So that misalignment might be very painful. Mar-
keting says, “You know, we should do the strategy; we are the ones who understand.”
Sales says, “Marketing is trying to impose standard solutions on us that don't fit real
customer needs.”

TODD C. SNELGROVE: How do you align marketing and sales?

BERNARD L. QUANCARD: Marketing and SAM should work together, very early, very
upstream in the process of value discovery, upstream in the process of the customer’s
core discovery, when we uncover the customer’s problems and the value needs for the
supplier. Misalignment occurs because marketing comes way too late in the process.

TODD C. SNELGROVE: What’s the role of the CEO in this process? Do you believe the
CEQO’s buy-in, excitement, and involvement are necessary to implement this cultural
step change in their organization?

BERNARD L. QUANCARD: No question. Collaborative value creation with your most
important customers is a transformation that companies do not know how to make
because they lack the capabilities or because there is internal misalignment. Only
top-driven initiatives will transform the organization and align the resources and get
results. I strongly believe in top-driven transformations or initiatives for value crea-
tion and value quantification.

TODD C. SNELGROVE: | remember the many SAM conferences where you have a CEO
come in from one of the best-practice SAM organizations. And as you see them speak
with passion and belief that they must provide value, deliver that value, and quantity
that value for customers, it really reinforces the point that a CEO standing behind
these initiatives seems to make a big difference.

BERNARD L. QUANCARD: Absolutely. Organizations are full of people who have their own
routine; organizations are silos. Value creation around the customer and value quanti-
fication can only be top-driven, because only the top can erase the negative issues of
silos, the negative issues of insufficient capabilities, and only the top can change the
mind-set and the routines of the key people in the organization.

TODD C. SNELGROVE: Let’s return to the “how” of value quantification: Certain things are
very quantifiable — energy consumption, for example — but often you get into these
subjective, less-quantifiable things like brand values, perceived safety, or other intan-
gible elements. Do you have any opinions on or experiences with how companies
either quantify those or address those with their customers?

BERNARD L. QUANCARD: Excellent question. My answer might surprise you. If you don’t
have a sense of urgency, you're not going to go anywhere. Let me give you an exam-
ple. Maersk Line, the big logistics company;, sells totally commoditized products. It
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is impossible to find a more commoditized business, and yet Maersk Line has been
relentlessly investing in improving the customer’s bottom line. Maersk says,

We, Mr. Customer, we are 97% on time and our competitors are at 93%. That
is four points of more reliable delivery on-time for Maersk. This is worth mil-
lions of dollars to you, Mr. Customer, and we are computing it.

Or:

We have a much lower carbon footprint than our competitors, and that carbon
footprint fits directly within your philosophy, Mr. Customer, of being a green com-
pany. We are going to help you on your journey toward becoming the greenest
competitor in your industry. Let us quantify it for you: This is the much lower carbon
footprint of our ships vis-a-vis our competitors.

There’s no limit if you have a sense of urgency about value creation and value
quantification. It’s just that we have to get out of the routine, and we have to be crea-
tive, collaboratively with the customer, to discover areas of value and of creating that
value. Take Morton Salt, a company that sells the salt used to melt snow after a snow-
storm. Well, the logistics — how you package the salt — will make a huge difference.
Customer A may need a little bag, customer B next door may need different packag-
ing, and they have different logistical needs. So, personally, I am a big fighter against
the concept of commodity. There’s no such thing as a true commodity. It’s the new
economy, the Internet, and the sharing economy that are leading to so many service
opportunities and so much value creation that no commodity is ever condemned to
remain a commodity. It is a mind-set, it is a question of capability, and it is a ques-
tion of top-driven transformation. It is not a question of “help me, my product is a
commodity!”

TODD C. SNELGROVE: It could be that, or that the value you add around the product, the
services you add around the product, the implementation, are where the value is
created.

BERNARD L. QUANCARD: Exactly. There’s no limit to what you can do. You have to look
at the value stream leading from the raw materials all the way to shipping to the end
customer.

TODD C. SNELGROVE: Agreed. There are no such things as commodities.

ANDREAS HINTERHUBER: Let’s get down to the individual SAM. What are, in your view,
characteristics — that is, personality traits — of SAMs that excel in quantifying value?
‘What are, by contrast, personality traits or behavioral characteristics that make the
individual SAM less effective at value quantification? Can you think of some person-
ality traits that differentiate these people?

BERNARD L. QUANCARD: Oh, absolutely. One is the ability to listen instead of the ability
to push a product. Some lone wolves, some big salespeople, will be terrible SAMs
because they do not listen. We at the Strategic Account Management Association
(SAMA) say that active listening is active only when you listen to things at very low
noise levels: listening to some of the things the customer tells you that do not seem
important but are very important. So when the plant manager out there was telling
me, “Well, you know, I have a couple of 15-year-old transtormers; they leak energy,
but that is not a problem. They are not active.” It is a problem. It’s a lot of the custom-
er’s energy bill going down the drain, just like that. Listening to the low-noise things,
capturing those things, is what we call active listening. Active listeners are a rare
commodity, especially among salespeople. Salespeople are hunters; they jump at you;
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they don’t listen. They want to sell; they want to push the product. So active listen-
ing is number one. Number two is the ability to collaborate with multi-stakeholders
at the customer inside your own company. But again, pure salespeople are very often
lone people. They're lone wolves, as we say. They don’t collaborate. They’re unable
to motivate multifunctional teams. There’s no value creation if youre by yourself — a
lone wolf. Value creation is impossible. Value creation is common at the intersec-
tions. Value creation requires the ability to interpret weak signals. Value creation will
come at the intersections of things, intersections of technology, intersections of the
customer’s issues, whatever they are. So the ability to work with multi-stakeholders
is the second key characteristic of a good value creator and a good value quantifier.
Third is having financial acumen, not being afraid of the numbers and the dollars.
Again, a lot of salespeople know how to cut prices, but they are frightened by dollars
in terms of value quantification. They have no financial acumen. They don’t know a
darned thing. So those would be my three key characteristics: active listening, ability
to work collaboratively with multi-stakeholders, and financial acumen.

TODD C. SNELGROVE: [ couldn’t agree with you more on all three.

BERNARD L. QUANCARD: And it is a culture — it is a culture. It’s almost a cultural trait, and
it cannot be taught. Some people will never have it in them. I'll talk about myself:
I was in sales for many years. I had to really police myself to listen. I slapped my face,
and [ said, “Come on, listen; you're not listening. Listen! Listen! You're not listening.
You're just talking.” The worst enemy of SAM is the inability to listen.

TODD C. SNELGROVE: Very good points. What’s your take on customer selection in the
context of Strategic Account Management Programs and value quantification? Obvi-
ously, value quantification will matter less for some types of customers or purchasing
organizations.

BERNARD L. QUANCARD: You raised a critical point which we call in our SAM organiza-
tion “the selection of the right accounts.” It’s a difficult problem and issue. Personally,
large accounts can be critical, but they could be 100% transactional. If after a journey
of three to five years you don’t have a share of these large, critical customers who are
open to talking value, you should keep that customer on the list of large customers,
but not on the list of strategic accounts. A strategic account has to have some open-
ness to value. That being said, some strategic accounts will buy a lot of stuff transac-
tionally, but key are the dynamics and the journey: Do I have a share at my strategic
accounts that’s based on value creation and quantification? Is that share growing out
of the total sales to that customer? These are the key metrics you have to look at to
encourage you to continue along the value journey. But if after three to five years
you are 100% transactional, you have to cut your costs and abandon value creation
and quantification. That is where some organizations could be hopeless. Even if you
go above them or with them at the business management level, the relationship will
return to being commoditized and price-only in the end. If this happens numerous
times in a three- to five-year journey, get out; those are not strategic accounts. I think
it’s courageous to recognize that.

TODD C. SNELGROVE: This is very interesting. You have to set a time frame. I see a lot
of SAMs not walking away. But what do they do? They try to give their customers
even more value, assuming that eventually they’ll be willing to pay for that value. So
I think that, as you said, after a preset time, if you can’t convince them, you should
walk away and stop delivering the value. Don’t try to deliver more value where it is
not recognized or not being paid for.



54 Hinterhuber, Andreas et al.

BERNARD L. QUANCARD: This means that when you increase your cost to serve in order
to try to deliver more value, most customers start to represent losses. And there’s no
good strategy built on losses. It doesn’t exist and should be banned. A good strategy
gives you a return on investment after three to five years.

TODD C. SNELGROVE: There are organizations where procurement is focused on price and
price only. Are there things you can do to get them to start thinking that maybe they
should do things differently?

BERNARD L. QUANCARD: [ think the key is to find an area in the organization — the cus-
tomer’s organization. Sometimes it might be R&D; sometimes it might be new prod-
uct development. The key is to find an area that will be hungry for value creation
and quantification. And once you have an ambitious business case, even a small one,
at the organization, you've got to start a journey to expand into other areas. It has to
be what I call a “positive cancer.” You start in an area . . . again, very often my own
experience shows that starting in the new product development area offers a big pay-
back, because that area is where you create everything, everything is upstream, you
can make the difference very upstream in the value. I call it positive cancer because
you start with a business case of value and then you expand and expand and expand.
This positive journey allows you to show that you've grown the bottom line more
based on value than on price, and it’s the truth.

TODD C.SNELGROVE: Can you think of any industries where value quantification wouldn’t
work?

BERNARD L. QUANCARD: It might be when a product is very commoditized. It might be
that competitors copy you very quickly. Whatever value you bring, in logistics or
whatever — take the examples we discussed before of Morton Salt or Maersk Line — it
depends on how quickly your competitors catch up. If your competitors catch up
very quickly, then it’s really, really difficult. I would look at it more from a competi-
tive standpoint than from an industry perspective alone. I do not believe there is a
specific industrial sector. Again, I push back on a commodity. I think commodity is
a concept that can be “refused,” but if your competitors catch up very quickly, that
makes it very difficult.

TODD C. SNELGROVE: If you can have a sustained differentiation in the product, in the
processes and services . . .

BERNARD L. QUANCARD: . . . exactly, if that creates the differentiation that will force your
competitors to be slow in catching up, that’s the way to go.

TODD C. SNELGROVE: Some value quantification now clearly takes place in B2C, too:
Take white goods, and cars and houses and things where people take the time and
energy to do some research. Do you see a skill set moving from B2B to B2C?

BERNARD L. QUANCARD: We have a lot to learn from B2C in B2B, frankly. The reason
is that the Internet has a much greater impact on the consumer than on the business
buyer, although it’s catching up with the business buyer. So we have a lot to learn
because B2C is more competitive. Competitors are catching up faster, I think, in
B2C. In B2B, it’s much more complex. The value chain is much more complex.
The number of stakeholders and the decision processes are much more complex. So
we have the benefit of having a much more complex world in B2B, but if we were
to apply some of the lessons we learned from B2C that could have a huge impact.
Take crowdsourcing: How do I crowdsource an issue, a value proposition, to make it
complete and valuable? How do I use social media and technology in B2B? We could
learn a lot from B2C and apply it to B2B.
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TODD C. SNELGROVE: This is very well pointed out. Many times, B2B companies do not
even think or want to learn, but there’s a lot to be learned from B2C. What other
pieces of advice do you have for companies that do create value in their industry but
are having a hard time getting paid for it?

BERNARD L. QUANCARD: [ really believe that the question raised earlier — how quickly
competitors catch up — is the key element that will lead to what customers value. In
the end, demonstrate value; and if you have and bring more quantified value than
your competitors, and if you threaten procurement that you will walk out, the busi-
ness case will keep you in. So I think the lack of value quantification is about the
competitive environment more than anything else. And that is where 1 believe the
SAMs have to be very good and very well trained on what I call strategic negotia-
tions, how to negotiate for value, away from price. If you look at companies, they
typically will tell you that out of 100 SAMs, they have at least half or more who let
the price go; they don't find the value because theyre convinced that competitors
will catch up, but they haven’t even checked it. So I would really say that in the end,
the art and science of negotiations of value versus price will have the biggest impact
on whether the customer recognizes the value you bring.

TODD C. SNELGROVE: The ability to quantify that value gives you the tools to help negoti-
ate based on it?

BERNARD L. QUANCARD: And understanding your competitors’ value and how much
more you bring versus your competitors — that’s going to be the key to negotiating
for value and getting paid for it.

TODD C. SNELGROVE: Very well said. I very much appreciate your time. I would just like
to say: I appreciate what SAMA does for the profession, driving the research, driv-
ing the opportunities to share best practices, and I thank you for your time today in
showing the importance of value quantification.

ANDREAS HINTERHUBER: Thank you both for sharing your time and expertise.
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Introduction

Account managers make a dangerous assertion when they express statements such as
“I have a great relationship with my customers; they know what I do for them.” Cus-
tomers may indeed be aware of a few select things the salesperson recently did for them,
but those memories fade quickly. What is even more foolhardy than assuming that the
customer is fully aware of the items the seller has provided is the supposition that the cus-
tomer knows what everything was worth in quantifiable financial terms.

The absence of real value creates parity among suppliers

When customers perceive equality between two suppliers, it is easy for them to default
to the one that offers lower pricing. If the only quantifiable data point containing a cur-
rency symbol that a seller has to engage a customer with is their unit pricing, they will be
at a severe disadvantage during any type of negotiation. This lack of solid data will work
against them especially if theyre either the highest- or the lowest-price provider. Note
the keyword in the first sentence — “perceive.” It’s unfortunate, but far too many people
today base decisions on their perceptions rather than on facts.

The old phrase “What you don’t know will hurt you” will plague sellers during pric-
ing and business negotiations with customers if they’re unaware of the tangible value
delivered. Qualitative, abstract, and general statements of activities and perceived benefits
cannot effectively combat the thinking that “I can get the same thing cheaper from many
other suppliers.” Likewise, similar types of intangible statements of supposed benefits can-
not consistently and effectively offset price objections for superior products, services, or
technologies. Even if the seller and their organization are truly responsible for effectively
implementing technology or process improvements that have increased efficiencies and/
or reduced external expenditures, the customer will perceive that no formal value has
been created. Unless there is documentation of the value-added activity and a subsequent
review with the customer, no value will have been officially received or implemented.
This is why it is imperative for a seller to routinely document their value-producing
activities and to review these events with their customers regularly.

A case study on value quantification

A recent example better illustrates how a lack of real documented value creates par-
ity among suppliers. A longtime supplier of components and assemblies to support
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production requirements has been providing products and services to a customer for sev-
eral years. Exceptional responsiveness, attention to detail, and routinely high degrees of
service and support enabled the supplier to develop incomparable personal relationships
with key decision makers. The customer was less than an hour away from the supplier’s
facilities, and the supplier had a technical salesperson on site at least 2 days a week. The
supplier had participated in two or three engineering review sessions each year to reduce
design and manufacturing complexity, weekly on-time deliveries of products were stand-
ard practice, no-charge evaluation samples were provided, and the list went on. At one
point in the previous year the customer’s material planning system had failed to ensure
that enough materials were on hand to complete a major order. The supplier worked well
into the evening to get the needed products to the customer so that they could ship to
their customer. On another instance, they had spent 2 days on site to inspect competitive
products because the customer’s quality department had neither the skill sets nor the tool-
ing needed to identify and rework suspect parts from another supplier. This, too, allowed
the customer to complete shipping products to their customers on time.

Yet through all their exemplary service efforts, the supplier failed to properly docu-
ment the resulting value of their ongoing actions because they “assumed” their customer
knew of the services they provided. The supplier received a telephone call one day from
a key contact stating that the family had decided to sell their business to a larger manufac-
turer of complementary products. Shortly after the acquisition was completed, the sup-
plier received a subsequent phone call from supply chain stating that a price comparison
was performed with another supplier and that it revealed nearly a $100,000 difference.
Because of this disparity, the new owners intended to shift their annual spend to an out-
of-state provider strictly because of price. The incumbent supplier successfully lobbied for
the opportunity to formally present why they believed they should maintain the business.
Their presentation detailed a lengthy list of their services along with service examples,
and the summary slide of their initial draft presentation was similar to the one shown in
Figure 6.1.

When this presentation was previewed with their key contacts, the supplier learned
that the new management wanted to see actual examples of quantifiable contributions
to the bottom line and not a capabilities overview. Fortunately, this advice permitted the
supplier to regroup and refocus their presentation so that it emphasized less what they had
provided and more what the customer had received. The supplier subsequently invested
many additional hours revising the presentation to include several specific examples of
their services and resulting value.

* Local representation on site 2 days per week
Orders fulfilled from local inventory

* Weekly product deliveries

Value-added solutions provider

Annual VAVE support to improve designs
 After-hours emergency support

* Rush-order capabilities

* Onsite inspection and troubleshooting capabilities

Figure 6.1 Add-on services at Parker Hannifin
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Figure 6.2 Value quantification for add-on services

Delivered Value Advantage | $152328 |+ 81,350,000 | Annual Material Expenditures

Each Dollar Invested with The Current Provider: 3011 Is Returned Back to The Customer in Value

Figure 6.3 ROI calculations for add-on services

While revising their proposal, the current supplier estimated that the competitive price
difference was closer to $93,000. This pricing differential represented approximately a 6.9%
reduction in customer expenditures from current pricing levels. With this information the
incumbent supplier wanted to confirm that they still had a competitive value advantage,
so they performed a side-by-side cost-to-value comparison. The results showed that their
delivered-value advantage was still high enough to offset the likely difference in competitive
price. In performing the analysis they divided their delivered value advantage of $152,328
by the added pricing investment of $93,000 that the customer was making with them. This
showed that for each additional dollar invested (or spent) with them, the customer received a
return of approximately $1.64. Investing $1.00 and getting $1.64 in return from operational
efficiencies produced a convincing and quantitative reason to remain with them.

In deciding the best way to present this information to the customer, one of the sales
managers felt that they should refrain from providing any “assumptions” of competi-
tive pricing and only deal with the facts that were known and available to them. With
that consideration they revised their side-by-side value comparison to show the value
return based on the customer’s current purchase price investment. This amended analysis
took their delivered value advantage of $152,328 and divided it by the annual spend of
$1,350,000. The results showed that for every dollar in customer purchases, approxi-
mately $0.11 was being returned to them in delivered value. This was basically an 11%
cost reduction and was still greater than the estimated 6.9% price reduction being pro-
posed by the competitive supplier.

Their presentation structure and summary page layout were revised from a qualitative
and abstract format to a quantifiable summary of economic benefits received similar to
what is shown in Figure 6.4.
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Figure 6.4 Value quantification case study at Parker Hannifin

‘When the opportunity finally came to formally present to the new owners, the quan-
tifiable and compelling results enabled the supplier to retain the business. An additional
benefit of their presentation is that the customer and the supplier both committed to
future quarterly reviews of value-added contributions using a similar reporting format.
When everything was concluded and the supplier had had a chance to review the results
with their key customer contacts, both agreed that this detailed value-reporting for-
mat permitted them to keep the business. Without it, they would have lost the business
entirely or would have had to make significant price concessions to retain it.

Concerns of management

A concern that sales managers may voice is that the documentation process for value-
added events will consume a valuable portion of their sellers’ time and equally reduce the
already limited amount of customer-facing time. It is a valid concern of management that
activities outside of securing orders, building customer relationships, and developing new
business can be considered non-value-added for generating immediate revenue; however,
the value-added documentation approach and customer value management actions actu-
ally complement these activities.

Although extra time outside of routine sales-call activity is required to demonstrate and
document value-added efforts, it’s a worthwhile investment. In some cases (as we detail
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later), we are taking just a few minutes to set aside and make a few notes in a planner or on
a tablet about the support provided to the customer and what economic benefits resulted.
In cases where more complex solutions are being supplied, the time investment will be
noticeably greater. In the first sentence of this paragraph the word “investment” was used
to describe the time required for documentation, and that word was carefully selected.
Value-added documentation and customer value management programs are investments
in the future. One good definition of “investment” is

an asset or item that is purchased with the hope that it will generate income or appre-
ciate in the future.
(“Investment,” n.d.)

We can easily reword this description to make it more closely relate to the value-added
documentation approach:

A document or visual example that is created with the intent to generate income or
to appreciate in the future.

Value-added documentation is not intended to satisty immediate needs of the day but to
fulfil future needs. A key to good investing is to start early and to make regular deposits
with the intent of generating future returns. If you constantly delay depositing funds into
an investment or retirement account, you run the risk of that account being deficient
when you need to make a withdrawal. In the anecdotal case given earlier, the account
manager and company were deficient in making the necessary investment of time to
build a good value-added investment portfolio. Fortunately, as the scenario developed,
they secured good feedback from their key client contacts prior to presenting; in most
cases, however, sellers do not have this luxury. Unfortunately, the lack of a good proactive
investment approach caused the supplier to expend a significant amount of time research-
ing and building their presentation because there were no data available. Additionally,
their ability to reactively quantify the value impact was further challenged because some
key customer contacts were no longer available to gather the necessary data. A proactive
documentation approach does indeed take time to implement and manage, but it takes far
less time than reactively responding to customer or competitive pressures. Additionally,
the quality of the documentation is higher when the event can immediately be docu-
mented rather than built from reactive estimations of value received.

A second concern of managers is that presenting the economic value from all of the
“good” the supplier was responsible for delivering may bring back painful memories of
the added costs the customer incurred when the supplier fell short and “bad” things hap-
pened. This is a valid potential concern of management of any level when considering
implementing a value-added program. When a supplier fails to live up to their end of the
business relationship, they certainly must be held accountable, and a supplier will always
receive “grief” when their actions directly, or indirectly, cause their customers to incur
added costs. However, when they are responsible for implementing cost-reduction initia-
tives and/or reducing external expenditures through value-added services, those same
suppliers should also receive “gratitude” for their contributions when it is due. If you are
eligible for getting the “grief” when things go wrong, you should also be entitled to get-
ting the “gratitude” when things go right.
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When will this approach not work?

Providing real, meaningful, and monetized value is an exceptional way to build and main-
tain a competitive advantage, but it is not the “magic wand” that offsets organizational
deficiencies. B2B and B2C companies must possess several attributes just to be in business,
among them knowledgeable salespeople, appropriate levels of inventory, timely responses,
competent inside support staff, good relationships with key customer decision makers,
and application fluency. A keen understanding of value is not a substitute for a lack in one
or more of these areas. As noted, using value to compensate for operational shortcomings
may actually exacerbate an already tense customer relationship.

Likewise, if you do enjoy operational proficiencies with service, supply, and support,
there are still customer dynamics to consider. Some customer policies will create situa-
tions where value-added contributions will not create an effective differentiation between
price and cost. The most prominent condition is dealing with companies who only care
about one thing: obtaining the lowest purchase price. In many situations, businesses with
this management philosophy do not permit sales representatives to interface with anyone
but supply chain representatives, and it is very challenging, if not impossible, for suppliers
to receive recognition for any value-added contributions. On a similar note, some organi-
zations carefully restrict access to engineering, and meetings are permitted only with a
representative from the supply chain present, also making it very difficult to effectively
build a position of value.

Starting off in a straightforward and simple manner

‘We spent several paragraphs covering the business cases for better customer value manage-
ment, and we can now delve into what sellers and seller organizations should begin to
do in order to optimize their customer value relationship. As previously stated, routinely
documenting the measurable value-added contributions in quantifiable terms will ensure
that your delivered value is known by the customer.

People naturally gravitate toward things they feel comfortable with and will go to great
lengths to avoid awkward situations. The most important principle of getting sellers and
customers on board with formal recognition of the value-added benefits received is to
apply a variation of the K.I.S.S. principle. This new variation of the age-old acronym is
“Keep It Straightforward & Simple.” The initial messages of value must be simple enough
for both parties to process and understand.

Complicated messages of value to an audience unfamiliar with receiving and processing
value-added communication will be quickly dismissed. If someone doesn’t know how to
swim, you cannot teach them by pushing them into the deep end of the pool and expect
them to begin swimming on their own. It will be a traumatic experience for them, and
if they make it back to the pool deck, they will undoubtedly not go into or near the
pool again. A more logical approach would be to first introduce them to the shallow end
of the pool and get them comfortable with the water. When they get comfortable with
the environment of the shallow end, you can then help them progress to the rope that
separates the shallow end from the deep end of the pool. Once they are comfortable in
that area, you can then again help them progress to deeper water. Developing and deliver-
ing complex messages of value in products, services, and/or systems is the equivalent of
swimming in the deep end.
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This swimming lesson analogy also applies to the pricing department that has attained
process effectiveness in developing sound and credible value-based pricing strategies.
Achieving operational excellence in the value-based pricing area is a noteworthy accom-
plishment; this distinction is quickly lost, however, if the sales team cannot communicate
it and/or if the customers cannot understand it. Likewise, if your sales team becomes
highly proficient in developing more complex, quantifiable value-based messages but your
audience is not used to seeing them, you will again be at the opposite ends of the pool.

Instilling confidence, comfort, and credibility in the organization

The most basic foundation of an effective customer value management strategy can be
distilled to the three Cs: confidence of the seller in their abilities, their level of comfort in
developing and deploying value-added documentation, and the credibility of the message
they’re creating. Here are some additional guidelines to follow to ensure that the value
messaging is clear and compelling for the seller to develop and for the receiver to accept.

1. Keep your calculations simple, show all of them, and create a corresponding word
problem that explains them. Producing a figure alone with no supporting detail or
means of calculation will always lead to speculation. Showing a formula with no
descriptions of the input values will also lead to conjecture.

2. Use customer-supplied data or conservative and reasonable estimations if customer
data are not readily available. If you cannot get solid customer data on labor rates and
related costs, you can use your internal company data or information from local peer
companies as a starting point. The U.S. Labor Department is also a wealth of infor-
mation, providing labor rate ranges by occupation and geography.

3. Err on the conservative side with low estimates. It is better to have the customer look
at the number and think it understated than to have them perceive your estimates to
be too high. You’ll be in a better position by having the customer talk the number up,
since this means they are taking an interest in your message and attempting to make
it more accurate.

4. Don’t try to quantify everything. You can add support to your quantifiable value with
bullet points of additional benefits the customer is receiving. These added benefits
can be non-measurable or extremely complex to measure and will add validity to the
amount of value you produced through your calculations.

5. Speak of value in terms of ranges rather than single numbers. Here is an example of
this:

Our process improvement of providing pre-inspected finished good assemblies
removed between 400 and 485 annual labor hours required for assembly and final
inspection. We estimate this annually displaced between $34,000 and $41,225 from
the total direct assembly and inspection labor content of your cost of goods sold.

6. Present your value in person as soon as possible once the event or solution has been
provided. Presentation of the value should occur promptly after the event or after the
solution was found to be acceptable by the customer. The value you create is worth
the most shortly after it has been delivered, and it erodes over time. As stated earlier,
memories of good events fade quickly for both the customer and the seller.

7. Deliver the value-added documentation to the person whose budget line you posi-
tively impacted. Although they play for the same team, the materials manager is not
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going to get overly excited to hear that your process improvement reduced final
inspection and test times by 5%. People are motivated most by how they are meas-
ured, and if your message positively impacts them, they will be more receptive to it.
You will even find that your customers will advocate for you on future opportunities
when you can link your value-added contributions to their budget and/or productiv-
ity metrics.

Sellers need to maintain a positive mind-set when approaching customers with exam-
ples of value-added documentation. Many professional sellers and managers have
played organized sports in the past or have coached sporting teams for their children
or communities. A coach would bench or release a player from the team if they rou-
tinely showed a losing or defeatist attitude. Athletes and coaches approach every game
with the mind-set that they will win. A value-added seller should approach deliver-
ing and communicating value to every customer with the same winning mind-set.
Henry Ford once said, “Whether you think you can, or you think you can’t — you're
right” (Anderson, 2013).

Real and meaningful value is less about what you do and more about what the cus-
tomer receives. Many sellers feel that value is what they do or provide to the customer;
however, that’s only a small part of the overall equation. There is both a science and
an art to value-added documentation. The science component includes those things
provided that have commercial billable value — such as an emergency after-hours
delivery from local inventory. At the minimum, the seller should document billable
services, support, and items provided to the customer at no or a reduced charge. This
is the easy part and the equivalent of swimming in the shallow end of the pool. The
pitfall of only documenting items of this nature is that the customer can easily rebut
them by saying “this is your job,” “this is what we expect,” or “your competitor can
do the same thing.” The art of value-added documentation and communication is
identitying what the customer received as a result of your efforts. Typically what the
customer receives is worth many times more than what you provided. Let’s use the
example of an emergency after-hours delivery from location inventory. If you waived
the call-out charge and subsequently developed a value-added document for what
you did (the science), the document would show $250 in cost avoidance. However,
as a result of your responsiveness, that after-hours delivery of critical components may
have reduced 2 hours of unscheduled downtime at $5,000 per hour. The “science”
side of your documentation is worth $250, but the “art” provided them $10,000 in
value. When you understand and communicate the “art” of your value, you are now
in an area where many customers cannot compare you with the competition. They
can refute those items of your job that you quantity, but they are hard-pressed to dis-
miss the benefits they received from you performing your job with a high degree of
efficiency and precision.

One of the worst words in a salesperson’s vocabulary is “free.” First, customers are
smart and realize that somewhere along the line they are actually paying for those
“free” items. Second, there is zero value associated with items that are “free’”” The
word “free” should be stricken from the vocabulary of the value-added seller and
replaced with a better description such as “provided at no charge.” Appropriate docu-
mentation should then be used to show the economic value provided for those bill-
able items that were provided at “no charge.”

The number you deliver to the customer is not the end of the conversation but rather
the starting point. Value is not affirmed and real unless the customer agrees to it. Even
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Figure 6.5 Guidelines for effective value quantification

if you are presenting reasonable and compelling value, prepare to negotiate over what
it is finally worth in the eyes of the customer. In many cases the customer may con-
tradict the numbers that are part of the “science” of what you delivered by categoriz-
ing them as part of “your job.” This is why the “art” of value-added documentation
is important, because the customer was more profitable as a result of you doing your
job with a high degree of proficiency.

12. Use judgment about what you share and what you don’t share. Social media has
grown exponentially in popularity and usage over the past few years. Some people
share very few details of their life; thus, you take notice and find it interesting when
they do post updates to their social media profile. Conversely, there are others who
grossly overshare every aspect of their day. With these people, you eventually grow
weary of their posts and become desensitized to them. Keep that in mind when you
are developing your value communications.

Figure 6.5 summarizes these considerations.

Closing comments and considerations

The Chinese philosopher Lao Tzu wrote in the Tao Te Ching, “The journey of a thousand
miles begins with one step,” and the basic details provided in this chapter are an ideal first
step in the value management journey for many. Implementing sound value-management
programs takes time, and you can expect a few bumps in the road while on that journey.
A natural learning curve follows the implementation of any new process or strategy, and
you can expect to encounter a few slip-ups along the way in implementing a customer
value management program. Making mistakes is a natural part of life and is generally seen
as acceptable. Don’t let your journey end once you have read the last page and closed the
cover of the book.
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7 Value quantification — processes
and best practices to document
and quantify value in B2B'

Hinterhuber, Andreas

Introduction

The requirements for a high-performing sales function are changing. In the past, com-
municating product benefits and features was a key element of sales activities. This is no
longer enough. Today, the sales function is increasingly asked to document and quantify
value to customers. Consider the results of a survey of 100 IT buyers at Fortune 1000
firms (Ernst and Young, 2002): 81% expect vendors to quantify the financial value propo-
sition of their solutions (see Figure 7.1).

Similarly, a subsequent survey asks 600 I'T buyers about major shortcomings in their
suppliers’ sales and marketing organizations (McMurchy, 2008): I'T buyers see an inability
to quantify the value proposition and an inability to clarify its business impact as impor-
tant supplier weaknesses (see Figure 7.2).

These survey results suggest that the ability to quantify and document the financial
impact of the value proposition is critical for sales executives. How well equipped are
today’s sales managers in this respect? Extant research suggests that B2B purchasers rate
the ability of sales managers to quantify the value proposition as unsatisfactory (Ernst and
Young, 2002). The conclusion: B2B sales managers must improve their capabilities to
quantify and document value.

About the research

Over the last five years, my colleagues and I analyzed the value propositions of 125 B2B
companies: These companies vary in size and include Fortune 500 companies as well as
many small- and medium-sized companies. We complement this research with discus-
sions at dozens of large- and medium-sized companies across a wide range of industries,
including automotive, I'T services, chemicals, B2B services, pharmaceuticals, forestry, and
machinery. In these companies our interlocutors are sales directors, pricing managers,
senior executives, and first-level sales managers. Our aim is, first, to collect global best
practices in quantified value propositions and, second, to gain insight into the processes
that guide the effective development and implementation of quantified value proposi-
tions. As a result of this research, I present in the following section a framework for the
effective development of quantified value propositions. I also present selected case studies
that — based on this research — are current global best practices.

The process

Value quantification requires a process. Based on the research, within high-performing
sales organizations this process includes the following steps (see Figure 7.3).
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Figure 7.2 Value quantification: A major shortcoming of B2B sellers
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Figure 7.3 The process of value quantification

Source: Hinterhuber & Partners

To be clear, in some organizations, the process leading to a quantified value proposition
is more complex than the steps outlined later. In other companies, the actual process is
much simpler than outlined: well-developed salestorce capabilities ensure that the quan-
tification of the value proposition is a routine component in all major sales pitches, done
without explicitly performing all steps outlined in every sales call. Nevertheless, we find
that all high-performing sales organizations perform the five steps outlined in one way
or another.

Customer insight

The first step in this framework is customer insight. Few companies have developed
systematic capabilities in this respect. According to our research, companies that master
the development of quantified value propositions strive, first and foremost, to achieve
leadership in customer insight. A fundamental component of achieving leadership in
customer insight is developing the ability to listen to customers. Jeff Immelt, CEO of
General Electric, says, “Listening is the single most undervalued and under-developed
business skill” (Clegg, 2014). Carol Meyrowitz, CEO of TJX, states, “In all our training
we emphasize the importance of listening” (Meyrowitz, 2014: 47) — even for apparently
inward-oriented functions such as corporate purchasing.

Listening is a key requirement that leads to performance improvements at the level of
individual sales managers (Drollinger and Comer, 2013), but current research and execu-
tives of innovative companies concur that listening to customers does not and cannot
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imply following customers. The CEOs of Ford, Sony, Apple, and other companies all
warn explicitly against taking customer input at face value. Steve Jobs, during his tenure
as CEO of NeXT, said,

It sounds logical to ask customers what they want and then give it to them . . . You
can’t just ask customers what they want and then try to give that to them. By the time you
get it built, they’ll want something new. (Gendron and Burlingham, 1989)

Key to generating customer insight is an ability to interpret customers’ unmet needs.
Two research approaches are noteworthy: ethnographic research and outcome-driven
innovation. Ethnographic research is today the gold standard enabling researchers to
obtain insight into customers’ thought worlds in order to uncover existing, but currently
unmet, needs (Cayla et al., 2014). This research method enables researchers to experience
the specific, naturally occurring behaviors and conversations of customers in their natural
environments. As a result, insight into unsatistied needs may emerge.

Outcome-driven innovation relies on a combination of qualitative and quantitative
research to uncover latent customer needs in order to develop ideas for breakthrough
innovations (Hinterhuber, 2013).

Create value

The rule is simple: If suppliers are not perceived as being different, then customers will
benchmark them on price. The second step in the process of value quantification is
thus differentiation along categories that matter to customers. To be clear, differentia-
tion from competitors does not per se add value. It might lead to a sustained investment
in product features that add no value for customers. Product differentiation strategies
thus have to be preceded by an understanding of the real sources of value for custom-
ers (Hinterhuber, 2004). Customer insight — step one in our process — has to guide
differentiation.

The objective of differentiation is to increase customer willingness to pay or total cus-
tomer value. What is customer value? The definition of customer value in B2B must be
based on the following five fundamental principles.

Value is, first of all, always defined by customers and their success metrics. Value is
thus subjective, customer-specific, relative, and contextual. Customer insight is the first
premise that guides the definition of value. Second, value is always created collaboratively
with customers and must be recognized by customers if suppliers expect customers to
pay for value. Collaboration is thus the second principle that guides the definition of
value. Third, value is the sum of quantitative, financial, and qualitative, intangible benefits
delivered to customers. Value is both hard and soft. Value quantification thus requires that
suppliers develop capabilities to quantify the impact of both quantitative and qualitative
benefits on key customer success metrics. Quantification of the business impact is thus
the third principle that guides the definition of value. Fourth, all value is based on differ-
entiation. Value is always based on the differentiation relative to the customer’s perceived
best available alternative. Differentiation is thus the fourth principle that guides the defi-
nition of value. Finally, value must be substantiated. For suppliers, value is a promise. For
customers, value is an expectation. Suppliers must convert their promises into credible,
verifiable, and simple deliverables in order to provide customers a realistic assessment of
their abilities to deliver the expected results. Figure 7.4 summarizes these fundamental
principles that guide the definition of value in B2B.
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Figure 7.4 Customer value — basic premises

Customer value 1s a multifaceted concept; difterentiation can thus occur along a num-
ber of dimensions. Most important, differentiation is also possible for apparent commodi-
ties. Consider the following project, recently completed (Hinterhuber and Pollono, 2014).

Executives at a global basic chemical company assume that they are operating in a
commodity industry and believe that — in order to achieve meaningful sales — prices for
the chemical product in question need to be lowered to the price levels of a low-cost
product from China that recently entered the market (indexed at 100 in Figure 7.5).
Workshops with executives and focus groups with core customers and distributors allow
us to uncover a number of differentiating factors between the low-cost competitor and
the company’s own offering. Although in no single area do the two products difter dra-
matically, we find a number of areas where there are small, albeit meaningtful, differences
between them. Through internal expert estimates and field value-in-use assessments, we
quantify customer value for these differentiating features as follows.

We find that small differences in logistical know-how, in product quality, in ordering
costs and complexity, in vendor competence, and in customer knowledge add up to a
positive differentiation value of 8%, thus allowing the company to set prices up to 8%
above the customer’s best alternative. The highest possible price is, of course, not the
best price: it leaves no incentive for the customer to purchase. After applying a series of
price optimizations, competitive simulations, and estimates of customer reactions, we
recommend a final selling price of 105. This represents a price premium of 5% over the
customer’s best available alternative, but this price is, nevertheless, attractive for customers,
since their quantified benefits are higher than the price they are expected to pay.
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Figure 7.5 Value-based pricing and value creation for B2B commodities

As main learnings of this short case study, we highlight the following points: (a) even
apparent commodities can and need to be differentiated, (b) the sum of many small dif-
ferences in product characteristics can add up to a significant difference in customer value,
(c) small price premiums over competitive products (e.g., 5%) translate to significant prof-
itability differences between companies, and (d) the price and value premium between
two competitive offerings need to be sustained over time via continuous improvement.

Develop the value proposition

The value proposition (Lanning and Michaels, 1988) or, alternatively, the value word
equation (Anderson et al., 2000), is an instrument designed to translate customer value
into quantified, monetary benefits. Anderson et al. (2006: 96) note that “a value word
equation expresses . . . how to assess the differences in functionality or performance
between a supplier’s offering and the next best alternative and how to convert those dif-
ferences into dollars.” Numerous studies suggest that very few sellers can quantify the
value proposition for their customers (Anderson et al., 2007; Hinterhuber, 2008). The
capability to quantify value is, however, essential. Todd C. Snelgrove, chief value officer
of SKE states: “Best in class companies have taken the time, effort, and focus to quantify
the value of their products and services. If you can’t, purchasing will have no choice but
to ask for a lower price” (Snelgrove, 2013).

On the basis of our research, I have developed a checklist of elements essential to best-
practice value propositions (see Figure 7.6).
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Figure 7.6 Checklist for developing a best-practice value proposition

Source: Hinterhuber & Partners

Quantify value

Quantifying value means translating competitive advantages into financial customer ben-
efits. Competitive advantages typically deliver either quantitative or qualitative benefits or
both. Quantitative benefits are related exclusively to financial benefits, whereas qualitative
benefits are related to process benefits — they allow customers to achieve the same goals
in a better way. Quantitative benefits come in four categories: revenue/margin improve-
ments, cost reductions, risk reductions, and capital expense savings. Qualitative benefits
include ease of doing business, relationship benefits, knowledge and core competencies,
the value of the brand, and other process benefits.

Customer value is the sum of quantitative and qualitative benefits. Value quantifica-
tion tools visualize the total customer value, that is, the sum of quantitative and qualita-
tive benefits, the price of the company’s own product/solution, and the costs of the best
available competitive product. These value quantification tools thus allow ROI calcula-
tions: the ROI is the result of relating the price premium to the quantified difference in
customer value.

Leading B2B companies routinely perform value quantifications. An example from
SKEF is illustrated in Figure 7.7 (Hinterhuber and Snelgrove, 2012).

Industrial bearings are, for the layperson, commodities: apparently interchangeable steel
products used in industrial manufacturer’s rotating equipment. SKF is able to document
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Figure 7.7 Value quantification at SKF
Source: SKF

to customers that, despite a price premium of 50% over the next best available product,
customers end up paying less and being better off by purchasing from SKE

Marketing, pricing, and sales managers in B2B should take notice: if SKF is able to
quantify the value of industrial bearings, so should other companies with products and
services, which are frequently even more differentiated than those of industrial parts.

Implement and document

The final component in the process of value quantification is implementation and docu-
mentation of results. The promises outlined in value quantification tools — such as the one
in Figure 7.7 — account for nothing unless the value is actually realized in customer opera-
tions. In high-performing sales organizations, the following guiding principles underpin
this process (see Figure 7.8).

Customer orientation

Customer orientation may appear to be a trite attribute of companies that successfully
quantify the value proposition, but it is not. Our research suggests that low-performing
sales organizations push their value propositions to customers regardless of whether these
value propositions apply in the current context: customer needs may have changed, the
next best available competitive alternative may have changed due to new competitors,
the customer’s objectives may have changed, or customer capabilities may have shifted.



Value quantification 75

24

IMPLEMENT,DOCUMENT, AND IMPROVE f

Best practices in implementation and documentation of valae

umderstand customer needs before pushing a value proposition
customer goals may change over time: never stop ¢xploring — stay hungry

b}

Customer orientation

K}

selectcustomers based on relationship quality and value crestion potentinl
collaborake with customers to guantify customer value iwerarively

W

Collaboration

~

I Simplify, but not to
| themax

value propositions need 1o be simple and eusy to understand, yet sefTiciently
developod to show customér-specific, meaningful, quantificd fopact

[

Bist
practice

"

custorer case studics and value audits i comparable settings have highest

Credible relerences St
credibility

"

the change towards value-based pricing and selling implies a fundamental

Clange managamant organizational transformation and new organizational capabilities

post-sales, audit value delivered versus value promised during negotiations
document value delivered and improve own value delivery/value assessment
capabilitizs

"

Follow up, document,
and improve

v

Figure 7.8 Implementing and documenting the quantified value proposition

Nothing, our research suggests, destroys the credibility of sales managers quicker than pre-
senting a value proposition to customers without first having gained an in-depth under-
standing of current and future customer needs. The adage “Seek first to understand, then
to be understood” is also valid in this specific context.

Collaboration

Quantified value propositions are the result of a tight-knit collaboration between vendors
and suppliers: credible quantified value propositions cannot be developed in isolation and
require that customers give suppliers access to the profit implications of the supplier’s
offerings for customer operations. This is tricky. In some instances the request for access
to customer data highlighting the profit implications of supplier offerings on customer
operations can trigger a countervailing request by the customer for access to supplier cost
data (Rosenback, 2013). This request is reasonable. As a result, negotiated prices for dif-
ferentiated offerings will settle not between the price of the customer’s best available alter-
native and total customer value, as the literature on value-based pricing suggests (Nagle
and Holden, 2002), but between (the likely lower) supplier costs and total customer value.

In this context, customer selection is important: Rather than selecting customers based
on size or reputation, high-performing sales organizations select customers based on
the quality of the relationship and the potential for joint value creation. Furthermore,
high-performing sales organizations take time and invest resources to fine-tune the value
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proposition through multiple iterations, whereas low-performing sales organizations tend
to take a hit-or-miss approach. Typically, the latter leads to value propositions that are
more generic and less relevant to any particular customer.

Simplify, but not to the maximum

The essence of a quantified value proposition consists of translating the company’s com-
petitive advantages into quantified, expected performance improvements. This requires
an understanding of competitors and their price and performance level; an understanding
of the firm’s own competitive advantages; and, finally, an understanding of customers,
their needs, and their business models (Hinterhuber, 2004). Modeling these relationships
is complex: effective value propositions, like all models, are thus always a simplification
of reality — but not to the point where simplification leads to meaningless generalization.

Credible references

References enhance the credibility of quantified value propositions. These references
can take many forms: summaries of pilot projects, customer case studies, value audits, or
documented performance improvements countersigned by customers.

Change management

Institutionalizing value quantification as organizational capability requires organizational
change management (Liozu et al., 2012). New approaches to selling, marketing, and pric-
ing frequently require new capabilities, a new organizational structure, different goal and
incentive systems, new processes and tools, and new organizational priorities. From an
organizational perspective, the implementation of value quantification across the organi-
zation must be treated like an ongoing change management process as opposed to a pro-
ject with a finite life (Hinterhuber and Liozu, 2014).

Follow up, document, and improve

As a final element in value quantification, high-performing sales organizations rigorously
follow up on actual versus expected quantified value delivered in 6- to 12-month inter-
vals. This enables both customers and suppliers to learn, to analyze causes of performance
deviations, and to implement measures to close performance gaps. This documentation
also enables suppliers to build up a library of documented and quantified performance
improvements, by, for example, client function, industry, size, and geographic area. SKE
for example, has built up a library containing more than 63,000 case studies of docu-
mented and quantified value delivered by SKE countersigned by customers. This library,
SKF’s Documented Solutions Program, is a very powerful selling tool for sales managers
when participating in competitive bids with new customers: extant data can be used to
estimate likely quantified performance improvements based on a long history of per-
formance improvements in similar situations that customers have actually realized. This
documentation is thus an important enabler of organizational learning within suppliers:
suppliers learn about typical roadblocks to the realization of expected quantified per-
formance improvements; suppliers also learn about all those areas of their own offering
where the realized value is higher than the value they themselves expected to realize.
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These positive and negative deviations from initial performance expectations are impor-
tant foundations for gaining an even better, more fine-tuned and granular understanding
of the effect of a firm’s own competitive advantages on customer operations. As a result,
these deviations will, over time, likely diminish.

Examples of effective quantified value propositions

In the course of our research, we encountered a dozen or so companies that have highly
effective quantified value propositions. These well-crafted value propositions support sales
and marketing executives during the bidding phase. The ultimate outcomes of effective
quantified value propositions are higher prices and higher win rates. As a further benetfit,
respondents report that the conversation with B2B buying centers shifts: price is less a
central concern and the focus shifts toward the quantified performance improvement.
Realization of this performance improvement requires that customers and suppliers work
together closely. Effective quantified value propositions thus fundamentally change the
nature of the customer — supplier relationship, requiring a tight-knit collaborative attitude
whereby barriers between the organizations of customers and suppliers start to fall. This
ultimately benefits customer satisfaction and customer loyalty.

Recently, Hinterhuber & Partners has worked with a global IT service company to
define profitable pricing strategies. This company had clear-cut competitive advan-
tages, yet managers struggled to translate these competitive advantages into quantified
customer value. As a result, aggressive competitors regularly undercut the company on
price. The dilemma was thus: Should the company reduce price in the uncertain hope
of gaining volume, or should the company maintain price and risk losing even more
revenues?

Hinterhuber & Partners helped this company to escape from these self~imposed limita-
tions. After interviewing managers, customers, distributors; after collecting data on com-
petitive price levels; and after, finally, employing a robust process to identify and quantify
key value drivers, we developed a customized value quantification tool that helped the
company to understand, precisely, the amount of value a specific product generated for
a specific customer segment. Deployment of this tool (see Figure 7.9) led to immediate,
substantial profit improvements. A disguised example illustrates the principles: Instead
of submitting an offer at a cost-plus-driven price of approximately 400,000€ that sales
managers would usually heavily discount, the company is now in a position to confi-
dently offer its solution at 465,000€; this price is low compared with the total quantified
customer value of over 800,000€. This process thus enables the company to sell its prod-
ucts with a robust ROI calculation attached: There is a price premium over low-price
competitors, and this is graciously acknowledged. The main point, however, is that an
investment of approximately 100,000€ (i.e., the price premium versus the low-price com-
petitor) leads to incremental customer benefits of over 400,000€ (i.e., the difference in
customer value between the two offers), thus leading to an ROI of 300%.

This is, in sum, a key benefit of value-based pricing and value quantification: turning
the conversation from a discussion on price differences to an exploration and documenta-
tion of quantified customer benefits.

Value quantification is especially effective and in many cases mandatory when the sup-
plier has a price premium over a relevant competitor. For many suppliers the key question
is, is it possible to convince customers that customers end up paying less by purchasing the
most expensive offer? The quantified value proposition of SAP (Raihan, 2010) provides
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Figure 7.9 Quantifying the value proposition — a case study in B2B services

Source: Hinterhuber & Partners

an alternative way of presenting a premium-price offer: not as one that will lead to lower
costs of ownership, but one that reduces customer risks (see Figure 7.10).

SAP sells enterprise software: In this specific project case the company’s price is 20%
above the price of a comparable competitor. SAP argues that the true cost of the competi-
tive solution is higher than its own price, mainly because risks have not been accounted
for. SAP identifies several categories of risk: solution risk (lower business functionality,
regulatory risk), supplier risk (only local presence, long-term viability), technology risk
(lower scalability), operational risk (lower flexibility), and, finally, implementation risk
(lower experience). These risks can be quantified and should be, at least according to SAP,
added to the price of the lower-cost solution. The risk-adjusted price of the apparently
low-cost offer exceeds the price of SAP’s solution by a substantial amount. According to
SAP’s experience, this helps the company win deals even though the list price of its solu-
tion is substantially higher than the price of the customer’s next best alternative. Lower
risks thus can justify price premiums.

Further considerations

Value quantification capabilities may be the most important capabilities of high-performing
sales companies today. Building these capabilities requires a deep personal and organiza-
tional change. An interviewee at a global B2B IT service company observes: “What we
started to realize was: It is not what your products or services do for your customers. It is
what your customers are able to do as a result of using your products and services.”

The preliminary results of this research indicate that companies with well-developed
value quantification capabilities are able to realize higher prices and higher win rates.
Relationships with customers benefit as well: collaboration increases. As companies
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implement the process outlined here — (a) customer insight, (b) value creation, (c) value
proposition, (d) value quantification, and (e) implementation and documentation — cus-
tomer satisfaction and loyalty typically increase. Thus, developing these capabilities may
lead companies to achieve a sustainable competitive advantage.

We lack, however, quantitative empirical studies documenting the link between a com-
pany’s value quantification capability and performance. This would make for a fascinating
study.

Note

1 This is a fully updated and expanded version of the article: Hinterhuber, A. “Value quantification —
The next challenge for B2B selling” in Hinterhuber, A., Liozu, S. (Eds.), Pricing and the Sales Force,
Routledge, 2016. Copyright (c) 2016 Routledge. All rights reserved. Reprinted by permission.
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8 Quantifying your value so
customers are willing and
able to pay for it

Snelgrove, Todd C.

How does one get paid for value created? The question has been asked by every premium
player in every market of the world. Given that the financial benefits of value creation and
pricing are well known, why do so many companies fail to achieve the desired results after
they’ve done the work to create something of value? For those that do invest and create
customer value, it’s time to do the work to get paid for it!

PV > Cost = Action

I have begun to look at this as a formula. If the perceived value (PV) of a good or service
is greater than or equal to the cost of buying it, then an action such as a purchase should
occur. In more detail, it is the PV from the customer’s perspective; however, if that value
can be expressed monetarily, it will be a harder value than a PV that is not. Cost includes
the asking price, plus all other associated costs (shipping and handling, research time, cost
of capital, etc.). If I perceive that I will obtain more value than the cost of doing so, it
probably will result in a purchase. The greater the difference between PV and cost, the
higher the percentage of people who will buy. For example, if the quantified customer-
specific value is $100, and the cost of acquiring it is $42, then a value surplus or incentive
to buy of $58 exists and for most that surplus is large enough to motivate most people
toward the desired action of purchasing. However, let’s assume that PV is a feeling (no
number is assigned to it); in this case, fewer people would buy. Finally, if the PV were
only $43 and the cost were $42, far fewer people would invest in buying to receive the
one dollar of benefit.

Looking at the example in Figure 8.1 of an offering for a tool called a laser align-
ment system, we see a list of PVs; let’s assume for each item there’s a value that, based on
industry averages or customer-specific numbers, totals $10,000 and that the total costs
of acquiring the tool are $4,200, leaving a value surplus or “incentivization” benefit of
$5,800. If the numbers are a hard value, believable to me as a buyer, then I will find a way
to get the $4,200. In general, the harder and more monetary the value numbers are, the
less value surplus is needed to get an order.

Companies that employ a good value-based pricing strategy are 20% more profitable
than those that have weak execution on value pricing, and 36% more profitable than
those that are good at executing a cost- or market-share-driven strategy (Hogan, 2008).
Thus, I would argue that value pricing works only if additional areas are also addressed.
A company must create value, communicate that value through sales and marketing, and
quantify that value in monetary terms; only then can it get paid for the value created.
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Perceived value > Costs = Action

Less energy consumption

Faster installation Price of tool

Longer machine life Cost of adding or using existing vendor Order or no order
Easier installation Time to wait for delivery of tool

Less machine vibration

$10,000 $4,200 $5,800 value surplus

Figure 8.1 Example of perceived value calculation for a laser alignment tool

Think about it for a second: if a company is great at three of these but not the fourth, it
won't get paid for value.

As I travel the world, T hear too often from CEQOs the refrain “I want our salesforce to
sell based on value but they do not . . . why?” The answer is “simple.”” No one size fits
all, and no silver bullet exists. Selling on value takes focus, management support, tools,
and training, and product or service differentiated attributes to see the results. In talking
with other thought leaders in the value space, I have come to realize that numerous other
things need to happen to make value-selling work for a company.

For a salesforce it comes down to two main focuses: Do they have the ability to sell
value? And do they want to sell value? I find that most companies focus on the ability area
and assume that the salesforce wants to sell value and that they just need to go and do it.
So what’s needed?

Why spend the time and effort to quantify your company’s value?

The first step in the journey is to realize that quantifying value is something your cus-
tomers want and need you to do, something that will allow them to justify buying your
option, unless you're consistently the lowest-priced offering. In the world of buying and
pricing, two competing forces exist. From a customer’s perspective, these are the willing-
ness to pay (WTP) for value and the ability to pay (ATP) for that value. In the days when
the user of a product or service was the decision maker, and purchasing was more of a
clerical function, the process was easier — easier in the sense that the user of the solu-
tion you were offering could justify in their own mind what better, longer, easier, faster
meant because they were the ones who would receive the benefit. However, in the last
two decades, the activity of “purchasing” has evolved into the strategic focus of “pro-
curement.” The difference is important: now procurement decides what is of value, what
they are willing to pay for — and because they are not the ones who will see and receive
the benefits, they are less likely to pay for them. Second, in today’s budget-constrained
world, the question is whether the customer has the money or budget to buy the better
offering. The case studies, research, and anecdotal stories that follow show that if value
can be quantified in the universal language of dollars and cents, then obtaining new
budgets or reallocating money from another budget can easily happen, and procurement
will be willing to invest.

For example, I might say to a potential customer (user of a product or service), “This
solution will allow you to do the job 22% faster, and the quality of the job will be 10%
better” (assuming data exist to reinforce this). How willing and able would that customer
be to pay for that value? It would depend on what those impacts would mean to them
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and on comparing this buy with other competing purchases. They might sense that mine
is the better solution, and then they would have to take this argument to their boss, pro-
curement, and finance and explain that time is money, for example. However, what if a
customized business case showing that the company’s solution would save their company
$225,000 a year in overtime, parts, reduced scrap, and less rework? Which scenario has a
better chance of getting the order? Now they would know what the solution was worth
and where it would rank with competing requests for the two very scarce resources of
time and money. In today’s world, where your offering is competing for funding and pri-
ority over other options, the one that has the best business case, with the hardest values,
and the highest probabilities of realization, will be the offering that is purchased. If you
cannot quantify the value of your offering, it will be placed in the dreaded no decision,
or low-priority, bucket. Or the purchase will be seen as a commodity and you will be
compared with your competitors based on price and delivery. Instances of decision-
by-committee have increased, and “let’s not make the wrong decision” seems to be a
dominant driving force. It’s easy to point to “we got all the minimum requirements at a
lower unit price” to support a bad supplier selection if ultimately things don’t work out.
However, with a vetted business case, all functions involved in the decision can point to
the payback, ROI, and cash flow of the business case provided to justify why that project
or solution was approved over the other options. Even when there is no budget, if the
payback is believable or guaranteed, money can easily be reallocated or found when a
quantified business case exists.

So once you see the need for and benefit of quantifying your value, what else needs
to happen to enable your company to sell and get paid for that value? Let’s look at the
internal and external resources, requirements, and focuses needed (see Figure 8.2). These
are not ranked by order of importance; however, you need to address all of them to be
truly successtul. Over the last decade I have had the chance to sit with the Guru of Value,
Professor James C. Anderson, and discuss what’s working, what’s not, and why, in our
company and others’ “Value Merchant” strategy. After one discussion, Jim created the dia-
gram shown in Figure 8.2. [ was amazed at how clearly he was able to represent the main
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Figure 8.2 What causes value-selling success?
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points and show how they support the two areas of ability and willingness to sell value.
Checking to make sure we address all areas listed in this diagram ensures that we cover all
the basics for a vital, ongoing, robust program based on value that allows a company to
differentiate its offering from that of the competition.

The ability to sell value component

Value conceptualization

‘What is your company’s value to your customers? What does it help them do better
than the other options? Value selling begins with the basic step of making sure your
company creates something of value. Whether it’s a product or a service, it needs to
have an attribute that is not only different but also of value to someone within your
target audience. Most academics use the term “unique selling proposition” or USP;
however, just because something is unique doesn’t mean it is of value. At our com-
pany’s 100-year celebration, our CEO took the stage and memorably said, “Value is
not in the minds of our engineers and what we think value is; value is what customers
value.”

Years ago, while interviewing for my job at SKF (a Swedish-headquartered global
leader in industrial engineered products), I asked our Canadian president why custom-
ers would choose to buy an SKF bearing over a competitor’s offering, when we had
a price premium. I will never forget the stone-faced glare of our Swedish president,
who said — almost in disbelief that I didn’t already know why — “We are Swedish.”
I began to chuckle and then realized that he wasn’t joking. So our head office is in one
country, whereas our competitors’ are in others. This is unique, but it’s not something
of value (to me, at least). What I heard him say was that our head office is in Sweden.
‘What he meant was that we make the highest-quality products in the world and that
we've generated more innovations and patents than all our competitors (Swedish
culture is highly innovative and focused on quality). So the first phase of value sell-
ing is to make sure that you create something that is of value to your customers —
whatever that may be.

Since publicly traded companies have a shareholder responsibility to create sustained
profit, let’s make sure we help them do this in the right way by adding real value and tak-
ing out real cost. To get buy-in, this value must be quantified.

Value-selling process

Second, value has to be part of your selling process. Are you merely reacting to cus-
tomers’ requests, or are you proactively engaging customers, solving problems, and
articulating that value during your sales process? The Corporate Executive Board (CEB,
2015), a U.S. think tank, recently found that of more than 1,400 B2B customers’ sales
interactions, those customers completed, on average, nearly 60% of a typical purchasing
decision in researching solutions, ranking options, setting requirements, benchmarking
pricing, and so forth before they even talked with a supplier. So if the customer has
decided that three suppliers meet their minimum criteria, then price is the only meas-
urable thing of difference. In this case, it’s hard to come in and say, “Hey, you need to
rethink your requirements: what you really need to do is measure value or total cost of
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ownership.” However, based on experience, we’ve been able (although it’s harder when
it’s later in the sales cycle) to say,

Should we be discussing the $5,000,000 in annual parts that you buy and a price
savings of 5% on that if you give me an additional $2,000,000 in business ($350,000
theoretical price savings), or the $4,000,000 in CAPEX and OPEX savings (hard EPS
improvements) our company can help drive to your bottom line by getting your facili-
ties to a world best-in-class average? An opportunity for profit thatis 11.5 times bigger.

All the customer can now ask are questions like “Has this happened before? What’s the
probability that it will happen? How will we measure it? What happens if you hit or
miss your target? What payment relationship should we have?” These all move into the
discussion of implementation to realize value.

Can your salesforce have an intelligent discussion with procurement, finance, engineer-
ing, and even the customer’s CEO to explain how lowest price is not the same as lowest
cost? Can your company affect, measure, and reduce costs and increase value in using your
product or service during the phases of acquisition, installation, operation, maintenance,
and disposal? Can your company also increase the benefits your customer receives, such as
increased production, reduced risk, increased safety, increased sell-through? By looking at
the total cost of ownership (reduction of costs) along with the total benefit of ownership
(increase in benefits of value), you can now understand and demonstrate in numbers how
you can affect and measure the impact of your offering on their total value of ownership —
which is the difference in reduced costs plus increased benefits minus any price differ-
ence — thereby making them measurably more profitable. Actually a better term to use is
“total profit added” (TPA). This would be the most holistic measure of all the costs saved
(total cost of ownership [TCO]) and all the increased benefits created, thereby allowing
for a clear demonstration if the price being charged will lead to the highest profit for the
customer, versus other options, over the total life of the product or service. TPA is the
next evolution measuring and choosing based on best value (see Figure 8.3).

Cost

Acquisition Operation and

Maintenance Disposal

Time

Figure 8.3 Total cost of ownership



86  Snelgrove, Todd C.
Value-based sales tools

Most companies mistakenly think that having a value-based sales tool is the holy grail and
the end of the value journey. As companies have said to me in the past,

If we just had a methodology to sit down with customers and document for them
where and how much more money they can make or save using our offering versus
the next best alternative, all our problems would be solved.

This is one of the foundational building blocks; however, it is only part of the journey.

At SKE in the early 2000s, we realized that all the superior technical benefits in the
world of our products wouldn’t matter to a VP of finance or procurement unless we could
convert what those features and benefits meant into cold, hard cash. With that in mind,
we created a tool called Documented Solutions Program™ (see Figure 8.4). It is our
methodology for sitting down with the user of the solution and running an expected and
eventually an actual business case ROI. This financial justification for the customer can
now be used to show their bosses the benefits in hard cash of choosing to work with SKF
or to buy a specific solution. We are not the lowest-price provider in our industry, but we
can help customers realize the lowest costs by using our services and products. These tool
and methodology have become a mainstay of our business, and each year we report the
numbers generated. At the end of 2015, we had over 66,301 accepted or verified cases
with customers, with savings of over U.S. $5 billion, covering all five of our technology
platforms. You can imagine the power of sitting down with a customer and demonstrating
how this same offering has helped their own company at a different location in the world,
or someone within the same industry, save so many dollars by implementing this solution.
The conversation goes from “how much does it cost?” to “when can we get this started
so I can start saving money and solving a problem?”

For a value quantification tool to really work, it must be easy for the technical and
financial person to understand. Remember, a good TCO tool is not a sales tool in and
of itself. It’s a process and methodology for benchmarking, finding, prioritizing, custom-
izing, and quantifying expected values in financial terms so that customers can see if it
makes sense for them to invest in your solution. Too often I see company-made templates
that are really just a sales tool called something else.

Characteristics of a good TCO quantification tool:

—_

Benchmarks data ranges and reference points.

Allows customers to change input data.

3. Is clear and concise. Sometimes engineers overcomplicate things and think the more
detailed, the better.

4. Shows the results as your customer would like to see them, for example in terms of
ROV, net present value, cash flow break even, dollars saved.

5. Is functional — allows users to save cases and work through a process to go from pro-
posal, to accepted, to verified.

6. Builds in an archive so that cases can be saved, searched, and sorted by industry, appli-
cation, country, distributor, customer, and so forth.

7. Provides live updates when connected to corporate server; links to reference
material.

8. Is easy to use — available in a light version such as for an 1Pad (SKF launched in 2015),

multiple languages and currencies, and so on.

N
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Real world savings -

and we can prove !

Figure 8.4 SKF documented solutions

Initial value-selling training

Now that you know your offering has value, your sales process incorporates value, and
you have tools for demonstrating and quantitying value, you'd better make sure your sales-
force is comfortable with selling based on value versus price or technology. During initial
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training, spend time discussing why this is a good strategy for them and your company
and why customers want and need proof of value. Programs that come as edicts from the
head office usually encounter resistance in the field that is not needed. Bring the team
along on the journey; don’t ram it down their throats. Of course, they need to under-
stand and practice with the tool’s functionality. Also, if your salesforce is technical, then
you will need to spend even more time getting their buy-in. For SKF this has been an
issue, because we hire engineers, for whom the technology itself explains the value. They
tend to be happier talking about product features and benefits such as the hardness of the
steel or the precision of the manufacturing process — and if the solution proves the value,
why would one need to convert that value into dollars and cents? When talking to other
engineers, they’re right; they understand what these things mean — but finance does not.
Over the years, we’ve launched and used a great outside global sales consulting group to
ensure that our teams feel comfortable with and know how to sell based on value and that
they’re comfortable with terms like “return on investment,” “return on equity,” and “net
present value,” and how we affect a customer’s earnings per share. If your salesforce doesn’t
understand these terms or know how your company’s offering can affect your customer’s
profit, then some training is required.

In the ability-to-sell-value stages we focused on the basic underpinnings needed. Next
we discuss what else needs to happen to keep the culture change program alive and thriv-
ing with your team and with your customers.

The want to sell value component

Ongoing value-selling experience

However, training is not a one-and-done thing; it must be ongoing. Just as athletes train
daily, so should salespeople. At SKE we have just begun to do roleplaying in which a
senior manager acts as the customer and challenges our salesperson’s presentation and
offering and asks, “What’s the value for me, the customer?” You will only be good at
and comfortable with value selling when you know and have answered similar questions
hundreds of times. What will procurement’s response to this offer be? Let’s practice and
think through what their possible objections might be so that we’re prepared on game day.
I also like regions and countries of the world that include the discussion of value during
every meeting, where someone presents a case, what numbers were used, how the process
worked, and key learnings.

Sales compensation and value buying options

If you can prove value, companies can pay for it. Sales compensation will have an impact
on how your people behave. Do you incentivize volume targets? If so, then you shouldn’t
have to ask yourself why your salespeople are so eager to cut prices. In some organizations
I have seen sales targets set as a threshold, with no consideration of whether a deal was
struck by providing discounts. Some companies might think of themselves as advanced
because they reduce the sales amount to the net discounted price. However, for a com-
pany with a 10% net profit margin, a 5% price cut is the equivalent of realizing only half
the profit dollars. Also, remember that free services, free samples, free training, extended
terms, and so on are just other more creative ways for a salesperson to discount your offer-
ing. I suggest that the salesperson who sells less but at full price should be rewarded more
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than the salesperson who spends most of their time with internal management justifying
that a particular customer needs to get a discount.

We’ve looked at how you pay your salespeople, but we should also look at whether
you've given your customers an option to buy based on value realized. In other words, do
you use pay-for-performance models that allow customers to pay once value is realized
for them? If not, then they might not be able to buy based on promises of potential future
value. At SKF we use a few different methodologies: for large customers we might enter
into a guarantee of annual cost savings. As a CEO once said to me, “I have 25 different
ways to offer a discount, such as volume, competitive issues, industry, new business, etc.,
but I don’t have a way to guarantee the value we create . . . that has to get fixed.”

It’s great to offer customers value, but have you offered them ways to pay for that value
that fit their particular situation? Before moving on, let’s be clear about what it means to
get paid for value. It’s not about “extracting” all the incremental value delivered to the
customer in a price premium, for example. To do so would leave the customer with no
incentive, or value surplus, to incentivize them to choose your option. Second, I believe
most companies have a “buy my product or service at a price” option only. However,
a whole set of options needs to exist based on the customer’s situation and what they
value. The extreme is a “buy my products at a certain list price all the way to a 100%
pay-for-performance” option. Within SKF we call this integrated maintenance solutions
(IMS) (see Figure 8.5). As with many outsourcing agreements, we focus on where we
can drive the most immediate customer savings. So we might say, “Mr. Customer, what
did you pay last year for all the parts, people, and operating expenses to run these fac-
tories?” “X.” “Okay, we will do it better (measuring these deliverable KPIs and doing it
for an immediate savings of Y). However, as we make you more money, we get a reward
as those benchmark targets are exceeded (e.g., increased production).” I would say that
outsourcing IT in general follows this model, and it can make sense. Corporate experts
focused on just information technology delivery should be better at it because it’s their
core expertise. This is a great offering; however, a few issues could arise, and I have seen
companies try this, along with other pay-for-performance agreements. If all the offsets
are not listed, something that looks good (increased production, less inventory, etc.) might
be a short-term win, but if assets are pillaged to do this (they were run with no proactive
maintenance), actual losses — not savings — will result. Just think what a pump will really
be worth in a few years if the proper maintenance isn’t done. All those proposed or even
realized savings will be more than offset by increased future costs. With that in mind, pay-
for-performance agreements work if they are long-term so that no one is incentivized on
such short time frames. However, in between these two options, other getting-paid-for-
value formats should exist. A simpler version is, “Mr. Customer, although our products
might have a higher average initial price of X, we guarantee an annual hard savings of X.”
The benefit is that the customer is getting value for paying more, and the value becomes
ongoing, whereas price reductions are one-time (suppliers won't or can’t offer a 5% per
year incremental price savings, but they can offer a new 5% guaranteed savings in another
area). As a customer, as long as the savings are hard, measurable, and don’t force other
costs up, I am willing to keep paying more as these savings compound and make me more
sustainably profitable.

A question I've been asked by procurement professionals is, “Which is better: an acqui-
sition price savings or ongoing annual cost savings?”

Imagine you're presented with the following choice: a 5% upfront price savings on a
contract for 5 years or a 5% annual cost savings over 5 years (see Figure 8.6). Which is
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Figure 8.5 Pay-for-performance options

the more valuable option? First, let’s assume something that rarely happens — that the 5%
price savings will actually make it to your company’s bottom line and that no unintended
increased costs will occur elsewhere. Let’s also assume that the 5% annual TCO savings
are real and measurable — lubrication savings, for example.

Given these two scenarios, some procurement people might assert that because both are
5%, they are worth the same. This analysis would be correct after year one, but not after year
two. Switching to a new supplier may bring a 5% price savings, but that supplier would not
offer and would not be able to deliver that incremental price savings every year thereafter.

From a TCO perspective, however, during year two an additional 5% savings would be
generated by focusing on a new area of opportunity such as energy savings. The magic
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Figure 8.6 5% price versus 5% annual TCO improvements?

Source: Todd C. Snelgrove, Aberdeen Procurement Conference, March 2012, Boston, MA

of compounding and ongoing annual savings would allow a TCO annual 5% savings to
be worth 15% versus the 5% price savings over a 5-year period or three times as much.
Remember, we assumed the best-case scenario for the substituted product based on price.

IACCM research shows that a focus on price concessions undermines the value
achieved. For example, the probability of a poor outcome increases by more than
50%, compared with agreements that focus on performance. This translates into sig-
nificant increases in cost and missed or lost revenue — at levels far exceeding the theo-
retical savings from the low negotiated price. SKF has provided thought-leadership
in this area for more than 20 years, having successtully resisted “commoditization” by
switching instead to delivering market-differentiating value.
(Tim Cummins, CEO, International Association of Commercial
and Contract Management, quoted in SKE 2014: 2)

Business culture

Are you really a value company? Does your CEO talk nonstop about the value you create
for your customers? Do you reward and recognize the people who create the most value
or the newest ways to save customers money? Or are you just using a few buzzwords on a
Power Point slide or corporate brochure? Value needs to be part of your company’s DNA.
Does sales get mixed messages like “Get every order and sell value””? Unless your message
is clear, you will end up rewarding and motivating sales to cut prices, and volume will be
the underlying dimension that’s rewarded. If you're unable to prove your value you might
get a short-term order based on lowest price, but over time it will not translate into more
sustainable orders as someone comes along and undercuts you. We are lucky at SKF to
have as our leader a CEO who continually focuses on value as our main differentiation.
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Customer culture

Does procurement see you as a commodity and therefore assume you can be bought using
certain tactics, or do they see your offering as strategic for them?

As a company you can do all these other things well, but if procurement sees you as a
commodity, and buys your product or service as such, much effort needs to be exerted by
everyone to get procurement to rethink where and why they have chosen to treat you that
way. In my experience, most companies have an issue here. Let’s begin with the way pro-
curement chooses how to select suppliers and negotiate with them based on the Kraljic
4-box matrix. The Kraljic Matrix (see Figure 8.7) is a well-respected thought process
introduced in 1983 in the Harvard Business Review article “Purchasing Must Become Sup-
ply Chain Management.” Although the concept has since been modified (to a 9-box or a
36-box matrix), and procurement’s implementation of it has evolved over the years, the
thoughts and resulting actions of procurement still follow this concept. Too often there is
a mismatch between how we perceive ourselves as sellers and how buyers perceive what
we are selling, leading both sides to wonder why they cannot communicate.

A key driver of procurement is to increase spend under management (they control a
higher percentage of the company’s procurement dollars spent) and to buy from fewer
suppliers (to increase leverage and to reduce transaction costs). When I am at a Strategic
Account Management Association (SAMA.org) conference, and I ask senior global stra-
tegic account managers, ‘“Where do you see your company on this matrix?”’; in general
I get the following feedback.

I get comments like “We are not the small, unimportant Nuisance offering, where
transaction costs are the most important differentiator”” However, I say, for suppliers in
this realm, ease of use and ordering efficiency are the most important characteristics and
decision-making criteria for procurement, with unit price being most important. When
thinking about spend, we need to look at what percentage of the customer’s total spend
we are. In general, suppliers will focus most of their efforts on direct material spend, as
that is where the most money is spent. When companies rank suppliers on spend they
tend (of course) to place direct materials (all the products that go into making their
primary product — steel, for example) on the right-hand side of the matrix because a
small savings on a big number would seem to have a bigger effect on company profit. As
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Risk/Business
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Figure 8.7 Kraljic Matrix
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we will see, the spend with a supply category is probably not the primary indicator of
where efforts should be focused or the biggest hard savings and benefits can be realized.
Although the y-axis represents the business contribution, if you cannot quantify the busi-
ness contribution, procurement will assume that all offerings are the same and will push
you into the lower two quadrants.

Most of us are not in the top left quadrant, either, at least not in the long term. This
quadrant is where a supplier exists that is not a huge percentage of the customer’s total
spend but that has a product or service that cannot be easily substituted. Remember, the
ease of substitution is based on the customer’s assumptions, not ours. If you happen to
have a patent on a product or service that they need or access to a chemical or raw mate-
rial that no one else has, or if demand exceeds supply in a market, then you are in this
position. However, in general, this is not a long-term realistic position to be in. If what
you sell has an ISO specification, competitors are reasonably the same size and offering,
and the perceived risk is very low or zero. I recall Robert Maguire, whose chapter appears
in this volume, saying that people are confused about what an ISO standard is: “It’s a
conformance standard . . . not a performance standard.” Yes, both products are the same
size, fit the same hole, and so forth; however, that doesn’t mean they’ll produce the same
results or perform the same way.

We suppliers want to think that we're strategic — that if the customer would really work
with us, we could offer a lot of value, savings, benefits, risk reduction, and innovation.
Talking with procurement professionals at numerous global conferences over the past dec-
ade, I find that they would place none or only a handtul of suppliers in the top right quad-
rant as Strategic. However, after I discuss how often that’s a mistake — that a lot of suppliers
could really help their companies be more profitable by doing things differently — the
standard retort is, ““Then why don’t they come to us and demonstrate and document how
they would do that, and what the impact would be?” Sales and procurement functions
both need to take responsibility for placing suppliers in the wrong quadrant and therefore
not getting the possible or desired results.

The segmentations mentioned earlier are the backbone of a value-selling organiza-
tion and culture; however, if the customer still perceives that the dollar spend with you is
not significant (the x-axis in the Kraljic 4-box matrix) and you are not strategic enough
to spend the time or effort to treat them like a partner and demonstrate the value you
could bring, then much of the segmentations given earlier won'’t help. When you get
to the procurement person or team at your customer and they are aggregating volume,
threatening with low-priced offerings of competitors, contemplating the use of a reverse
auction, employing some sort of benchmark pricing that shows, somewhere, one time
your product price was less, asking you to explain your cost breakdown to justify a final
price, then you should know that your customer sees you in one of the bottom two
boxes and will focus on leveraging you. Most people forget that the x-axis label repre-
sents financial contribution, and they focus on dollars spent instead. This is a major issue
that sales needs to address. Our company has made it a focus, and we have people whose
job is to get customers to understand that even though the relative dollar spend might
be low (versus direct spend such as raw materials), the impact can be huge. I think the
x-axis should measure financial opportunity dollars (money saved using existing TCO
or financial improvements Total Profit Added™). For example, supply risk might be low
because other global players exist and products have an ISO specification. Dollars spent
is relative. Customers might purchase $10 million of industrial parts to keep their plants
running, but when their total spend is $5 billion some might assume that this “supply
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bucket” should be treated as non-critical or as a nuisance leverage buy (0.2% . . . not
even close to 1% of total spend). However, when looking at how value can be created by
reducing operating machine costs (less energy, water, lubricant, repair parts, labor, and/
or increases in machine production, throughput, or quality), one customer saw that our
impact could be worth $128 million in savings. We were then moved immediately to the
Strategic quadrant.

To help the market evolve, you need to do some research and work like a consulting
organization that talks about the results you can impact and by how much. Don’t just
discuss the technical features of your widget. We need procurement around the world to
challenge their assumptions. I spend a lot of time at procurement and academic confer-
ences presenting our thoughts and methodology. This has proved very helpful in moving
our market to change how they measure and choose suppliers, the most advanced being
on hard value generated. A nice reference and study that I use is from Manufacturers
Alliance for Productivity and Innovation (2012), a U.S.-based think tank that represents
industrial manufacturers. A study they conducted with the procurement representatives
of member companies found that companies that had a structured way to buy on best
value were 35% more profitable than companies that had no structured methodology for
measuring and understanding value.

To keep the program alive and flourishing

As I have shown in the focuses or requirements needed, a value quantification tool needs
to be the output of the strategy of creating, communicating, quantifying, and getting paid
for value; however, numerous other issues need to be addressed: “A fool with a tool is
still a fool.” For value quantification to become a company focus, a mantra, a part of who
your company is and the reason for your being, other supports must be in place. Some
suggestions follow.

‘Who will drive this program internally and externally? A program without a driving
person is destined to fail. Baker and Lizou (2013) observed,

‘Whenever this question is posed to a group of businesspeople — “Who’s in charge of
value in your company?” — someone will inevitably shout out “Everyone!” Really? If
everyone owns something, no one does. Adam Smith demonstrated that the division
and specialization of labor were a central cause of the wealth of nations; they are also the
central cause of the success of a business. Not everyone can be good at everything.
(p. 104; italics in original)

Will the ability to quantify the value of new products and services be part of your new
product development process, so that when a new “solution” is presented to the market
you can quantify its financial impact for customers?

External marketing should consistently reinforce this as part of your brand image. I'm
not a fan of hearing how old a company is, or how big it is, or how many people it
employs. What’s in it for the customer to buy your company’s offering? Spend time on
the “so what is the benefit” and less on the how (the how can be discussed in face-to-face
meetings). A tagline of mine is “Making Industry More Profitable.” I might employ the
smartest people, I might be the most knowledgeable, I might have more patents, I might
have the best products, and so on; these are just things I can apply to a customer’s busi-
ness, with the result that I make them more profitable. Say what the result is; don’t make
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the customer assume what those benefits will be for them. Trade shows, magazines, bro-
chures, and company speeches should have a dedicated “section” where your company
can summarize the hard value your company has delivered.

The value journey is never ending; an almost-as-good competitor will always be ready
to copy your latest innovation. To stay out of the commodity game, and to make yourself
and your customers more profitable, demonstrate and document when, where, why, and
how you can affect how much money your customers make. It’s not a zero-sum game if
you can quantify your value; then you will be remunerated with an equitable portion of
that value.
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9 An inside look at value
quantification of competitive
advantages

How industry leaders prove value
to their customers

Evandro, Pollono

The struggle and the benefits — forewords

Companies struggle with value quantification for two main reasons:

1. They believe it’s the customers’ duty to objectively quantify the value of the offering,
as failure to do so would be against their interest.

This couldn’t be further from the truth, as empiric research (McMurchy, 2008) shows
that one of the main expectations buyers have is for vendors to quantify the financial value
proposition of their solution, and — quoting an actual buyer (Gildert, 2012) — they suggest
vendors to “sell your value in our numbers to get our attention.”

2. Companies are over-reliant on “market-price” and “cost-plus pricing” mindsets.

As value-based pricing suggests, finding and financially expressing customer value
require making assumptions and testing them with customers — a process that is not
straight forward and that is based on information that is not easy to find; therefore, com-
panies tend to rely on clear-cut information when setting their price; such readily avail-
able information is own internal cost information and publicly available price levels.
Unfortunately, customers do not reason the same way: They want to improve their own
bottom line; they are not willing to accept inefficiencies — in case of high production
costs of the supplier — and are savvy enough to weigh many sources of value other than
price — in the cases in which the vendor relies on “market price” to set its own. Nonethe-
less, customers do not necessarily possess all the elements to fairly judge the value of an
offer. In essence, it is the duty of vendors to do the dirty work and undertake a realistic
value quantification, one that is solidly based on reliable data and even endorsed by an
independent third party.

At Hinterhuber & Partners, we have had the opportunity to collaborate with industry
leaders and to quantify value in excess of €2 billion over the years. The following busi-
ness cases want to be a proxy for other vendors to undertake the task of value quantifica-
tion. The benefits of producing these business cases are: increased win-rates, as customers
can easily compare one’s offering with that of others while seeing the sources of value,
and a lower demand for discounts, as customers — especially procurement professionals —
can easily demonstrate the value proposition in terms of, for example, lower operating
costs, higher productivity and risk-reduction, making the offering compelling even if the
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purchasing price is higher than that of other suppliers. Additionally, performing value-
quantification arms decision makers with reliable data giving them the confidence to walk
away from unprofitable deals and to change (often increase) prices — yet changing price is
not necessary, only calculating the value provided is.

Three steps to get started with value quantification

In its simplest form, value quantification can be summarized in three steps as depicted in
Table 9.1.

The first step requires to identify what the customer would do without our product
or service, meaning what is the market offering at the moment in terms of competi-
tion (Hinterhuber, 2004). Even if the recommendation is to not set a price based on the
market price, it would be myopic to ignore it completely. This is why one must look at
the market and define what is the single best option available to customers if they were
not buying our offering and at what price. Usually this translates into the customer’s
best alternative, which is the product or service of a specific competitor that our buyer
can find in the market. In less frequent scenarios the alternative can be performing the
job with a completely different (maybe older) technology, in this case we would not be
benchmarking ourselves against a specific product or service, yet against the “status quo”;
doing manual work instead of using a machine, or being Mr. Ford selling cars to horse
owners, could be examples of challenging the status quo.

Either ways, one must start with a clear option in mind. We shall call this “customer’s
best alternative” for simplicity.

In a second step one must list the competitive advantages offered vis-a-vis competi-
tion. This is particularly tricky as many companies tend to be influenced by product
descriptions and specs when performing this activity: at Hinterhuber & Partners we
call this bias the “specs-creep”; a competitive advantage is something that our vending
company does better than competition, in particular better than the selected customer’s
best alternative. When faced with features such as size or speed, savvy managers will not
simply state that their product is “100 grams lighter” or “5% faster”; they will say, “It
saves X% of the costs associated with weight” and “It produces Y% more output.” This
indicates that a competitive advantage is better expressed in terms of benefits rather
than features.

Table 9.1 Quantifying value in three steps

o 2] (3]

Define your reference List and select your Quantify and document

competitor and its price competitive advantages superior value

o |dentify your reference: e Decide between e How much (€/$/£) is it
specific competitor. quantitative or qualitative convenient to choose
industry average or advantages (or both) you for the customer?
status quo

o Look at competitive

e Determine its price advantages in the eyes
of the consumer
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The third and last step requires assigning a financial value to the benefits listed in
the previous step. As straightforward as this may seem, one should always consider the
financial value for a specific customer: a machinery that saves 5% of manual cost — for
example — may be of great value in a country with high labor costs; conversely it would
be a less-appealing investment in a country with low labor costs. The ultimate objective
of this step is being able to prove customers that not choosing the offered product or ser-
vice is a costly decision for them (Hinterhuber et al., 2018). More complex assessments
of company-specific value require deep customer knowledge as well as direct research, as
will be shown in the next business cases.

The following sections give valuable elements to perform a value quantification: from
listing competitive advantages to finding secondary data to undertake the calculation.
Some visuals are created with the proprietary tool of Hinterhuber & Partners, the value
quantification Tool®.

Value quantification in the information technologies industry —
the case of a financial institution’s back-end management system

Trigger Price-pressure from eastern providers in requests for quotations (RFQ) setting

Solution Finding the financial value of implicit risks for the target customer

Key benefit for the Deal won without price cuts; new value-based pricing methods adopted for
client price-setting

A large IT software solutions provider responded to the RfP of a major Nordic
Financial Institution, in need of a back-end to manage a vast number of financial opera-
tions for their end-consumers. Also, an Asian company in the same industry responded
to the RfP, offering an apparently similar solution at a price that was significantly lower.
The financial institution asked for clarifications and invited our client to check their
price.

‘When Hinterhuber & Partners was contacted, the team in charge of the proposal feared
that the only option available was to heavily discount and match the competitor’s price;
some were also wondering if it would even be profitable to continue at a matched price,
given their opportunity cost.

The assumption made by many managers is usually twofold: “Should the company
reduce price in the uncertain hope of gaining volume or should the company maintain
price and risk losing even more revenues?”; after all, aggressive competitors regularly
undercut the company on price, and changing it may seem an obvious choice. Luckily
there is a third option: value quantification!

Hinterhuber & Partners discussed internally with engineers, product-specialists, and
marketing managers about the importance of given product and company features but
also interviewed external customers to determine the main decision criteria — finding
out that price was a non-critical element in the overall supplier evaluation process;
what’s been discovered is that there was a great potential in calculating for the customer,
how much superior features and benefits meant for them, in a financial way. Features of
a solution like a 1% higher up-time, or a faster response time in case of problems, serv-
ers located in the EU, and others, dramatically affect a business relying 24/7 on transac-
tions. A financial institution missing just a few transactions, or not being able to solve a
technical problem quickly, might lose tens of thousands of euros in refunds, employees
time on top of the risk of losing brand equity.
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Figure 9.1 Quantifying value by breaking down competitive advantages
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Figure 9.2 Quantifying value and showing sum of competitive advantages
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Hinterhuber & Partners applied value quantification to find out what the value deliv-
ered to the consumer was in financial terms.

These advantages, once translated into lower costs, lower risks, and higher perfor-
mance, proved that the price premium with respect to the Asian competitor was nothing
more than a small investment that would pay for itself already in the first year thanks to
quantified benefits, written on the contract, that our client was delivering.

A disguised example in Figure 9.1, created with the value quantification Tool®, illus-
trates the principle.

Instead of submitting an underpriced offer of €600 thousand just to match the com-
petitor considered by the buyer, our client calculated the total quantified customer value
of €1 million in order to show that the purchase price it was offering, €800 thousand, was
more than justified by an excess of €200 thousand in extra value. Considering that such an
IT solution would last many years, the overall results would then be multiple times higher
(for simplicity only the first year of quantification is presented here).

Once our client was satistied with the calculation and could present it to its own
prospecting customer, along with solid data endorsed by other existing customers to
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corroborate its reliability, it framed the whole message in a language that every manager
can understand: return on investment, or ROI, as depicted in Figure 9.2.

It’s worth noting that there is a price premium over low-cost competitors, nonetheless
the main point is that an investment of €200 thousand (i.e., the price difference) leads to
incremental customer benefits of €400 thousand (difference between total customer value
and competitor’ price), or put differently an excess of €200 thousand in extra value, thus
leading to an ROI of 100% just considering the first year of operations.

In summary, our client won the contract in spite of a 50% higher purchase price, prov-
ing that the superior value offered was actually more important than an up-front lower
purchase price. The company mastered value-based pricing and new prices are set based
on the value delivered to their customers and not anymore on internal costs.

Value quantification in the intelligent transport systems (its)
industry — the case of electronic road signage

Trigger Superior products benchmarked against low-quality offers by customers
Solution Quantification of maintenance costs over the product life cycle
Key benefit for Increased win-rate, clients increasingly aware that “conformance” #

the client “performance” value-mindset spread throughout the organization

A global company operating in Europe, leader in the Intelligent Transport Systems
industry, noticed the trend of continuous price pressure for its electronic road signage
products, due to aggressive pricing from non-EU competitors. This trend threatened the
growth targets that the company consistently met in the previous decade.

Hinterhuber & Partners was contacted to guarantee growth would continue and to
assess on which product families’ price changes could be made to ensure positive margins.
Hinterhuber & Partners conducted extensive interviews, both internally and externally
to customers and governmental authorities; the interviews allowed to determine precisely
which benefits customers sought and what value different segments attributed to each one
of them. We collected performance data from highway operators on meantime between
failures: this allowed us to precisely quantify the maintenance cost of road signage signs
from each provider, yielding solid and third-party approved data to prove the superior
performance of our client’s products.

The transition from “gut-feeling” to “structured-approach” in identifying what
the company did better than competitors produced insights that were everything but
obvious: for example, sales managers often reported highway authorities questioning
about energy consumption; at first sight, one may think that operating wattage is a
decision criteria to save money on energy bills; in reality customers were interested
in the lower failure rate of components that goes hand in hand with lower wattage:
low wattage is not a source of value per se, but lower failure rate definitely is a ben-
efit sought after by customers. As a result, sales managers started calculating precisely
their lower failure rates and the associated lower costs of maintenance, providing value
amounts tens of times higher than “energy savings” — which remained useful but was
not crucial for the decision; this new approach even taught customers the best way to
compare suppliers.

Figure 9.3 represents just one of the many competitive advantages identified by our cli-
ent. The company deals with detail-oriented customers and wanted to break down each
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Savings:

€127°472

LED Board

Failure Costs:

€129°375

Competitor Hinterhuber & Partners’ client

TCO: €142°997 TCO: €15°525

Figure 9.3 Quantifying value with TCO

Source: Hinterhuber & Partners

127°472 427°472 Incremental investment
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300’000
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disadvantage
€127°472

ROI

((incr. value - incr. investment) /
/ (incr. investment))

112.45%

Competitor's  Differentiation Total Our price
price value customer
value

Figure 9.4 Quantifying value with economic value for consumers

Source: Hinterhuber & Partners

element in isolation to reinforce the fact that such calculation was the result of lab tests
and external data.

The same saving could be reframed in terms of ROI if it was sufficient to justify a price
premium (as it is in this specific case), as shown in Figure 9.4.

A vendor wanting to undertake value quantification may decide to approach the com-
munication differently, by clustering together similar expenses and then working with
customers to explain how the total is reached; clustering all value at once is usually the
preferred approach if a vendor wants to give customers a memorable number to anchor
to. Nonetheless, a benefit of breaking down the value delivered into its constituent parts is
that different sources of value may require different explanations. In the specific example
of a vendor in the ITS industry an expense like energy is ongoing and always taken into
account, even by customers. On the other hand, the cost of a single item to be replaced
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like an LED board (note: it takes about 100 LED boards to make a full sign) tends to be
considered by customers only after the warranty expires (2—4 years); our client decided
to change this mindset and manifest the importance of the hidden costs connected to
LED replacement taking place even under warranty periods, consisting in workers’ salary
(operating cost), road-closure (missed revenue) as well as workers and drivers safety (safety
risk), adding up to tens of thousands of euros.

One recommendation when communicating value quantification to customers is to
use Pareto efficiencies to one’s own advantage: limit communication to those advantages
delivering the most value. Companies overwhelm customers with too many features, but
a rule of thumb concludes that 80-90% of the differentiating value can be expressed, in
most cases, with 3—5 competitive advantages.

The client learned that customers were less price sensitive than expected and very open
to acknowledge that “conformance” # “performance” (which soon became a sort of
internal motto); this in turns lowered demand for discounts immediately: the price was
now a fraction of the acknowledged value received.

The communication strategy shifted away from soft advantages and onto solid, quan-
tified, and mathematically proven competitive advantages. Recognizing that different
segments assign different value to the same benefit allowed to introduce new pricing
methods and develop win-win contracts that included longer warranties.

In short, the value mindset spread throughout the company, and the implications
extended to customers who were receptive to value quantification.

Value quantification in complex B2B services industry — the case
of compliance services for large projects

Trigger Downward price trend, dispersing industry with volume-driven hostile pricing
Solution Alignment of company to customers metrics, revealing true cost of “cheaper”
options

Key benefit for Reduced demand for discounts, creation of additional services
the client

A European company, global leader in complex B2B services industry, witnessed a
market share erosion from small providers expanding in its arena. The technical nature of
the industry made it really hard to explain comparative differences among competitors,
and some customers treated their services as a compliance issue to be dealt with at mini-
mum cost. The industry volume was constant but shrunk in total value.

‘When Hinterhuber & Partners was called, the downward price trend was consolidated,
with peaks of 5% price reductions per year. The company could rely on a solid and loyal
customer base, but the outlook was far from positive.

After analyzing transactional data extensively, the immediate suggestion was the imple-
mentation of pricing policies that would normalize the assignment of discounts, a tech-
nique also called conditional discounting, which is generally appreciated by customers
as they can immediately see a value in their bottom line on top of having more reliable
cash flow. Conditional discounting means in fact granting discounts in exchange of a
larger share of the portfolio, combining extra services not previously purchased in order
to provide value to the customer, while not reducing the invoice value for the company.
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Table 9.2 Quantifying value through third-party data

In the industry sub-set considered the risk of adverse outcome accounts for 15% to 22%
of total project value.

Average yearly cost of avoidable risks is €750,000.

Most described projects run into at least four major issues over the course of the project
itself, with varying degree of severity. Most projects (90%) take between 1 and 2 years to
complete.

Due diligence reports on both suppliers and vendors ends suggest that more rigorous risk
reduction services would have avoided more than half the issues experienced.

This allowed to create win-win deals and to escape the vicious spiral of indiscriminate
discounting.

Second, Hinterhuber & Partners accessed risk data from third-party authorities, cal-
culated with the company how much the risk of an issue would have costed a customer,
and then compared internal data on actual occurrences against its own customers. The
client was able to show that their in-depth risk reduction services were outperforming
competition. Even accounting for a higher price, the return in terms of lower-risk savings
granted to customers compared to the best available competitor was 3—4 times higher: a
metric that is very clear and understandable by any manager. A clear ROI speaks louder
than a long list of specs. This approach allowed to speak the customers language and prove
it was better to be on the safe side with our client, instead of saving little money with sub-
par services from the competition. Whatever the selected communication method, one
recommendation is to be creative in finding sources of value and making them relevant
for the customer (Hinterhuber, 2017; Hinterhuber and Liozu, 2012).

Table 9.2 lists some of the statistics coming from a third-party authority that Hinterhu-
ber & Party used; it is meant for the reader to understand a possible source of third-party
information.

Already during the course of the consulting efforts, the company was able to halt the
downward price trend company-wise and revert it with key accounts and biggest cus-
tomer segments. Better explanation of value to customers de-commoditized the services
offered; the company also introduced more thorough services thereby generating addi-
tional sources of income. The client leveraged the knowledge developed by third-party
authorities on risk costs and developed checklists to show prospecting customers how to
purchase complex B2B services.

Value quantification in the electronic payment industry — the case
of accounting and management solutions

Trigger Preparing for possible future EU regulations on electronic payments fee
Solution Creation of benefit-based packages of services
Key benefit for ~ Customer loyalty increased upon realization of value of benefits

the client

A company in the global electronic payments industry wanted to be prepared for pos-
sible new EU regulations. The company provided accounting and management services
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for customers dealing with hundreds if not thousands of expenses, managing credit and
debit cards of all employees. The industry as a whole relied on transaction fees on the
issued credit cards to finance the services provided to customers.

An EU regulation imposing a transaction fee reduction would have compromised prof-
itability, and the company wanted to have a contingency plan ready; Hinterhuber &
Partners was contacted to help defining the best available strategy.

The consulting project started with a competitor analysis, finding out that other pro-
viders, with higher transaction fees, were offering end-of-year rebates in the form of
miles, cash presents, and other form of rewards in order to compensate the lack of man-
agement and accounting services. Our client was the industry leader in terms of market
share, and most customers, over the course of their professional experience, have tried
more than two or three suppliers. The simple realization that most customers prefer
management and accounting services over rebates is a clear indication of value, so Hinter-
huber & Partners moved onto a second phase, customer interviews, to understand from
customers themselves how much each service was worth.

To make one simple example, the client was offering its customer a detailed account-
ing report, listing all expenses, in multiple currencies, associated to the managers incur-
ring the expense, with detailed breakdown of costs in terms of pure-product and tax
(varying by country) and other useful information; compiling just one line of such a
detailed report would require accountants up to 7 minutes depending on the technology
used before incurring the expense; customers would have thousands of such entries each
month. Accounting costs were evident to customers at least in their essence, but having
a system to calculate them would provide some tangible assessment of value. Hinterhu-
ber & Partners’ client decided to do just that and give customers a system: it first clustered
customers to tailor the calculation around the value they captured, and then it published
a white paper on the company website detailing such benefits and how to calculate them,
proving it was worth to choose them as sole service provider. Customers do not believe
in empty statements, and the client provided the endorsement of current major customers
to confirm the validity of the information.

Once the sources of value were identified (service A = benefit € X) Hinterhuber &
Partners went ahead and suggested a few bundles of services with “accounting services”
being the common denominator. Such packages would cover most needs of most cus-
tomers, and their prices were set in order to always grant an honest profit to the client and
a clear saving to the customer.

Being this a contingency plan not to be implemented in the market anytime soon,
Hinterhuber & Partners ran a willingness-to-pay survey with 20 customer companies,
inquiring about the price of these bundles. In no instance did any manager expect to get
the value of any package for free, and in no instance the price suggested by interviewees
was lower than the one identified by Hinterhuber & Partners and the client.

If value is clear, confirmed by the customer, and the price is lower than such value
(even if it is at a premium with respect to competition) the sale should take place almost
effortlessly with most customers.

Conclusion

Savvy managers already know in their guts that price is not the only factor involved in a
decision to buy our product or service: providing superior post-sales support, being reli-
able in fulfillment, having experienced employees that understand the bottom line of the
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buyer are a few simple examples of factors weighted in the decision, which are not even
directly connected to the product or service being sold (but still they are directly con-
nected to the perceived value).

Armed with this knowledge, all managers can and should identify the benefits unique
to them, that is, competitive advantages, and calculate the financial benefits they bring
to customers. All companies can differentiate themselves on a spectrum of parameters
and prove customers why choosing them is the right decision, in spite of possible price
premiums.
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10 Quantifying the value of services

Snelgrove, Todd C.

For those companies in the business-to-business world that have a services offering or
realize the need and benefit to build one, quantifying your value throughout the sales
process and afterward is just as, or more, important to avoid the “lowest price and good
enough” procurement trap. Combining service value quantification with performance-
based pricing models will turn your firm into the market-leading service provider. While
quantifying service value might be different than using tangible product features and
benefits, it can and needs to be done. Or else your growth and profitability will suffer.

Quantifying the value of products versus services differs in two important ways. Prod-
uct performance tends to be more consistent and repeatable. Just put two competing
components, devices, or machines next to one another and see how they perform. That
performance is usually easier to objectively measure. How fast did each run? How much
energy does each need? How often did each need service? When did each need to be
replaced? We quickly get to tangible customer outcomes like this machine is 3% faster or
uses 2% less energy. Do the same test 100 times, and you get basically the same results.

This is not true for services. Outcomes from service delivery typically vary much more
than product characteristics: services are, of course, co-produced with customers and
value is jointly created. While we can objectively measure the customer outcomes, the
variability in those outcomes will be higher since both the starting and ending points are
more variable for services than products.

Usually, the standard response 1 get from people that have a services offering is, “It’s
impossible to quantify the value our Services deliver. . . . A product would be easy to
prove value.” It is not impossible but needs to follow a little different process. In a product
world we can start with — our engineering data show that this “should” do something; if
it does so it would be worth this for you, and hopefully we come back and measure what
actually happened (this helps build our credibility next time when we say our offering
uses 3% less ink or water).

In a services world it’s similar.

Step 1: Benchmark the status quo: Start with the customer’ existing situation (the
average life of your machines, or hours to do this, or cost to do X).

Step 2: Our performance claim: Our proposal for how we can do it better (faster,
less expensive, so the cost of repair is less; predict the failure so that no loss of pro-
duction occurs, etc.).

Step 3: Calculate and prove the improvement: If the benefit occurs it would be
worth $X, and the reason to believe you’ll get $X is because only we have this, can
do that, etc. At this point the customer can “buy” into your logic because of the
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obvious improvement, your references, risk of not getting the benefits, probability
of the value occurring, and your experience.

Step 4: Align your pricing model: Offer a pricing model based on the actual
improvement. Since service offering performance can be more variable than prod-
ucts, the customer will want more of the value in order to compensate them for
the additional risk. A performance-based pricing model solves this problem. This
could pay a fee now and a performance fee when you deliver that improvement, or
here is the full fee and we have a penalty or bonus if the improvement is missed or
exceeded. It’s a win-win. The performance-based price reduces the risk of service
offering variability for the customer and, therefore, allows you to capture more
value from your superior service.

Of course, you need to take into account other considerations, but these also exist with

products. In a product world where data show 3% less energy consumption as an exam-
ple, it probably is based on the person installing it properly, maintaining it, etc. So it has
a potential for 3% improvement, but that will only occur if certain other conditions are
met. For services, the same thing exists, BUT you may do the service and also manage
the process so you are the person 100% responsible for the outcome and improvement.

Let’s look at some examples.

Product sell — my machines last longer because they are made with higher-quality
parts, and we assume by 20% (references, technical reasoning, etc.).

Product and service sell — these machines are running 3 years on average now;
we think that based on our product and/or services together (our people, processes,
tools, experience, etc.) we could get them to last 25% longer. We know when they
fail, it costs this much dollar to fix (parts and labor BUT also downtime, other costs,
loss revenue, etc.). We will do the service for a fee of $100K (using part of the benefit
of the improvement as the target). If we don’t hit 25% longer, we pay back $x, or if
we exceed a target, we get a bonus. A lot of customers might say we believe you're
right and able to do this and we will just pay the fee (getting rid of the bonus AND
the penalty). If you don’t want the customer to enter into a fee-at-risk agreement set
the reward dollar high so it is not worth the “risk” to them.

Pure knowledge Service — the billable hour is $250, and we might give you an
estimate of 4 hours to do the job, or maybe we say $1,000 for the job (and hope we
can do it quicker and customer is happy as the fee is known); however, we are not
guaranteeing the job is done “right” but hope it is so you come back and we get
referrals.

Pure service value based — what we see is that people pay $1,000 on average to
have this service done, BUT we have experience, people, tools, processes to do it
better and achieve a better result for you. For example, we think we can do your
taxes and have them lower (and you don’t get audited) so we will charge you $900
plus 50% of the improvement over previous years’ averages or bring in what you have,
and we will check it and charge you a higher percentage or the improvement we
find. I see this starting to happen in the legal world. Option one by the hour, option
two is fixed fee or flat fee arrangements. Types of Legal Services Pricing: Fixed Fee and
Retainer — Find Law. Where a fee is paid for the result, no matter how many hours or
activities are required, it aligns the client and the firm interests. If you're the expert
then resolve this — if it only takes an hour, I don’t care but this is the result what I am
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paying for. The argument from the lawyer’s side might be that variables change (the
other party, etc.); well, isn’t that what I am paying you for lawyer is to eliminate vari-
ables and reinterpretations? If not, our incentives are misaligned. The more times the
case gets re-adjudicated on issues, the more the lawyer gets to charge. If it is a flat fee,
my concern would be that they would just stop responding or working, etc. (that’s
why a percentage of fixed fee needs to be held back).

*  Pure service NOT value based — misaligned value promises and pricing. In
some countries of the world, real estate agents charge a fee as a percentage of the selling
price of the property (usually paid for by the seller and split with the buyer’s agent and
then both agents with their brokerage). However, in most cases the pricing model does
not align with value “promised” or realized. An agent could be “incentivized” to tell
the seller that they will get a great deal more for the home than other agents for selling
their house; let’s look at how this process doesn’t align the seller and the selling agent:

e In North America, the seller of a home pays the real estate commission from the
proceeds from the sale, those commissions are split usually as 50% goes to the
buyers agent and 50% to the sellers agent. Of each 50% they pay half (in general)
to the broker they work for.

e So for a sale of $100,000 that would be 6%, or $6,000 is withheld from the
money the seller gets. $3,000 goes to the seller’s and buyer’s agents each. From
that they pay approximately 50% or $1,500 to the broker they work for, keeping
$1,500.

*  You are going to sell your house. You invite ten agents to come and show why
they should be the listing agent, how they will sell and market the house, and at
what price. Nine of the ten agents say, based on research, that the house should
be listed for $300,000.

*  So the money would look like this: Commission equals 6% of $300,000 or
$18,000, and the seller would gross $282,000. The commission would be then
split as $9,000 for selling agent and $9,000 for the buyer’s agent. They would
each split this with their respective broker, meaning they each would earn
$4.,500.

*  One agent said that the house could sell for $400,000, and they play to the seller’s
emotion of how special the house is, use great comparables to justify, etc. As the
seller, you are thinking, 6% commission of $400,000 is $24,000, so in this scenario
I would walk away with $376,000 versus $282,000 or ($94,000 more) versus the
other suggestion to list at $300,000, which sounds awesome. As a reminder, that
$24,000 commission would be $12,000 for the buyer’s and seller’s agents, each then
paying half (as an example) of it to their broker. In this scenario, selling the house
for 33% more changes commission from $4,500 to $6,000.

*  However, a few weeks later the game might start and look something like this —
the agent says, “Well, the market has changed, new comparable house prices just
came out, or feedback says you need to invest lots of money to update the house,
or just drop your price. The real estate agent is now more concerned about sell-
ing the house quickly and easily, as an easy $4,500 commission when selling the
house at $300K is better than never selling or working really hard and investing
their own money to sell at “promised” $400K (remember that only gets them an
additional $1,500 in commission). Or recommend the seller put $75K into the
house to make it sellable.
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If you are better, then you should offer a pricing model that is performance based. For
example, at a list of $300K I will take less commission — say 5%, but as we exceed that,
I want a bonus but you will be better off — say 10%

Traditional Performance Performance max
$300,000 $300,000 $400,000
Commission 6% $18,000 5% $15,000
Bonus 10%  $0 $0 0% $0 $10,000
Total commission $18,000 $15,000 $25,000
Net benefit seller $0 $3,000 $93,000
Net benefit to sales $0 ($3,000)  $7,000

Bias in valuations cannot be explained by heuristics alone. Different studies show the
relevance of agency problems and misaligned incentives. Levitt and Syverson (2008) find
that houses owned by real estate agents sell for about 3.7% more than other houses and
stay on the market for 9.5 days more (Levitt and Syverson, 2008: 599). They state that this
is the case because real estate agents receive only a small share of the incremental profit
when a house sells for a higher value. Residential real estate contracts cause real estate
agents to receive only a small proportion of the purchase price, while bearing a large share
of the costs like hosting open houses, advertising, and marketing. The result is a misalign-
ment of incentives. A potential solution would be to introduce nonlinear commission
structures in contracts to improve incentives (Levitt and Syverson, 2008).

Levitt and Dubner (2005) explain the roots of misalignment. They state that it is nor-
mal in our capitalist world to assume that one (often an expert) is better informed than
the other (the consumer). This phenomenon is called information asymmetry, which is
highly applicable to real estate. Home-sellers are reluctant to sell their house at a low price
or not at all. Appraisers are aware of this fear and often profit from it. They tend to con-
vince sellers to accept a low-bid price, because they benefit more from a quick deal than
they benefit from long-lasting negotiations. Furthermore, the consumer has a tendency
to be overconfident in the skills and knowledge of the expert.

However, after discussing the idea of performance pricing with some real estate agents
in North America and the National Associational of Realtors, I am told this is illegal in
the United States. Not sure why to be honest. However, it is something I would propose
it I was selling my home. In the interim I suggest that sellers ask for a simple metric of the
agent’s “accuracy in selling price versus list price” so that the one with a 95% accuracy is
better than the one that is at 50% (as you know the second one will be the one that actu-
ally costs you more in the end no matter what they say the house should list at). Former
colleagues have told me that in Sweden, this “accuracy percentage” is something that all
real estate professionals have as a KPI, and they have put a heavy weight on these criteria
when choosing a selling agent.

Value and value pricing models in financial services

* Pure Service fee based — in the Asset Management industry these are the fees
charges for each service — currency, trades, custody, complex derivatives, etc. These
are totaled up and charged.
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* Service fee based on value — Welrex (www.welrex.com), a UK Asset Manage-
ment company that I have supported, has chosen to offer its clients and Investment
Relationship Managers (IRMs) a choice in how it charges for its services. One is a
“traditional model,” charging a fixed fee for services provided and calculated purely
on the Assets under Management, that is, 1% of Assets under Management, but still
explaining the value they can bring versus competitors. They also have created a
performance-based pricing model, which is sometimes seen in Institutional Asset
Management but is a rare occurrence in Wealth Management for High-Net-Worth
Individuals (HNWI). Under this pricing structure, the client pays a lower than stand-
ard management fee, but a performance bonus is paid when exceeding certain target
returns, thus, aligning incentives between the two parties.

A few takeaways: service value calculations can be done, and they are not that different
from product value calculations. It is very important to track what actually happens for
clients. Value calculation starts with a “we think/assume” assumption but with a promise
to go back and see what was actually realized. This then becomes the evidence that 94%
of people that have used our service have seen these improvements. As new outcome
and performance-based business models become the norm, people that offer services
will need to really be able to demonstrate value and have pricing models that align with
it. I highly recommend the book The Ends Game — How Smart Companies Stop Selling
Products and Start Delivering Value from my two professor friends Marco Bertini and Oded
Koenigsberg, 2020 MIT Sloan Publishing. Finally, tying the payment model to how
much and when the customer actually receives the value is a great way to reduce customer
risk, show the customer you believe in the value you create versus it just being said on a
PowerPoint slide or tool, and aligns the benefits and interests for both buyer and seller.
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11 Quantifying intangible benefits

Best practices to increase willingness
to pay while creating longer-lasting
customer relationships

Paolo, De Angeli and Evandro, Pollono

Competitive advantages and benefits — some forewords

This chapter discusses the implications and best practices around intangible benefits.
Before delving into the topic, it is useful to introduce some clarifying definitions: pricing
practitioners — as we authors are — often face internal challenges in explaining the differ-
ence between features, benefits, and competitive advantages. At times a given competitive
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advantage only applies to one segment and not to another. The terms “feature,” “benefit
and “competitive advantage” are often used throughout the following text and may — at a
first glance — appear interchangeable. To provide clarity they can be described as follows:

A feature is a mere attribute of the product or service one sells. If we think about the
passenger airline industry, having 60 cm of leg space is a feature but it may be a lot
or very little for different travelers; a feature is usually very precise yet it does not
provide any suggestion as being something to be valued or not.

A benefit is something of value that a consumer enjoys. It is subjective and may vary
from one segment to another and from one individual to another, yet the company
can identify a benefit that it provides with approximate confidence. In the airline
industry this can be a comfortable travel experience thanks to a large leg-space
in the seat. If a person has problems sleeping and travels a lot, this benefit may be
appreciated more than by an average traveler.

A competitive advantage is the result of an enduring value differential between the
products and services of one organization and those of its competitors in the mind
of customers. It is something a company does better than competition. An example
of competitive advantage in the airline industry is having the largest leg-space in the
industry providing comfortable travel.

Given the examples cited earlier one can see how all the terms are connected: a com-
pany has a given feature, like 60 cm leg-space; it realizes some customer segments appre-
ciate it since it provides the benefit of comfort, and if the company is the only one
providing it then it will be a competitive advantage, meaning something that sets said
company apart from competitors and worth communicating to the relevant segments
even in monetary amounts.

The funnel in Figure 11.1 shows one possible approach to understanding how com-
panies can calculate the value of a competitive advantage for a specific segment or how
pricing practitioners tackle the issue of going from feature to (quantified) competitive
advantage, which then they communicate.
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Figure 11.1 Intangible benefits: translating features into value

As straightforward as the approach may be, there is a caveat in the process: some features
and benefits may be intangible, intrinsic, non-obvious. Having dealt with basic terminol-
ogy it is useful to delve into the specific dynamics of intangible benefits and its associated
value.

Introduction to intangible benefits and value

One capability that practitioners need to possess is to create value and make evident the
value that already is present (Hinterhuber, 2004). New product development after all goes
through a deep knowledge of customers and the continuous alignment of what customers
want with what the company can provide. The metallurgic and the cement industry in
recent years witnessed radical changes in consumer’s buying behavior: customers inquire
more and more about the net CO, cost for the environment and are willing to pay a
premium to those producers that can certify the use of eco-friendly sources of energy in
their production process. A cubic ton of what most believe is a “commodity” can and is
already being differentiated by leading companies thanks to intangible benefits intrinsic
to the product. Therefore, the practitioner of the future needs to create and make evident
even the “intangible” value and benefits of an offering.

The importance of intangible benefits

The intangible elements of value are typically related to some sort of “soft” differentiators
(like brand, reliability, safety, and even technical and customer service) that are recognized
in the market but very seldom quantified in monetary terms, because the task is perceived
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as too difficult. Working with some experts and practitioners in various industries, we
suggest that a company able to prove a strong differentiation in intangible elements of
value helps its customers to avoid the cost of the unknown and, typically, customers are
willing to pay a premium to avoid such unknown costs in the future. In practical terms to
be able to quantify intangibles one needs to be curious, creative, and know very well the
customer’s business and problems. These prerequisites allow a practitioner to create value
and make customers more willing to work with them.

2.1.1 Techniques to increase the perception of intangibles

As some practitioners suggest, one needs to engage in a form of interrogation that breaks
the intangible feature into tangible components, and this takes curiosity, creativity, and a
deep knowledge of the customers’ business; it is then of paramount importance to quan-
tify the financial value of such components. How to quantify, let’s say, “reliability”? One
should ask themselves, what does “reliability” mean for customers? It can translate into
less safety stocks, less inventory, less time invested in solving problems, and lower oppor-
tunity costs since they can invest their money somewhere else and make a profit out of
it, rather than building a warehouse. At a first glance it could be easy to conclude that
intangibles are impossible to quantify. This is not the case, according to our experience:
everything can be quantified.

2.1.2 Intangibles as a source of differentiation

Sometimes it is very difficult to perform the monetary quantification of benefits: assump-
tions may be stretched, and they may not be fully accepted by customers, yet everything
can be quantified eventually and presented as a value argument in a value conversation.
‘What matters is to have a solid thought process to follow, when preparing the rationale
behind the quantification.

Performing value quantification, even of intangibles, has significant implications for
any company; consultants always remind clients that if they are not perceived as being dif-
ferent, then they will be benchmarked on price! In essence, the inability to quantify value
is a lost opportunity, a tax a company inflicts on itself.

2.1.3 Opportunities in value quantification of intangibles

Approaching value quantification of intangibles in a structured way yields two main
advantages. First, the company is able to fully assess its own differential value proposi-
tion by paying the deserved attention to all the extra services and capabilities on which
it invests time and efforts daily to differentiate itself from competition; many companies
pride themselves for being reliable/easy to work with/knowledgeable in their field, yet
hardly any of them calculates how it impacts customers in a financial and non-qualitative
fashion. A company that investigates its own value proposition starts focusing on what
really matters to customers thereby changing the approach to product development; also,
it begins to identify different clusters of customers based on the differential value driv-
ers that they recognize and are willing to pay for, thus changing the approach to market
segmentation.

Second, value quantification of intangibles helps capturing the fair share of value the
organization creates every day; as a matter of fact, customers look at their suppliers not
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only for what they sell (products or services) but also for how they sell (services and capa-
bilities), and intangible value is often a key decision criterion in the final selection.

So why don’t all companies acknowledge the monetary value of intangibles? The
simple answer is that it takes effort and time. Nonetheless, once the strategic thinking
revolving around finding intangibles becomes part of the company’s DNA, the return on
investment is typically very high and the value-mindset becomes a pivotal element in the
company’s strategy (Hinterhuber and Liozu, 2019).

2.1.4 Intangible value in the purchase process

In their experience as practitioners, we have encountered a number of intangible ben-
efits. It would be too ambitious to list all of them and probably not relevant to the reader;
nonetheless a few seem to be mentioned more frequently in intra-company conversations
revolving around the topic:

e quality;
e reliability;
e safety;

e customer service;
*  sustainability;
e technical service.

When a company starts considering intangible benefits, an interesting pattern
emerges: more and more non-product-related elements are recognized; let’s take cus-
tomer service, sustainability, and technical service: these typically have post-sales effects
or, in the case of sustainability, are not even connected to the fruition of the product
or service in use.

One can conclude that identifying intangibles is a very holistic approach, considering
not just what is being sold, but also how, and the way it impacts the environment, the
community, and other possible stakeholders.

2.1.5 Explaining tangible versus intangible value

Competitive advantages serve a clear purpose: set a company apart from competition and
allow it to gain a share of the superior value delivered to customers through a price pre-
mium (price premium being a fraction of the superior value delivered).

When it comes to tangible benefits, what we call “hard-green-money benefits,” such
as energy savings, the value is usually immediately recognized by customers; external
endorsers or certifications may increase their credibility and are recommended, but they
are not always necessary. This is not the case for intangible benefits, where it is much
harder to have immediate acceptance. The reason lies in the assumptions made and the
difficulty to measure them: they may relate to external effects (better for the environment)
or happen somewhere in the future with no guarantee of performance. Value of intan-
gibles is indeed less evident, nonetheless there is a silver lining for a company wanting to
have an intangible benefit recognized: if the counterpart does not see the value in some
of the elements of the products/services provided, the company can propose removing
the contended part. In practical terms this could be a customer not seeing value in post-
sales services: the company may propose removing it and providing a separate list-price
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for on-demand support. What happens in almost every case is that customers then ask to
maintain the high service level, thereby confirming the value is there, even if it’s hard to

quantify.

2.1.7 Framing value

The character in a popular American TV show stated: “[I]f you don’t like how the table
is set, turn over the table”; in real business life the implicit cards on the table represent
a possible deal based on price, and the fact of flipping the table represents changing the
rules of the game quite dramatically. In a value quantification environment this translates
into not even talking about the price, if not at a later stage, but to instead focus on the
benefits received.

One of us encountered a company in the Intelligent Traffic Solutions industry which
did just that: It found an innovative way to express value where instead of talking about
the price of the product, it talks about the savings from lower maintenance customers
would get if they choose it. This is what Nagle and Miiller (2018) mean when they sug-
gest to align value communication with metrics that matter to customer.

It is always very relevant to think from the customers’ perspective and in terms of total
cost of ownership (TCO), yet TCO should be complemented with intangible considera-
tions. If a company can prove that — regardless of the purchase price — customers are more
profitable working with them, resistance to working together should almost disappear.

One way to align with customers metric when more refined ways are available can be
calculating value in annual levels instead of units, or users, or weight, since “the year” is
an easily accepted unit of measure that companies and customers share. Of course, this can
be translated into other units of measure that customers find more appealing, but it still
stands as a general rule of thumb. Once annual sources of saving are bundled together it is
easier for customers to escape from the fixation on purchase price. The automotive indus-
try understood this concept very well after oil price surges made consumption a relevant
metric: The most virtuous manufacturer started explaining customers how much money
they would save on gas with their cars every year, instead of using unrelatable metrics such
as mileage-per-gallon: purchase price differences between two car models became almost
irrelevant once compared with benefits that would become visible only over time.

Introduce the value mindset in the company

The intuition that having a “value mindset” would benefit the company through improved
value communication and new product development is a good start, but it can take time
to spread throughout the company. The main prerequisite is to have a drive to be innova-
tive and tirelessly searching for new opportunities that create unique value for customers.
Second, one must not shy away from the challenge of quantifying value: it is always a
daunting task, but it is also true that it gets easier with experience. It’s worth noting that
value quantification may happen when a product or solution is yet to be developed: one
must think strategically, build realistic assumptions around the additional value (and prof-
its) that the solution may deliver to customers and then get to a number, then see how this
may be better than before or better than competition. When all stakeholders are involved
in the process and can already imagine the superior value customers will enjoy, the fear
of product rejection (or value rejection) fades away, making them more eager and exited
in what they are doing.
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In summary, a company wants to quantify value to improve its profit position, but to
spread the value mindset throughout the organization it must be efficient in explaining
stakeholders that it will improve their professional life as well. Let’s take the sales force for
example: it gets enormously facilitated in its job when the value mindset is part of the
corporate DNA, as value is ultimately the only thing customers are interested in; there-
fore having better value-based argumentations than competition gives the sales force a
great advantage.

2.2.1 Value mindset and the sales force

As said before, having a value mindset makes stakeholders very passionate and creative
about finding new elements of value that generate win/win solutions for the company
and customers alike. The value mindset gives a sense of “awareness” of the product, and
this is transmitted all the way down to the customer-facing side of the company: the sales
force. Having the capability to find, calculate, and explain value (Hinterhuber, 2017) also
provides a dramatic change in the way the sales force approaches customers: instead of
claiming “we are better than our competitors,” or “the quality of our products is better,”
sales managers are able to explain why the company or solution is better, they are able
to collaborate with customers and focus on the aspects that are more relevant to them,
they are also able to state by how much the company or solution is better, while proving
customers the ability to deliver on promises.

In essence, the simple fact of looking for value, even intangible one, inside the com-
pany, spreads the value mindset among all stakeholders and through a trickle-down effect
it ends up improving the relationship with customers.

A business case of intangible benefits: Sharing the value created

In a previous section, sustainability was presented as an illustration of intangible benefits.
In our experience, many companies use sustainability as something of value they can
deliver, but they do so in a qualitative manner, thus expressing it in terms of percent-
age reduction of emissions, lower energy consumption in their facilities with respect to
previous years, and fighting deforestation through the plantation of acres of forest. These
activities are all commendable, but their communication can be improved in order to
create the incentive for both buyers and sellers to fight for a common cause. If cus-
tomers consider giving their business to virtuous suppliers, they may be tempted to
choose — given the option — the supplier that reduced consumptions more in the past
decade, without considering that it may have a less efficient facility to begin with. It is
hard to measure comparative effects when there is no common starting point or refer-
ence. Legislators and independent institutions have taken a step forward and estimated
the environmental cost of CO, per ton (for example: USD 200). A price/unit formula
gives the benchmark that was lacking a few years ago. Today companies have the ability
to demonstrate how much better than competition they are, in a financial way, also when
it comes to sustainability.

In the base chemicals industry, a virtuous company has invested heavily in R&D to
create products that improve customers processes by reducing CO, emissions. In terms of
operating cost, the customer is virtually indifferent between choosing that product and
continuing with the old one, but in terms of purchase cost there is a price difference of



Quantifying intangible benefits 117

to customer .
Incremental investment

1 5 our price — competitor’s price
to company 15

Incremental value

QNT + QLT - competitive
disadvantage

30

100

ROI

((incr. value - incr. investment) /
/ (incr. investment))

100%

Competitor's  Differentiation Total Our price
price value customer
value

Figure 11.2 Quantifying intangibles

Source: Hinterhuber & Partners

about 15%. Figure 11.2, developed with Hinterhuber & Partners’ Value Quantification
Tool®, shows how the company has been able to both deliver extra value to consumers
and retain a margin for itself to repay the R&D expenses incurred, thus sharing value
with customers.

The future will see more and more countries developing “carbon credits,” and calcula-
tion of intangibles like sustainability is meant to become the norm. Savvy managers should
anticipate the trend and include other sources of intangible value in their calculation.

Closing remarks

Reaching the maturity to quantify intangible benefits is a journey that starts with value
quantification; it can seem difficult at times, but it is an effort worth taking. Companies
that want to compete successfully often develop unique ways of serving their customers
and are really able to differentiate themselves both with their products, as well as with
their services and capabilities. Yet they might be so busy in running and fighting for vol-
ume that they neglect to stop and quantify their differential value and challenge if what
they are doing is really helping their customers being more profitable. In our experience
as pricing practitioners, it is very beneficial (and very well accepted by customers) to have
company-wide workshops around the topics of value, value quantification, and intangi-
ble benefits. This creates the conditions to identify concrete areas for value creation and
profitable collaboration with customers.

Especially when dealing with intangible benefits, the advice to those not finding them
or not being able to quantifying them is to quote Picasso which believed that “[i]nspi-
ration exists, but it has to find you working”; this applies also to intangible benefits or
competitive advantages in general: if you work on them, you’ll find them.
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12 Toward a shared understanding
of value in B2B exchange

Discovering, selecting, quantifying,
and sharing value

Pekka, Toytdri and Rajala, Risto

Introduction

Creating value for customers and other stakeholders is fundamental for any business.
The ability to provide quantified evidence of customer value is expressly important
for new offerings and innovations. Launched successfully, new services aid companies
to grow, prosper, and differentiate. However, the business impact of novel offerings
and innovations is often unknown and challenging for customers to evaluate. Hence,
assessing the value of an offering requires an active participation of suppliers and their
customers.

We need to provide the tools to support our value articulation because our customer
doesn’t understand the true value of [our service]. It’s that simple.

A convincing evidence of an offering’s value creation opportunity has implications beyond
immediate service and product sales. The possibility of creating and gaining value moti-
vates companies and customers to evaluate the value of their capabilities, pursue changes
in their businesses, and help them focus on their core capabilities and resources. Eventu-
ally, it may lead to new collaborative arrangements concerning higher value creation at
the levels of business ecosystems and networks.

Value quantification is an important step in a comprehensive and iterative process,
which often begins with acquiring customer insight and ends with value verification,
leading to the next round of learning and influencing by value. We present and discuss
the key concepts and process in detail.

The value process includes the elements of identifying, selecting, formulating, quan-
tifying, pricing, and verifying the shared conception of value. The value conception
contains all the benefits and sacrifices that all stakeholders acknowledge as relevant
decision influence. Much of the realization of the potential value depends on the
jointly known, accepted, and implementable value conception. The greater the shared
conception of value, the greater the potential for value creation. However, realizing
the value creation potential involves overcoming profound challenges for all stakehold-
ers. On the basis of the findings from our cases, we discuss some of the challenges
pertaining to the implementation of the transformation toward a better value crea-
tion system and conclude by delineating the challenges and opportunities for value
implementation.
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Underlying research

This chapter is based on research projects that the authors have conducted during 2009—
2021, involving dozens of globally operating industrial and ICT companies and hundreds
of informants in different specialist and managerial positions. The research has focused on
exploring the organizational capabilities and business norms that guide value quantifica-
tion as required by value-based selling and value-based pricing.

The concept of value

Research has identified several characteristics of value. Value is considered subjective,
contextual, dynamic, and based on the individual evaluators’ past experiences and prefer-
ences. The attributes of value have a profound impact on the shared understanding of
value. We present and discuss an actor’s cognitive process of arriving at a value perception
to illustrate how the attributes of value affect the outcome.

Value has an internal structure. It is often defined as the difference between the cus-
tomer perceived benefits and sacrifices.

Value is what you get for what you give.

(Zeithaml, 1988)

Further, both benefits and sacrifices are multidimensional concepts. Benefits include
(short-term) operational gains and (longer-term) change and cooperation-related gains.
Sacrifices include different costs and risks during the life cycle of the value creation.
A multidimensional conceptualization of customer value is provided by Rajala et al.
(2015). A slightly adapted version of the conceptualization of value hierarchy is illustrated
in Figure 12.1.

The operational benefits primarily relate to the current or future operational per-
formance of a company. Operational benefits typically relate to business process improve-
ments such as reducing process downtime, improving output quality, improving process
performance, improving process resource efficiency, and the like. Rajala et al. (2015)
denote these benefits as process-related value elements. These benefits can be achieved
even in relatively transactional relationships. The set of interaction-related benefits relate
to the relationship performance and how effectively the organizations work together.
These benefits reduce relationship governance cost, improve information exchange, and

Service process
— Operational{
Interaction

Benefits —
Resource access
Dimensions — Strategic Capability
of value Partner network
— Cost of ownership
Sacrifices ——— Change

— Risks

Figure 12.1 Dimensions of customer value (adapted from Rajala et al., 2015)
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reduce the risk of failing to create the expected value. The interaction-related benefits
also contribute to the operational benefits by facilitating the discovery of opportunities to
re-allocate activities, resources, and capabilities between the organizations to find the best
activity-to-organization match.

Another domain of benefits relates to change, adaptation, and learning. These strategic
benefits can be divided into three value dimensions, named resource-access, capability,
and partner network. The resource-based view suggests that a company’s competitiveness
resides in its capabilities and resources. Critical value creating resources may reside out-
side of the firm boundaries, in its relationships with other companies, as complementary
resources and capabilities. The capability-related value builds on the strengths of a service
supplier to develop and leverage the abilities of the customer organization. Learning,
service supplier know-how, and innovation improve the customer’ ability to develop
new capabilities, leverage existing ones, and absorb them from the external environ-
ment, hence supporting future innovation. Many researchers endorse a service supplier’s
ability to innovate as a method of creating value for customers. Instead of creating non-
differentiated offerings, service suppliers can support the invention of new offerings that
improve value creation. Further, continuous and incremental innovations are necessary for
the service supplier to maintain the customer’s competitiveness. Hence, supplier know-
how, technical competence, and the ability to reduce the customer’s time to market can
provide the customers with substantial strategic value.

Long-term relationships can create partnership-related value. Safety, security, credibil-
ity, and continuity build trust, and trust is conducive to long-term relationships. Trust
is vital in inter-organizational relationships because it enables both parties to focus on
achieving long-term benefits. Strategic goals should drive a long-term relationship or
partnership. The very reason for investing in relationships is to gain a competitive advan-
tage, strengthen core competencies, and improve market position. However, partnering
and setting mutual long-term goals and objectives are risky; this reinforces the need for
a trust-based relationship. Moreover, being associated with a highly esteemed business
network can improve a company’s image and its reference value in business markets.
Either party’s relationship and reputation may improve either party’s internal motivation
and external prestige, hence improving legitimacy, productivity, market access, and brand
recognition. We label these partnership-related value elements as symbolic (internally
oriented) and social (externally oriented) value.

Previous research identifies different categories of sacrifices that should be consid-
ered when assessing the operational and strategic benefits. The total costs of operation
(e.g., Wouters, 2007) define a broad category of costs related to the search, acquisition,
implementation, adaption, and operational activities related with a service. The future
orientation of value, relationships, and business engagements involve risks associated with
failures, delays, reputation, profitability, and other similar factors. Strategically significant
sacrifices may also include risks of potentially unhealthy dependencies, erosion of absorp-
tive capacity and current capabilities, and intellectual property and knowledge leaking.
A rather obvious category of sacrifices contains costs related to change (such as structural,
capability, and identity change) that are required to realize the benefits.

From value conception to value perception

Different organizational actors may have diverging conceptions of value, thereby a varied
understanding of the value potential in the B2B exchange due to the subjective, dynamic,
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and contextual nature of value. For example, either suppliers or customers may hold an
excessively narrow conception of value, which potentially greatly limits the discovery of
mutually acceptable value creation opportunities. For instance, industrial procurement
often focuses on only few elements of the life-cycle costs when making purchase deci-
sions. However, the initial purchase price of a truck, for instance, represents only about
12% of the life-cycle costs of operating the truck (e.g., Snelgrove, 2012). Clearly, a pur-
chase decision based on the initial acquisition cost may be unwise. To understand how
individual actors process value, we suggest a cognitive model of three stages from value
conception to value preference to value perception. Figure 12.2 illustrates the relationship
between these concepts.

First, we define value conception as the scope of a value definition, what value
dimensions the actor recognizes as relevant and is willing to consider as having value
creation potential. For instance, a car’s potential value dimensions include performance,
comfort, social, symbolic, ownership cost, environmental, and similar dimensions and
sub-dimensions. An individual actor’s value conception may consist of any combination
of these, depending on their “value awareness.” Then, individuals make a value selection
from their value conception to arrive at their value preference. Value preference identi-
fies those value dimensions that the actor finds relevant in the current decision-making
situation. An individual may be aware of a powerful engine’s potential benefits in a vehicle
but may decide that the performance is not relevant decision criteria in their specific situ-
ation. Finally, value perception is formed by value assessment of the value preference to
estimate how much value can be created.

A broad and holistic value conception brings all the relevant dimensions of value into
the value preference evaluation. Similarly, understanding the value creation potential of
all the appropriate value dimensions can result in a comprehensive value preference.
Finally, the ability to quantify the value potential of each of the value dimensions included
in the value preference provides the best measure for the value creation. Therefore, suc-
cesstul value creation requires that the parties involved in the value creation system ana-
lyze and expand first their individual and then their shared value conceptions and value
preferences to ensure that all relevant value creation opportunities are considered. Any
benefits or sacrifices falling outside of the actor’s value conception or excluded from the
value preference as irrelevant represent a lost value creation opportunity or potential for
positive or negative surprises for the involved stakeholders.

Both the value conception and value preference are greatly influenced by the actors’
and organizations’ absorptive capacity (Fabrizio, 2009) to identify, evaluate, and imple-
ment the emerging value creation opportunities. In addition to the (primarily) cognitive
awareness of value creation opportunities, the institutional influences also greatly modify

Value Value
conception Preference

Value selection Value assessment

Figure 12.2 The relationship between customer’s value conception, value preference, and value
perception



Toward a shared understanding of value 123

especially the value preference. Some value creation opportunities can be deemed unac-
ceptable by the actors, going against their beliefs, norms, and rules about proper ways of
doing business (Thornton et al., 2012). Firm identity may rule out otherwise promising
value creation opportunities that would require either firm to change their perceived
identity. Ultimately legal rules limit how different resources can be utilized or what
agreements are acceptable. Often two organizations have only a partially overlapping
beliefs about proper ways of cooperating (Besharov and Smith, 2014), limiting the joint
value creation opportunities by exclusion. Hence, suppliers and customer have often
greatly differing value conceptions and preferences due to their idiosyncratic histories
and culture. The different domains of supplier and customer value conceptions are illus-
trated in Figure 12.3. Figure 12.3 could be complemented by presenting the correspond-
ing sets of supplier and customer value preferences, which would further constrain the
available value creation opportunities. It is also important to note that there likely exist
value creation opportunities outside of the supplier and customer value conceptions in
Cn (AuB).
In summary:

1. The suppliers and customers should openly explore their value conceptions to arrive
at a broad shared value conception A N B.

2. Then, the parties influence the mutually shared value preference. Suppliers strive
to include their differentiators into the shared value preference and vice versa. For
instance, if a car is differentiated by a low insurance premium or high resale value, the
seller likely influences the customer to include those value dimensions into the shared
value preference. Value quantification is an important tool in demonstrating the value
creating potential of a particular dimension of value.

3. Finally, the parties should first pursue a joint qualitative assessment of value crea-
tion potential along the value dimensions included in the value preference, and then
quantitative evaluation is performed for those value dimensions that allow numerical
quantification. Then, participants should contribute to the combination and aggre-
gation of those quantified measures of value that can be expressed in terms of com-
mensurate key performance indicators such as cost savings, revenue improvements,
and risk mitigation. These steps suggest that customer’s value perception is influenced
by a combination of qualitative and quantitative evidence of value. Currently, the

Supplier value
conception = A

Customer value
conception = B

Shared value
conception

Potential value
conception = C

Figure 12.3 Domains of value conception (Rajala et al., 2015)



124 Pekka, Toytdiri and Rajala, Risto

observed industrial value propositions emphasize those value dimensions, for which
convincing numerical evidence can be generated, whereas the “softer” symbolic,
social, and strategic dimensions of value are less explicitly communicated by using
anecdotal evidence, reference stories, and the like.

Framework for discovering, selecting, quantifying,
and sharing value

Figure 12.4 suggests a framework for a value process. The framework includes three stages
from gaining customer insight to value sharing and consists of six groups of actions.

Customer insight

Gaining customer insight, or customer value research, seeks to understand and analyze
customer activities to identify opportunities for improvement. In most areas of industrial
activity, gaining customer insight focuses on (a) understanding and mapping customer’s
business processes and (b) customer’s business drivers and associated performance metrics.
Practical techniques for understanding and mapping customer’s business processes and
value preferences include customer value audits (e.g., Ulaga and Chacour, 2001), customer
value analysis (e.g., Miles, 1972), and customer value research (Anderson et al., 2007;
Bettencourt and Ulwick, 2008). The case companies describe their activities as follows:

Having identified key stakeholder groups, we set out to analyze the individual stake-
holder processes, building an intranet resource of stakeholder processes, and describ-
ing stakeholder goals and challenges to guide segment specific value proposition
development.

(Industry Manager)

We are trying to holistically understand our customer’s processes, the different flows
of material and money, to understand how our products affect their business perfor-
mance in different economic cycles.

(Industry Manager)

We are continuously researching the cargo-handling process for improvement
opportunities.
(Industry Manager)

CUSTOMER INSIGHT = VALUE PROPOSITION VALUE SHARING

Identify and select
potential pains and
gains

Quantify and

Map customer process .
communicate value

Understand business

drivers

Develop value
proposition

Verify and share value

Figure 12.4 From customer insight to value proposition communication
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To gain management attention, value communication needs to address timely and sali-
ent business drivers and key performance indicators. Most case companies evaluate value
creation opportunities in terms of (a) revenue impact, (b) cost impact, (c) impact on asset
efficiency (or return on capital employed), and (d) risk impact. Salient business drivers
and associated KPIs change across market cycles and decision maker profiles, and hence
value communication needs to be adapted to different market, customer, and decision
maker situations.

Value proposition

The research on customer’s business processes and business drivers facilitates building
effective value propositions. We define value propositions as communication tools that
suggest how the parties could create value by leveraging their combined capabilities and
resources. Previous research has established that value propositions are bundles of benefits
that address business goals of specific target groups and ofter significant value for the customer.
For a supplier, value propositions must help in differentiating from alternatives (e.g., Ander-
son et al., 2006, 2007; Lindgreen and Wynstra, 2005).

Once a sufficient understanding on a customer’s situation, business processes, and driv-
ers have been acquired, the next step in the process is to identify improvement opportu-
nities. The case companies analyze their customer’s business processes to identify “pains”
and “gains,” that is, opportunities to remove problems and implement improvements that
offer potential for value creation. Value research typically yields a number of improvement
opportunities along the different value dimensions included in the value conception.

When we use separate value sources, we are actually telling the customer that “you
are getting benefits in all these places.”

In industrial setting, the value creation opportunities often relate to changes in business
process, resulting in improvements in processes performance. Examples of such improve-
ments include reduced energy consumption, higher production volume, improved
resource efficiency, improved quality, reduced planned and unplanned production stops,
improved safety, lower environmental impact, and the like. The improvement oppor-
tunities identified form the set of value dimensions to choose the “bundle of benefits”

Table 12.1 Value enhanced through change in a construction system

CASE: Value research by global elevator and escalator supplier

A global supplier of elevators and escalators conducted research on their key stakeholder’s business processes. One
of the stakeholder segments is constructors. Constructors typically install temporary construction time elevators
to move builders and materials in and out of the building. Those elevators are attached on the building walls
outside of the building using exterior hoists. The value research process led to a discovery that the permanent
elevators of a building could be used already during the construction time, appropriately protected. The value
research process revealed several important benefits: The final, permanent elevators are faster, safer, more energy
efficient, and more reliable, meaning lower energy cost and less waiting time at both ends of the worker shifts, and
hence improved construction efficiency, and shorter construction time. Also importantly, there is no need to keep
the fagade of the building open for the temporary solution; the facade can be closed and the interior work started
earliet, further reducing the construction time. Earlier delivery of the building kicks off the revenue streams earlier,
adding to the life cycle revenues of the building.
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included in the value proposition. The selection is guided by three selection criteria, each
creating a priority order among the improvement opportunities.

Impact on goal: Rather obviously, large financial rewards are more interesting than
small. Suppliers and customers need to apply value quantification for each identified value
dimension to determine the potential (financial) impact on business KPIs. Those value
elements that have biggest potential impact on business goals are then included in the
value proposition.

Supplier differentiation: Suppliers likely have differing capabilities and resources to
create value. Suppliers should incorporate those value dimensions in their value proposi-
tions that differentiate them from competition (Anderson et al., 2006).

Saliency: As already discussed, some value creating dimensions may be ruled out as
unacceptable by either party, going against their beliefs, norms, and rules about legitimate
ways of doing business (Toytiri et al., 2018). Due to industrial imitation and benchmark-
ing, the stakeholders are likely more receptive to some value creation opportunities than
others.

The value selection described earlier generates the “bundle of benefits” of the value
proposition. The “bundle of benefits” consists of a number of impactful, differentiating,
and appealing changes to the target customer’s existing situation. The value proposition
is then designed around the bundle of benefits by documenting (a) the supplier’s solution
that implements the bundle of benefits, (b) the bundle of benefits, and (c) the impact of
the bundle of benefits on the customer’s business goal.

Value sharing

The remaining steps of the value process involve adapting, quantifying, communicating,
veritying, and sharing value. Each of these steps is discussed here.

Impact on goal

t

“Bundle of benefits”

t

Solution

Figure 12.5 Elements of a value proposition

Table 12.2 Value proposition example for a running shoe

CASE Running shoe for a professional marathon runner

A marathon runner recently succeeded in breaking the 2-hour limit on a full distance marathon. The runner was
using an innovative running shoe that features a carbon-fiber plate to improve the preserving and releasing of
energy during the running motion. The shoe manufacturer’s value proposition says that “the shoe reduces the
energy needed to run at given speed by 4% and helps reducing muscle fatigue.” The bundle of benefits includes
two improvements over the existing alternatives and quantifies the impact of those improvements on customer’s
goal.
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Adapting value proposition: Designing a value proposition is an optimization exer-
cise between impact and scope (Toytiri and Rajala, 2015). An impactful value proposi-
tion matches the recipient’s value views. However, the subjective nature of customer
value renders the task of designing stakeholder-specific value propositions impractical;
the pre-designed value propositions are scoped to address broad-enough stakeholder seg-
ments, hence potentially leaving a gap between the value proposition scope and individual
stakeholder perceptions. This gap can be filled in two obvious ways; either the value
proposition communication tools and practices allow adapting the value proposition to
match individual views and/or the value proposition communication is impactful enough
to change the stakeholders’ views with the pre-designed value proposition. One identified
practice to adapt the value proposition involves building value selection functionality into
the value calculation tools so that the customer may choose the salient value dimensions
to include in the calculation. Hence, the “bundle of benefits” is built individually for a
stakeholder.

Quantifying value proposition: Value proposition quantification is implemented
through the following steps:

1. For each element in the “bundle of benefits” the supplier and the customer need
to determine the improvement potential. That is, what is the difference between
current performance and achievable performance along each value dimension. For
instance, in the running example cited earlier the improvement in running energy
consumption was 4%.

2. Then, each improvement needs to be translated into a salient measure of value (such
as revenue increase or cost reduction) by identifying an appropriate value function to
calculate the monetary value of energy savings, production increase, and the like.

3. Finally, the individual improvements are aggregated into an overall measure of value
impact on customer’s goal.

The quantification steps mentioned earlier include a number of challenges for practi-
cal implementation. The current state performance is often difficult to determine. The
growing digitalization of industry is helping to remedy the problem by creating volumes
of component, equipment, process, and plan-level production data, but often the lack
of information poses a challenge. Suppliers also need to determine what is possible to
achieve, and what level of risk in committing to the results is acceptable. Suppliers are
actively building databases of success cases and verifying the results achieved together with
their customers. However, goals involve risk, and risk sharing between the parties is a
profound new business model-related topic on the agenda. Finally, the value function that
translates the operational changes into (monetary) KPIs is often difficult to determine.
In simple cases the industrial process can simply be modified to reveal the impact of the
changes, but often the value creating changes have delayed effects on the KPIs, or there
may be other uncontrollable variables also influencing the KPIs. Hence, the equation
between the value creating changes and the resulting KPIs may be difficult to determine
and convincingly demonstrate.

Communicating value proposition: Value propositions are translated to and com-
municated by marketing messages, reference stories, and value calculators in an increasing
order of customer specificity and accuracy of value evidence. These value communication
means greatly improve the impact and efficiency of value communication by leverag-
ing wider organizational knowledge that is then orchestrated by the marketing and sales
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Table 12.3 Value derived from process improvement

CASE: Process equipment modernization of value assessment

A global supplier of mining and metals processing equipment, services, and processes has innovated an improved
solution for their flotation copper extraction unit. Compared with their older equipment, the new solution
improves minerals recovery percentage, reduces energy consumption, and lowers maintenance cost. While the
actual revenue improvement and cost saving are site-specific, in an example case an achievable two percentage unit
improvement equaled to 2 million euros in additional revenue. Correspondingly, a 50% reduction in energy cost
equaled to EUR 100,000 savings, and a 50% decrease in maintenance costs, which equaled to EUR 50,000
yearly saving in maintenance expenditure.

forces. Traditionally, the industrial marketing messages have been highly product-focused.
However, all the case companies we studied are actively developing databases of suc-
cess stories to influence their customers at the different stages of the decision-making
processes, to create urgency to act by demonstrating value creation opportunities and
outcomes and to build credibility during buyer-seller interactions. Then, value calcula-
tors are tools for analyzing the value creation potential in a specific customer situation.
The case companies are increasingly building visually and technically sophisticated tools
to help the sales force to conduct structured and fact-finding oriented conversations, for
instance, by simulating the value impact of different solution alternatives and scenarios. In
any case, impactful value proposition communication requires powerful IT tools, which
hide computational complications, connect to reference information databases, and pre-
sent the results visually appealingly.

Verifying value created: Value verification is a post-implementation activity, which
seeks to, indeed, verify the value promises made and possibly committed to during the
earlier stages of the process. Value verification is essential for value-based pricing. Value
verification has also differentiating power among suppliers. Those suppliers that dare to
accept and manage the risk associated with value guarantees likely win in competition
against those suppliers that cannot commit to value creation.

Committing to the value makes us a really strong business case. Value verification is
steering our product, software and process development, to continuously improve the
earning potential of our customers.

Sharing value: Finally, one of the key goals of the entire value quantification exercise is
to tie pricing to value created (Hinterhuber, 2004; Liozu et al., 2012). All the steps related
to value quantification require significant upfront investment are very demanding and
costly to implement and require significant new capabilities and resources. To justify this
investment, value quantification should pay off in terms of improved margins. Figure 12.5
illustrates the value-based and cost-based pricing logics. Both parties capture a share of the
value created if the price is anywhere between the supplier cost and value created (Kortge
and Okonkwo, 1993; Toytiri et al., 2015). In essence, price determines how the value
created is split between the supplier and the customer. A price close to the supplier cost
(cost-based pricing) favors the customer, and a price close to the value created favors the
supplier, correspondingly.

There is emerging evidence among the case companies that their win-rates and prof-
itability actually improved as a result of value quantification (Aberdeen Group, 2011).
Convincingly demonstrating the value creation potential may allow tying the price to
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Figure 12.6 Price in relation with value created and supplier cost (Toytiri and Rajala, 2015)

the realized value, instead of applying the prevailing cost-based pricing logic, and hence
improve profitability. However, value-based pricing and value-based customer approach
are challenging strategies to implement for a number of reasons. The challenges associated
with becoming a value-focused organization are discussed next.

Transition challenges and opportunities in value-based exchange

A convincing demonstration of value creation opportunities by the supplier motivates
customers to transform their buying behaviors toward value-based exchange. However,
research has identified a number of challenges faced by the suppliers to actually benefit
from the value-based approach to inter-organizational exchange (Toytiri et al., 2015).
The first category of challenges relates to the differing value conceptions held by the
parties. In particular, if the customer recognizes and appreciates only a very limited set of
benefits, innovative suppliers, whose value creation potential resides outside of the cus-
tomer’s value conception, are likely to fail in impressing the customer. Such failures can
result in a significant loss of value creation opportunity. Hence, suppliers need to influ-
ence and broaden their customer’s value conception in order to help them to recognize
and evaluate the opportunities for value creation. One way to achieve this objective is to
leverage the reference cases to illustrate how (a) critical business challenges are (b) solved
by specific solutions to (c) achieve significant business results. Such a “reference market-
ing” has been found to be effective means to influence perceptions (Jalkala and Salminen,
2010).

The second category of challenges in leveraging value for the customers pertains to the
inability of the suppliers to quantify value convincingly. Among the identified reasons for
this inability (Toytiri et al., 2015) are the lack of current performance data, lack of access
to key decision makers to influence decision making, lack of trust in sharing confidential
information, customer’s reluctance to engage in the value quantification exercise to avoid
the possibility of weakening own negotiation position, and, finally, inability to calculate
value.

Finally, quantifying and demonstrating value do not guarantee that a supplier actu-
ally benefits from the value created. Value sharing is largely determined by the relative
negotiation positions (Brandenburger and Stuart, 1996) of the exchanging parties. The
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prevailing industrial practices are deeply rooted in the procurement of commoditized
products, favoring aggressive procurement practices (including cost-based pricing) to
strengthen the customer’s value capturing power to maximize their short-term gain. To
benefit from value created the suppliers need to differentiate, to achieve a position of pref-
erence based on highest value creation potential, uniqueness of the solution, uniqueness
of the relationship, or an attractive business model including risk and resource sharing.

If implemented successfully, value-based exchange holds a potential of enabling much
improved value creation by helping companies to evaluate relationships and business
opportunities for their value creation potential, benchmark value creation performance
to inform make-or-buy (i.e., outsourcing) decisions. Also, it permits firms to focus on
their core competencies.
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13 Value first, cost later

Total value contribution as a new
approach to sourcing decisions

Gray, John V., Helper, Susan, and Osborn, Beverly

Introduction

Imagine you are a manager at a firm located in a high-wage country tasked with sourc-
ing a major component or service. You have quotes from an offshore supplier and from
a nearby supplier with a higher per-unit price. Which supplier should you choose? If
motivated only by the siren song of low per-unit price, you may choose the offshore sup-
plier. Such an approach has been a driver of the nearly 40-year slide in manufacturing in
high-wage countries.

If you are sourcing a physical good and have a sophisticated understanding of logistics
and international trade compliance costs, you may build a detailed “total landed cost”
(TLC) model that adds those costs to the offshore supplier’s quote. As the resulting TLC
model involves several interconnected sheets in a huge Excel workbook, you could be
rightly proud of your thoroughness.

If you recognize that these decisions can also affect hard-to-measure factors important
to your company, you may perform a “total cost of ownership” (TCO) analysis (Ellram
and Siferd, 1993). The best of TCO analyses include dozens of factors such as increased
disruption risk as supply chains get longer (Siegfried, 2013; Reshoring Initiative, 2020).

We suggest an alternative to TCO that we call “total value contribution” (TVC). TVC
is a structured approach to sourcing decisions designed to maximize the firm’s long-term
value. Our approach provides a process designed to counter firms’ entrenched tendency
to focus on easily measurable costs. TVC starts with the question, “What do our cus-
tomers, current and future, value about our products?” The TVC approach is designed
to counteract common biases through careful incorporation of the individual and group
decision-making literature; we believe that these biases have worked against the wide-
spread adoption of earlier efforts to combat purchasing’s tendency to focus too heavily
on cost. In addition to our improved process, we argue that the term “TVC” improves
upon “TCO” in two ways. First, by replacing “cost” with “value,” TVC anchors deci-
sion makers on value, not cost. This is important because cost is the factor to which
decision makers in global sourcing typically gravitate due to its easy measurability and
internal incentives that reward managers for cost reductions. In addition, TVC replaces
“ownership” with the more appropriate “contribution,” thus avoiding any narrowing of
consideration of when during its life cycle the activity being sourced may affect value.!

We are not the first to argue that sourcing decision makers should place value at the
center of their buying decisions (e.g., Vitasek et al., 2012; Wouters et al., 2005; Ellram
and Feitzinger, 1997) as well as the first edition of this book (Hinterhuber and Snelgrove,
2017). TVC differs from these solutions by explicitly addressing the behavioral issues
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(including cognitive biases and piece-price-based incentives) that, we believe, have made
excessive cost focus so persistent in practice.

Decision factors considered in sourcing

There are many factors to consider in supplier selection, and many are difficult to quantify.
Dickson’s (1966) seminal article lists 23 factors that managers reported considering in their
supplier selection decisions. Modern lists are no less extensive; the Reshoring Initiative’s
Total Cost of Ownership Estimator currently lists 36 factors. The meaning and impor-
tance of each decision factor are context dependent (e.g., a buyer might be interested in
capacity to meet fluctuations in current demands or in capacity for future growth), further
adding to the complexity of the sourcing decision. Many of these factors are intercon-
nected, such as cycle time (Sharland et al., 2003), which affects logistics and inventory
costs as well as the pace of innovation. Softer factors, such as reputation (Lienland et al.,
2013), and relationship characteristics such as openness of communication (Choi and
Hartley, 1996), can arguably connect to every dimension of supplier performance.

Further, the linkages among production, markets, supply sources, and product devel-
opment can be critical. Ketokivi et al. (2017) studied 35 production location decisions.
For each decision, they examined how production was linked to supply, product devel-
opment, and the market. For each linkage, they considered coupling, formalization, and
specificity (respectively, the extent of the interdependence, the codifiability of activities,
and how easily a node in the dyad could be replaced). They observed that locating pro-
duction in a high-cost country was always associated with at least one of a high level of
coupling or specificity or a low level of formalization (Ketokivi et al., 2017). As firms
outsource more strategic activities, firms’ abilities to consider multidimensional objectives
through sourcing has become even more important to firm value, but also more complex.

A common omission from lists of factors to be considered in sourcing decisions is
the impact of suppliers on revenues. TCO models can theoretically include any factor,
but few, if any, give as much attention to revenues as costs.? If one thinks of revenues as
negative costs, the lack of attention to revenues might seem unimportant. However, con-
sidering revenues explicitly ensures they are given full consideration beyond simply, for
example, lost sales due to disruptions. Excellent suppliers may allow the firm to increase
its prices and/or the quantity it sells; the sourcing decision process should explicitly elicit
these impacts. Thus, it is often useful to include a buyer’s marketing and product design
experts in sourcing decisions to understand these revenue-side implications; such inclu-
sion is far more likely in a TVC process than in cost-based processes.

Decision-making approaches used in sourcing

We can see from the prior section that sourcing has long involved multidimensional
decision making. In the following section, we briefly discuss some common purchas-
ing methods and describe how each one handles this complexity, before introducing the
TVC process. Table 13.1 offers a summary.

Unit-price-based procurement

Rather than disregarding non-price factors entirely, firms often combine the unit-price-
based approach with some form of pre-qualification, however, in this case. Potential
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Approach

Factors considered

Advantages

Disadvantages

Piece-price/
lowest quote

Total landed
cost (TLC)

Total cost of
ownership
(TCO)*

Total value
contribution

(TVC)

Unit price

As earlier, plus: shipping
and handling costs; trade
compliance costs; inventory
costs

As earlier, plus: design
and development costs;
start-up/switching costs;
training costs; operating
costs; software costs;
governance costs (e.g.,
monitoring); supply chain
support costs; retirement/
disposal costs

As earlier, plus risk: costs of
shortages, disruptions, and
downtime; risk of brand
damage; risk of loss of IP

As earlier, plus revenue:
social/environmental
performance; product
and service quality; other
factors affecting demand/
willingness to pay

As earlier, plus the value
of options: capacity for
future growth; innovation
capabilities; the potential to
learn from suppliers; factors
that affect the firm’s social
license to operate

As earlier, plus to the
potential to identify factors
not listed here through a
cross-functional process

Very easy to understand

Very easy to implement

Requires little data

Objective: clear
incentives for decision
makers

Easy to understand

Conceptually easy to
implement (can be
tedious)

Considers more cost
elements than piece-
price

Objective: clear
incentives for decision
makers

Provides a framework
for identifying relevant
factors

Tends to result in lower
total costs than piece-
price, TLC

Information gathered has
secondary uses

Conceptually correct
TVC process anchors on
customer value, not
cost
Provides a framework
for identifying
relevant factors and an
implementation process
Information gathered has
secondary uses

Does not consider
non-price cost
elements®

Does not consider
revenue-generating
factors

Does not consider
risks

Does not consider
all non-price cost
elements

Does not consider
revenue-generating
factors

Does not consider
risks

Anchors decision
makers on cost

Does not explicitly
consider revenue-
generating factors
or factors related
to risk

Difficult and time-
consuming to fully
implement

Subjectivity in the
decision factors
considered

Difficult to quantify
differences between
options

Difficult and time-
consuming to fully
implement
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suppliers do not gain any advantage by exceeding the minimum standards on non-price
dimensions. One incarnation of unit-price-based procurement is the price-only online
reverse auction, in which suppliers bid for the right to supply a customer’s needs and the
winner is chosen based on low price (Jap, 2002), even in cases where a slightly higher-
priced supplier might offer greater quality or reliability (Helper and MacDuffie, 2003).

Total landed costs

TLC models add measurable transportation, packaging, and storage costs to the unit
prices. This distinction is most relevant when buyers are considering options in distant
locations as sources for physical goods. TLC analyses can be very extensive and complex
(e.g., Erhun and Tayur, 2003; Young et al., 2009). Thorough analyses require not only
a deep understanding of transportation costs but also customs, duties, tariffs, and trade
compliance costs if global sources are under consideration.

Total cost of ownership

The most widely recommended sourcing decision framework today is TCO. TCO
“implies that all costs associated with the acquisition, use and maintenance of an item be
considered in evaluating that item and not just the purchase price” (Ellram and Siferd,
1993). Under the guise of TCO, managers can (and some do) consider a very broad set
of factors in strategic sourcing decisions. Attesting to TCO’s credibility, the U.S. Depart-
ment of Commerce included a referral to the Reshoring Initiative’s ““Total Cost of Own-
ership Estimator” in the “toolbox™ on its “Assess Costs Everywhere” website.

As highlighted, sourcing approaches have evolved to use an expanding pool of infor-
mation. More extensive information search and analysis are characteristics of rational
procedures, which are associated with better performance outcomes of supplier selection
decisions (e.g., in terms of costs, defects, and delivery; Riedl et al., 2013).

The total value contribution (TVC) approach

Our hope is that TVC will make it easier for forward-thinking managers to make sourc-
ing decisions based on value. We also hope TVC will spur managers who would oth-
erwise have relied on cost-centered heuristics (Gray et al., 2017) to source based on
value instead. We outline our proposed TVC approach in the next section. As shown
in Table 13.2, the features of this approach have a theoretical basis in the individual and
group decision-making literature.

Setting the objectives

The first step of TVC-based sourcing, and arguably any sourcing decision, is to clearly
define which activity® is under consideration. As Figure 13.1 shows, the TVC approach then
starts with two key questions about the goods or services affected by the activities under
consideration:

‘What do our customers, current or future, value about our products? How can this
sourcing decision affect those values?
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Figure 13.1 The TVC approach, contrasted with other purchasing approaches

These questions require decision makers to listen to gather information from customers
and those who work with them on what customers value in the product or service and
link the sourcing decision to those value drivers. Answering the question well requires
cross-functional expertise, because information about customers and how sourcing deci-
sions affect what they value is distributed across the organization. Generally, the decision
should involve people with a strong understanding of customer requirements, technical
requirements, and supplier capabilities (e.g., in a manufacturing context, at least market-
ing, engineering, operations, and procurement). In some cases, value creation could be
almost entirely based on obtaining the item for a low price, making the TVC choice
the same as that obtained by employing TCO, TLC, or even piece price. In other cases,
the answers could include factors such as consistent quality, protection of intellectual
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property, fast delivery, social responsibility, or a specific technological capability. A cus-
tomer may value having a partner with the capability to participate in co-developing new
products; considerations such as this one require evaluation of alternatives at the supplier
or relationship level, as well as at the product level.

Determining the alternatives

The second step in the TVC approach is to identify alternative sources. We do not pre-
scribe how a firm should go about identifying alternatives: Potential supply bases are
typically quite activity-specific. It is possible that, as decision makers refocus on what
customers value, they will identify a need to search for new alternatives that are more
closely aligned with these priorities. Figure 13.1 shows feedback loops for these reasons.
For example, recognizing customers’ need for responsiveness may lead buyers to seek
sources capable of implementing seru, a manufacturing approach using reconfigurable
cells that allow fast product changeovers (Yin et al., 2017). Further, after thinking through
these issues for a specific activity under consideration, the firm may find it useful to bring
related activities into consideration, or the firm may find unexpected performance differ-
ences between alternative suppliers. For example, when two separate components work
together to provide an attribute that customers value, it may make sense to use a single
provider for both products. Using a single provider for both time-sensitive and insensitive
products can also be profitable, as it can allow better use of capacity buffers (De Treville
et al., 2017).

It will sometimes be appropriate to pre-qualify potential suppliers so that only viable
options are considered in the next step in TVC analysis. This decision, too, should be
driven by customer values. Some factors may be non-compensatory: a failure to achieve
a certain level of performance in one factor (e.g., provision of a safe workplace) may dis-
qualify a supplier from further consideration, regardless of how well it performs on other
factors.

Evaluating the differences

The hardest part of TVC comes next: assigning a rough monetary value to the differences
between the alternatives on the identified values. This may be even more challenging for
those sourcing components or backend services, rather than finished goods. To simplify
this step, we recommend focusing only on value drivers with significant differences in
customer value between options under consideration (as in Wouters et al., 2009; Wynstra
et al., 2012). TVC allows for any method of calculating value differences: No functional
form is prescribed. It is acceptable to have a wide range for some values, if necessary.

As value differences are uncovered, the TVC approach may lead decision makers to
identity safeguards that the firm can implement to reduce differences between options.
For example, the team may see that one potential source has higher disruption risk and
that a disruption at a peak time may result in millions of dollars of lost revenue and good-
will. One option is to roughly quantify that lost value (e.g., an x-y% higher likelihood
of complete disruption, which would result in $X-§Y lost sales, and lost goodwill valued
at $W-$Z). But a better option may be to implement safeguards such as higher inven-
tory or flexible capacity buffers during the peak season. The TVC team should note the
need for these safeguards, which must then be included as adjustments to the cost model
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associated with the suppliers for which they are required. Often, estimating the costs of
implementing these safeguards requires knowing the supplier’s unit costs: Such calcula-
tions should not be performed until the value differences have been fully determined®
so that knowledge of unit costs cannot unduly influence value estimates (DeKay et al.,
2014). Dekel and Schurr (2014) provide evidence in favor of this “value first” approach.”
They performed an experiment with government procurement managers. They found
that when managers knew the lower bidder, they inflated non-cost values in favor of that
bidder, relative to when they did not know bids. Dekel and Schurr (2014) labeled this
“lower-bid bias.”

So how does a TVC team come up with value differences? It is often impossible to be
very accurate. As a preliminary step, the team should agree on the categories of revenue
and profit that the sourcing decision may affect. After this, the goal is to get some agree-
ment as to the rough magnitude and likelihood of value differences between sources. In
some cases, the decision makers may have the in-depth knowledge needed to define a
distribution of potential value differences for each value driver, allowing a formal assess-
ment of risk differences using Monte Carlo or similar ones. More often, they will not.
In this case, one shortcut is to consider best-case, worst-case, and most-likely scenarios
(as is common in risk management; e.g., Barreras, 2011). As risk managers do, the team
can benefit from paying special attention to the inter-relatedness of potential outcomes
and trigger events (Kleindorfer and Saad, 2005; Kern et al., 2012). For example, the
probability distribution for increased sales associated with greener production at a sup-
plier is likely not independent of that for decreased brand risk associated with the same
supplier’s ethical labor practices. In some cases, decision makers may find it helpful to
think about the value generated by one of the alternatives, but with and without a par-
ticular feature (e.g., an option for future expansion) in order to arrive at an estimated
value for that value driver. Beyond value drivers that affect revenue or risk, this discus-
sion also forces the firm to decide how much, if at all, they truly value social issues, such
as supplier pollution levels and compliance with rigorous safety or worker-protection
programs.

Revealing the costs

Measurable cost differences finally enter the equation only after hard-to-measure value
differences between options have been articulated. These cost differences are, roughly, the
same as those captured in a TLC model. The person in charge of the cost model should
add the costs of any safeguards identified during the estimation of value differences (e.g.,
carrying additional inventory for a distant option to offset increased disruption risk or
additional oversight for an offshore supplier). The participation on the TVC team of the
person responsible for creating the cost model is critical to be sure that the same factors
are not double-counted through inclusion in both the value model and the cost model.
The team should also be vigilant in avoiding double-counting across alternative sources:
the same difference was almost included twice — as an advantage of one source and a
disadvantage of another — in one early application of TVC to the sourcing of a medical
product.? Only when both the value differences and the cost differences are revealed will
the decision makers finally see the full picture. We expect that, in general, cost differences
revealed in this step will not seem as large as they would have if introduced at the begin-
ning, leading to decisions based more on value.’
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Learning from experience

Adhering to this process, and documenting the values articulated, will lead to learning
and refinement of what the firm values. After a decision has been made and implemented,
one final step remains. Just as forecasters should assess the accuracy and bias of their
forecasts, decision makers using TVC should document the values they quantified and
attempt to compare the outcomes of their decisions to their original expectations. In so
doing, they will learn to improve their estimates of value differences in future decisions.
A recent application of TVC to a raw materials sourcing decision resulted in a change
from an incumbent supplier.'’ After the decision was made to switch from the incum-
bent, the incumbent initially committed to continuity of supply during the transition.
The incumbent later halted deliveries before the replacement had ramped up production,
resulting in unforeseen costs for the focal firm. The TVC team intends to take these
learnings to future sourcing decisions by considering risks to continuity of supply caused
by incumbent behavior when switching suppliers is an option.

Learning from experience can be difficult, not only because realized value will be hard
to measure, but also because information on the performance of discarded options will
not be available. Nonetheless, we encourage purchasing staff to ask: “Did we identify the
most important hidden costs and risks? Did we realize the expected revenue? Were our
estimates reasonable? Why did we miss the things we missed?” Better sourcing decisions,
and better firm performance, will result.

Implementation issues

We recognize that focusing on value in sourcing is easier said than done. We believe
that estimating value differences before analyzing costs is one key to success. Forcing
consensus on subjective value differences before the team knows easy-to-measure costs
makes estimates more credible and harder to attribute to biased preferences such as Dekel
and Schurr’s (2014) lower-bid bias. Experiments show that purchasing managers do not
treat value and price as equivalent, even when value is monetarily quantified (Anderson
et al., 2000). Instead, managers doubt whether the benefits of higher value, higher-cost
purchases that their suppliers promise, will truly be realized. TVC partially addresses this
potential bias because the values analyzed come not from suppliers, but rather from an
internal assessment of what the firm’s customers value. Anderson and Wynstra (2010)
showed that confirmatory data from reference customers and pilot programs can be effec-
tive for reducing ambiguity about superior value. We encourage TVC adopters to incor-
porate these techniques to improve the precision of their estimates when appropriate.
For TVC to be successtul, firms also need to align purchasing agents’ incentives with
adherence to the TVC approach and downplay incentives based on piece price. Kerr
(1975) vividly describes “the folly of rewarding A, while hoping for B.” In our setting,
A 15 often negotiating price cuts, while B is increasing long-term firm value. Of course,
measuring B directly is generally not a realistic alternative. The “informativeness prin-
ciple” (Holmstrom, 1979; Milgrom and Roberts, 1992) says that the cost of providing
incentives increases as the error in measuring performance increases. Although TVC
complicates the measurement of purchasing managers’ performance (due to consideration
of value instead of cost), it also makes accurate monitoring of behaviors more feasible due,
for example, to observation of efforts to follow TVC by the cross-functional team (Helper
et al., 2000). Subjective performance measures can improve upon, or complement,
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Table 13.2 Theoretical grounding of TVC

Feature of TVC

Explanation

Value first

Customer-
driven
objectives

Shared goals

Rational
procedure

Monetary

quantification
of differences

Cross-functional

process

Anchoring and insufficient adjustment can lead to undue influence of quoted
prices on other estimates when decision makers start with costs (Tversky
and Kahneman, 1974; Epley and Gilovich, 2006; DeKay et al., 2014;

Dekel and Schurr, 2014). Dekel and Schurr (2014) show that government
procurement officers give biased assessments of non-cost value to favor the
low-cost bid when both types of information are available at once; assessing
value first avoids this. Separating cost analysis from value analysis is a way

of decomposing the decision, which is an effective debiasing strategy for
sourcing decisions (Kaufmann et al., 2009, 2010). When faced with multiple
variables, managers tend to focus more on the most easily measurable factors
(Holmstrom and Milgrom, 1991); since cost is typically the most easily
measurable, beginning with value instead may counteract this bias.

Value has many meanings, even within supply management (Lindgreen and
Wynstra, 2005); beginning with a search for objectives ensures focus on what
matters in context (Das and Teng, 1999). This search also encourages adoption
of another viewpoint (i.e., the customer’s) which is an effective debiasing
strategy (Kaufmann et al., 2009, 2010). Starting with a seemingly complete list
instead may make it harder to see what is missing (Fischhoft et al., 1978), and
weight attributes consistently (Morssinkhof et al., 2011). Buyers are skeptical
of suppliers’ claims of better value (Anderson et al., 2000; Anderson and
Wynstra, 2010); internally generated comparisons are likely to be viewed as
more credible.

Managers need to do more than merely make high-quality decisions — they must
also build consensus to facilitate decision implementation (Roberto, 2004).
Having shared goals is associated with more cross-functional cooperation
and better task and psychosocial outcomes in cross-functional group decision
making (Pinto et al., 1993) and with less negative influence of functional
politics in sourcing decisions (Stanczyk et al., 2015). More broadly, consensus
on strategic priorities is associated with better organizational performance
(Kellermanns et al., 2011). TVC requires managers to “establish well-defined
and stable decision criteria prior to analyzing and debating alternative courses
of action” in terms of customer values, a process associated with higher
efficiency and consensus (Roberto, 2004: 640) that still encourages goal
discovery (Anderson, 1983) regarding the factors that affect these values.

Procedural rationality is “the effectiveness, in light of human cognitive powers
and limitations, of the procedures used to choose actions” (Simon, 1978: 9).
Extensive search for information and quantitative analysis are characteristics of
rational procedures (Dean and Sharfman, 1993); studies have shown financial
and non-financial performance benefits from using such procedures in
sourcing (Riedl et al., 2013; Kaufmann et al., 2014, 2017).

Quantifying differences and adding them up, as opposed to quantifying totals
(total enumeration) and then comparing them, are associated with lower
uncertainty and other performance benefits (Wouters et al., 2009; Wynstra
et al., 2012).

Combining multiple pools of relevant information and encouraging attention
to non-shared information make it likely for group decision quality to exceed
individual decision quality (Brodbeck et al., 2007). Rules and procedures are
associated with more cooperation and better task outcomes in cross-functional
decision making (Pinto et al., 1993). Processes characterized by high
information quality, procedural quality, alignment quality, and constructive
engagement across functions can perform well even when functional
incentives diverge (Oliva and Watson, 2011).
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distortionary objective measures. This focus on rewarding adherence to procedures avoids
the difficulties of trying to measure value added by individual employees in a collaborative
workplace. Although TVC is a cross-functional process, the purchasing agent’s incen-
tives are especially relevant if she is responsible for initiating it and ensuring appropriate
functional representatives are involved. Executive-level performance metrics should also
recognize the potential for broad contributions from purchasing departments. Ericksen
(2020) suggested that including customer fill rate as a metric for executives in several
departments would build shared goals. We, of course, agree. TVC teams may identify fac-
tors other than on-time fill rate as an appropriate metric to build shared goals.

Limitations

‘While different decision-making processes tend to be vulnerable to different biases, none
are immune. By anchoring on value, TVC may underemphasize cost reduction. By put-
ting customers first, TVC may underemphasize the concerns of other stakeholders, for
example, employees. TVC does not guarantee a globally optimal solution. Instead, it uses
a conceptually simple procedural heuristic of starting with what customers value. Human
use of heuristics to make decisions can be a successtul strategy (Gigerenzer and Goldstein,
1996; Marewski et al., 2010) as well as a source of systematic errors and biases (Tversky
and Kahneman, 1974, 1981).

Conclusion

The simplest argument that TVC is superior to TCO is that firms do not compete on cost —
they compete on value. Increased outsourcing and offshoring of more strategic activities
means that sourcing decisions have a greater effect on all dimensions of value then they
did in the past. Firms that focus on increasing shareholder value have three options:
cutting cost, increasing revenue, or lowering risk in ways that shareholders themselves
cannot do by diversifying. TCO encourages a focus on just the first one of these. Any
values beyond shareholder value — such as sustainability — are even further removed from
a cost-first decision-making process. A majority of costs for most companies comes from
purchased inputs (Mahoney and Helper, 2017). It is time that the purchasing function be
managed like the strategic function that it is. We believe that TVC is powerful enough
that simply changing the language of sourcing will provide some benefit. But the most
benefits will result from implementing the TVC process, which anchors managers on
what matters — what customers value.
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Notes

1 The term “TCO” originated in the context of equipment procurement, notably information tech-
nology (Mieritz and Kirwin, 2005), where the “ownership” term made sense. A TCO analysis of
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a capital purchase would capture (for example) ongoing maintenance and downtime, operating
costs, and material and energy use (Johnson et al., 2011: 297), as well as salvage costs. But when
the decision involves a direct material, the buying firm may only own the part for a short period of
time, while its circle of concern includes many aspects from the product’s or service’s life — from its
creation by the provider (including actions by the provider’s providers) to its use by customers and
everything in between. Impacts that occur before and after the buying firm owns the product, such
as lifetime CO, emissions, are relevant in many of today’s transactions, regardless of product category.

2 The Reshoring Initiative’s (2020) Total Cost of Ownership Estimator, a particularly complete list
of factors, offers the following that pertain to supplier impact on revenues: “impact on product dif-
ferentiation/mass customization, % of price,” “innovation loss, expected % of price,” and “oppor-
tunity cost due to delivery and quality: lost orders, slow response, lost customers, % of price.” Each
addresses a very broad issue in contrast to the detailed breakdown of potential costs (including
items such as prototype costs and travel expenses for site visits). By focusing attention on what
customers value, the TVC process can help guide firms to focus appropriately heavily on those
aspects of product differentiation and innovation that would have the most impact in a particular
application.

3 Any factors not included in the selection stage may be included in a pre-qualification stage on a pass/
fail basis; this applies to all factors and all approaches.

4 We acknowledge that best-in-class TCO models can include some risk and value factors, as well as
the cost categories listed here.

5 Referring to sourcing decisions as choices about an activity is common in the make-buy litera-
ture. The term “activity” allows consideration of the sourcing of goods and services. It also can be
defined narrowly (providing the manufacture of a single part number) or broadly (providing design,
manufacturing, and logistics for a whole class of related products and services). The definition of the
activity under consideration is itself a key strategic choice; see “Implementation issues” later in this
chapter.

6 Note that the value of the safeguard depends in part on what the customer wants. If a key part of
the customer’s value comes from an ability to quickly make changes in the product, carrying extra
inventory may not be a good option. This example illustrates how the TVC method allows a firm
to consider interdependent costs. It is arguably more difficult to consider interdependence when
using methods such as TCO, which often depend on working through long checklists where costs
are presented as independent of each other.

7 See Table 13.2 for additional evidence.

8 The authors are grateful to the procurement personnel involved for allowing us to observe and learn
from their application of TVC.

9 Table 13.2 provides a variety of evidence for this claim. For example, experiments show that man-
agers tend to insufficiently adjust from the first number introduced into their analysis; this number
serves as an “anchor” for the rest of their analysis (Epley and Gilovich, 2006).

10 The authors are grateful to the procurement personnel involved for allowing us to observe and learn
from their application of TVC.
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14 Interview

Selling value to purchasing

Snelgrove, Todd C. and Stensson, Bo-Inge

TODD C. SNELGROVE: How has procurement evolved over the years at SKF?

BO-INGE STENSSON: Ower the last three to four years we’ve undergone a procurement
transformation at SKE From what was a totally decentralized setup, all procurement
at SKF is 100% centralized today. By applying leading purchasing and supply chain
management practices, we've also gone from a price/delivery/meet-basic-quality
mind-set to a buying mind-set of total-cost/value-buying strategic mind-set. By
developing a strategic supplier base, we’ve also enabled value generation through
supplier co-innovation programs and risk mitigation through our Responsible Sourc-
ing Program.

TODD C. SNELGROVE: Why did that happen?

BO-INGE STENSSON: Two events occurred simultaneously. First, our CEO saw how we
were quantifying and measuring true value and total cost of ownership on our sales
side and wanted a structured process within procurement, because in the past we
weren’t measuring all the possible costs and benefits of different supplier offerings.
Second, the executive board implemented a centralized procurement operating
model to make sure SKF could reach its long-term strategic targets in terms of oper-
ating profit margin, return on capital employed, and growth. By leveraging SKF’s
total sourcing volume across all SKF businesses and by developing a capable strategic
supplier base, we’ve built a strong foundation to give SKF competitive advantages in
the markets where we operate. By this we also fully make use of our strategic supplier
base capacities and capabilities to drive performance.

TODD C. SNELGROVE: Give an example of when SKF paid a higher price because of a
better value.

BO-INGE STENSSON: I can give many examples across both direct and indirect material
sourcing. A rigid strategic sourcing process across all categories we buy includes eval-
uating cost drivers and value drivers across the entire supply/value chain. This process
enables us to evaluate, in a transparent way, total cost including price, reduced mate-
rial usage, shorter setup times, better cash flow, lower energy consumption, faster
time to market, and reduced capital tied up in inventories. We can look at hundreds
of different drivers of cost and value. Value of shorter lead times, risk management,
and better supply chain agility/resilience is also considered.

TODD C. SNELGROVE: How important is it that suppliers quantify the value they create?

BO-INGE STENSSON: It’s very important. In general, suppliers have trouble selling us on their
value if they can’t quantify it. It’s very important that suppliers are able to present a con-
vincing business case that substantiates how their offer will improve our own key metrics.
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It’s critical to profitably grow in today’s competitive business landscape. Suppliers need to
understand their customer’ value proposition and what drives value in the supply chain.

TODD C. SNELGROVE: What’s in it for the suppliers who can quantify value for SKF?

BO-INGE STENSSON: More profitable growth, access to leading business practices when
dealing with a world-class and leading company. Trust me — they’ll have a better
chance of getting a price increase if they can demonstrate the value they have and
will deliver for us.

TODD C. SNELGROVE: How was the procurement function within SKF perceived in the
past, and how is it perceived today?

BO-INGE STENSSON: In the past, I would say, we were generally seen as a non-strategic
function, and many times the business units only brought us in to finalize agreements
they'd already made. Procurement today, however, is seen as a true strategic business
partner delivering value to the bottom line. Through a smart procurement/sourcing
business model that forges business requirements with a global category and supplier
strategy, we ensure that we focus on the right business priorities and deliver results
quickly.

TODD C. SNELGROVE: How did suppliers respond when you said they had to start proving
value?

BO-INGE STENSSON: We’ve been ruthless for many years when it comes to supplier per-
formance. Supplier performance is measured in terms of QCDIM (quality, cost,
delivery, innovation, and management capabilities) focused on driving total cost and
value thinking. For almost 10 years we have stayed the course, and this also now pays
off in a better understanding of value and total-cost thinking.

TODD C. SNELGROVE: I've noticed your new email signature and the — we can call it —
branding of the SKF Procurement Team. Can you touch on that briefly?

BO-INGE STENSSON: “Turning costs into value.” We’ve also incorporated the 3Ps —
performance/profit/progress — in our procurement brand. It really states the DNA of
a high-performing global procurement organization. It sets the direction for what we
want to achieve in our daily business.

TODD C. SNELGROVE: How do you get the businesses to engage procurement early on so
that a discussion based on real needs, benefits, value can be determined?

BO-INGE STENSSON: First of all, now business units come to us, because they see us as
a valuable resource. Now all people in the businesses that work with purchasing/
supply-related operations either report or belong to the global purchasing opera-
tion. This gives us huge leverage to use our global resource base in an agile, adaptive,
aligned manner. Every year we agree, with our business partners, on the top priori-
ties via a signed SLA (service-level agreement). Through monthly follow-ups we can
then ensure progress and performance and that targeted profit levels are achieved.

TODD C. SNELGROVE: How is your procurement team measured?

BO-INGE STENSSON: Before, it was very much about price reductions and annual nego-
tiation results. Today it’s all about how we can reduce the total cost impacting the
company’s bottom line, looking much more on a holistic basis of what’s good for SKF
(see Figure 14.1). Second, we are also measured on how well we’ve developed and
how well we run our supplier base in terms of QCDIM. Third, we'’re also measured
based on how well we continually move our procurement operation toward high
performance, by developing people and talent and through continuous capability-
building via training programs.
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TODD C. SNELGROVE: Does SKF enter into pay-for-performance agreements, where sup-
pliers are paid based on the value delivered?

BO-INGE STENSSON: We're entering into more and more performance-based contracts
including fulfilment of our Responsible Sourcing Program. This program outlines
how suppliers can contribute to reduce Green House Gas — emissions in our supply
chain — reduce waste, and drive circular economy activities.

TODD C. SNELGROVE: s this a culture change for the procurement team at SKF?

BO-INGE STENSSON: In the last four years we’ve undergone a procurement transforma-
tion at SKE I’'m very proud of what we’ve achieved: business- and demand-driven,
innovative procurement. The journey is the target. To constantly change and drive
continuous improvements will ensure that we maintain SKF’s global competi-
tiveness, generating value for shareholders, customers/suppliers, society, and our
employees.

TODD C. SNELGROVE: Any final comments?

BO-INGE STENSSON: For the future it is so important that our business partners under-
stand their customers’ value propositions and that we understand our suppliers’ value
propositions. Understanding the end-to-end value chain and what creates value will
create differentiation and competitiveness.

Reducing total cost of ownership and creating sustained value for the final cus-
tomer are a key priority. To do so, our partners need to be able to measure their
impact, not just offer vague promises.

Update 2021 Perspectives — as an expert in supply chain and procure-
ment, working globally and in numerous industries, what new insights do
you have now that should resonate with sales?

TODD C. SNELGROVE: What are some things that Procurement Organizations do that
unintentionally leads to loosing value?

BO-INGE STENSSON: Not taking your time to build a TCO and Value Sourcing strategy.
It is also a leadership issue. Top Management needs to walk the talk and set the right
culture and performance indicators to drive the right behavior in the organization.

TODD C. SNELGROVE: What are the things that sales people do that unintentionally hurt
their sales performance?

BO-INGE STENSSON: Too short term focused, to save the quarterly results. Salespeople
should understand that it is not companies that compete, it is the supply chains. Sales-
people should invest more in understanding their customers’ value proposition, what
are the burning platforms, what problems can my product and service offering solve,
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and what opportunities can they create. How can my company make my customers
successtul by delivering profitable growth, competitiveness, and differentiation?

TODD C. SNELGROVE: What reactions have you seen the procurement profession doing
during the recent crisis, and what will be the impact for them in the future and how
do salespeople address?

BO-INGE STENSSON: The last 5 years or so, the business risks in global business have
increased, underpinned by the trade wars, the pandemic, and political uncertainty
among other things. The sustainability and environmental agenda have got a much
higher and important focus both from investors, customers, and shareholders. Also,
the inflow of new disruptive technologies and business models creates both chal-
lenges and opportunities.

The reactions? Driving risk mitigation strategies, building resilient supply chains,
and developing a sustainability business models based on total cost and value have
never bene more important.



15 Using best value to get the best
bottom line

Vitasek, Kate

Many buyers and suppliers are easily frustrated when it comes time to negotiate a fair
price for value. In fact, the situation is somewhat paradoxical. On the one hand, the
parties are discussing value; on the other hand, theyre bickering about what is fair with
conventional tug-of-war negotiation tactics. Bertini and Gourville (2012), in the Harvard
Business Review, issued a plea for action, challenging companies to rethink how they price
for their services. They asserted: “The way most companies make money is not just bro-
ken; it is destructive” (p. 96).

Traditionally, the best suppliers demand a price “premium” for their product or ser-
vice as a way to justify what they perceive to be a higher-value offering. In other cases,
they charge very high consulting fees to justify the “brainpower” in value-added services,
regardless of whether the solution provided creates the desired results.

No other subject gets as much attention when two companies are entering, or extend-
ing, their business relationship as the effort to establish a fair pricing structure. Architect-
ing a fair price and pricing framework dominates the procurement field, and rightly so.

But for progressive procurement and sourcing professionals, price is not just about
“the price” or about pitting buyers and sellers against one another as they sit across the
negotiation table. The key to sustainable profits is to unlock the hidden value in buyer —
supplier business relationships — and then buy on best value. This means shifting focus
from “the price” and beginning to adopt more sophisticated approaches such as total cost
of ownership (TCO) and “best value” supplier selection techniques (Vitasek, Snelgrove
et al., 2012).

While TCO and best value have become industry buzzwords in the last decade, the
use of both concepts is far from widespread. The good news is that there’s a growing and
welcome realization in the sourcing and procurement world that lowest price is not the
same as lowest cost, nor does it necessarily create long-term value.

Price versus best value: Why a best value approach is needed

As mentioned, the value mantra is this: it’s not how little you pay, it’s how much you get. That’s
the basic difference and tension between price and value. And today’s procurement pro-
fessionals not only need to understand this difference; they should use their procurement
toolkit to help them put the concept into practice.

When used, best-value approaches become the bridge that spans that tension, because
determining the true cost and value equation assures companies they are getting the best

“deal.”
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Unfortunately, the usual modus operandi for many businesses is to seek price reduc-
tions that provide immediate gratification rather than buying on best value, which for
many managers is too long term, involves too many departments, and is too complicated
and abstract. Picking a supplier on price is so prevalent that many corporations and even
government agencies have had policies that enforce the “lowest price” practice for dec-
ades. For example, beginning in 1954, the Minnesota Supreme Court ruled that state
agencies were required by law to award contracts to the supplier with the lowest price
using an open-bid process. The rationale? To divest public officials of discretion in order
to avoid even the appearance of “fraud, favoritism, and undue influence” (State of Min-
nesota, 1954).

Low-bid approaches are paved with the good intentions of “watching out for taxpayer
dollars.” But this approach also has fundamental flaws. Insisting solely on low-bid con-
tracts does not necessarily generate savings (Vitasek, Snelgrove et al., 2012). Indeed, cost
and time overruns are often run-of-the-mill, and there is little motivation for the contrac-
tor to innovate or bring expenses down because doing so may reduce profits.

‘While many organizations do not have to follow “low-bid” policies, too often they fail
to do their due diligence in digging below the purchase “price” to determine overall total
costs of ownership and conduct a proper best-value analysis.

A good example of a company not doing its homework is an original equipment man-
ufacturer that chose to move from an onshore supplier to an offshore supplier in China.
Original estimates showed a price savings of almost 75% compared with work performed
by the supplier in the region. What the company did not factor in were the increased
costs to manage the relationship with the Chinese supplier. The company’s travel budget
increased by 400% as engineers and quality teams flew business class to visit with the sup-
plier for new product launches and quarterly reviews. This example shows how 100% of
the promised savings did not hit the bottom line because the company failed to factor in
the total cost of doing business with an offshore supplier before making the final decision
(Vitasek, 2013).

Here’s the good news: Best-value approaches, tools, and methods such as TCO are
gaining traction. Even government agencies that traditionally relied on competitively bid
“lowest price” policies have begun to deploy best-value concepts. In 2001, the state of
Minnesota enacted Statute §161.3410, which infused discretion back into the process.
The Minnesota Department of Transportation used the new law for selecting the con-
tractor to build the I-35 bridge replacement after the bridge’s sudden collapse in 2009.
Why? It would enable them to balance cost, quality, and timeliness as key factors in how
they chose the contractors that would ultimately be charged with rebuilding the bridge.
The result? They selected a contractor that had the highest price — yet offered the overall
best value — resulting in one of the most successful bridge construction projects in history,
winning over a dozen awards, and being erected in a staggeringly short time frame of less
than 18 months (Vitasek, Manrodt et al., 2012).

Suppliers are also seeing the value of applying best value and TCO concepts. Some
companies such as SKF — a market leader in bearings and related industrial products —
have embraced the concepts of best value and TCO. SKF is so serious about it that the
company appointed a full-time Global Manager of Value to study, improve, and institu-
tionalize the concepts within SKE For SKE seeking to better understand TCO and best
value has advantages (SKE 2014). By knowing their costs and the value their products
provide, they can help their customers conduct business cases that help support SKF’s
premium price (Vitasek, Snelgrove et al., 2012).
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Total cost of ownership — the foundation for determining value

The concept of TCO first emerged in the 1950s when experts such as Michigan State’s
Bowersox (2007) challenged conventional approaches to understanding the costs asso-
ciated with logistics. He and a few colleagues believed that warchousing professionals
needed to understand the total cost of a shipment — not just warehousing and transporta-
tion costs. Bowersox and other thought leaders established the National Council of Physi-
cal Distribution Management, now known as the Council of Supply Chain Management
Professionals, to promote what they called total landed costs. The concept of total landed
costs has evolved and expanded outside of the logistics profession. Today most industries
refer to the concept as TCO.

TCO began to gain widespread traction in the information technology field in the
late 1980s with the Gartner consulting group, where TCO was used to calculate all the
costs of owning a desktop device, including capital, technical support, administrative,
and end-user costs (West and Daigle, 2004). The TCO concept has evolved considerably
over the years to embrace a more holistic approach to understanding the entire economic
investment associated with any product — including costs of acquisition, operation, and
disposal. In fact, this cradle-to-grave mentality is the basis for how most people define
TCO. The existing literature and market consensus is that TCO 1is the “sum of purchase
price plus all expenses incurred during the productive life cycle of a product, minus its
salvage or resale price” (Anderson et al., 2004: 98). However, this definition assumes
that total costs — once calculated — are static. Contemporaries are pushing the concept of
TCO further back in the supply chain and encouraging suppliers to capture their total
costs, challenging a more dynamic approach and encouraging companies to consider
risks as well.

The TCO concept can best be described through a simple example of buying a car.

Each person considers different criteria to be important when purchasing a car. Intui-
tively, once the specifications are chosen, such as a four-door family sedan with automatic
transmission, air conditioning, and a certain size engine, then one could assume that the
choice 1s made based on a unit-price comparison of the options that meet those criteria.
However, the costs of owning a car do not end with the initial purchase. The operating
costs such as fuel consumption, average cost to repair or service, financing, insurance,
depreciation rates, and numerous other costs live well beyond the acquisition of the car.
Using these data, one might find that the car that initially appears to be expensive will
actually provide the lowest total cost and therefore is a “better deal”

Practical approaches for applying TCO to comparing cars are gaining traction. There
are even free TCO calculators available on the Internet to help people determine the costs
of owning different types of cars; they include such costs as depreciation, interest on the
loan, taxes and fees, insurance premiums, fuel costs, maintenance, and repairs. Edmunds,
a website for car buyers, has created its own TCO acronym, “true cost to own,” which
allows customers to calculate the cost differences between cars (Edmunds, 2014).

Determining total cost of ownership

The only way to get to the real total costs is to document total costs from an end-to-end
perspective — capturing the costs from both buyer and supplier. This includes all cross-
departmental costs within the buyer’s organization as well. The earlier example of the
procurement group that moved to a Chinese supplier is a good example of how costs
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“popped up” in other areas — such as travel — that were not obvious to the procurement
team when they first did their price comparison.

The following definitions and calculations help clarify the concept of understanding a
buyer’s total cost (Vitasek, Snelgrove et al., 2012: 6):

Supplier’s Costs = Supplier’s Direct Costs + Supplier’s Indirect Costs

Supplier’s Cost # Supplier’s Total Costs

Supplier’s Total Costs = Supplier’s Cost + Supplier’s “Hidden” Soft and Hard
Costs + Costs Associated with Supplier’s Risk

Purchase Price = Supplier’s Total Costs + Supplier’s Profit

Buyer’s Total Costs = Purchase Price + Buyer’s “Hidden” Soft and Hard Costs +
Costs Associated with Buyer’s Risk

A baseline TCO analysis includes the costs under the current scenario as well as what
is projected based on the set assumptions. As mentioned, the preferred approach is always
transparency, where the total costs to own a product or use a service over time are factored
into the price. Some of the most common items to include in a TCO analysis include these:

*  Design and development costs

e Hard costs (e.g., labor and assets)

e Operating costs (e.g., energy and maintenance costs)

e Soft costs (e.g., overhead, “corporate allocations,” training)

e Installation and commissioning costs

e Governance costs (e.g., cost to manage the relationship)

e Software costs

e Supply chain support costs

*  Retirement, disposal costs, or residual value

e Opportunity costs, including reduced downtime, increased production yield, or sales
value or increased sales or margin for developing a better product

e Transaction costs, including cost of switching suppliers and costs associated with a
competitive bid and contracting process

e Environmental or sustainability costs or savings

While this list provides guidelines, the physical act of identifying true total costs is not
entirely straightforward and often not easy. Borrowing from a tried-but-true concept, the
“Priceberg” graphic depicts the “below the surface” costs, which ironically are estimated
to contain roughly 80% of total costs. The Priceberg (Figure 15.1) illustrates the impor-
tance of looking at the hidden costs (Vitasek, Snelgrove et al., 2012).

Understanding only the price (above the waterline) is analogous to seeing only the
tip of the iceberg. Often what is out of sight can and will cause the greatest damage.
For example, many companies do not consider disposal costs, which can be significant.
Numerous studies confirm that initial purchase price can often be the smallest component
of an organization’s costs. For example, an Accenture Consulting report shows that the
purchase price of industrial equipment (such as pumps, fans, or gearboxes) represents only
12% of its total cost (Snelgrove, 2012).
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Figure 15.1 The Priceberg

Although cost models are the foundation for TCO, leading authorities of TCO are fur-
ther pushing the boundaries of what should be included in a TCO analysis, arguing that
cost of risk should be also be considered. Over the last decade, supply chains have grown
increasingly vulnerable to supply chain disruption (Murphy, 2006). The costs associated
with these risks — if realized — are real and should be factored into any TCO decision.

Examples of risk include natural events (blizzards, earthquakes, floods, hurricanes,
tornados, tsunamis, wildfires); external man-made events (labor strikes, riots, terrorist
attacks, trade embargoes, and wars); and internal man-made events (industrial accidents,
business failures, product recalls, machine breakdowns) (Murphy, 2006).

To illustrate the cost of risk, consider Mattel in 2009; it was fined $2.3 million for
importing toys from Chinese suppliers that violated lead-paint safety standards. In addi-
tion to the fine, Mattel incurred the hard cost associated with the recall of approximately
20 million toys (Kavilanz, 2009) as well as the soft cost of consumer reaction.

A good approach to determining the impact of risk on the potential costs is to do a
risk assessment and sensitivity analysis. Companies can develop a model to determine
the impact of various assumptions and risk factors. When developing a sensitivity analy-
sis, companies should rank the probabilities of specific outcomes. Some companies even
invest in risk simulation software using the Monte Carlo method to help boost awareness
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of the various risk probabilities and their impacts. Monte Carlo simulation methods were
originally used for space exploration, but they are more routinely used by regular busi-
nesses to help predict the probability and impact of risk events. (Monte Carlo simulation
is a problem-solving technique that uses computers to approximate the probability of cer-
tain outcomes by running multiple trial runs, called simulations, using random variables.)
Once companies understand risk probabilities, they can create approaches in their pricing
model that help offset the risk in the smartest manner. Offset approaches could include
insurance, training, and detailed protocols.

Open-book approach as an enabler

The best way to capture the true boundary-spanning TCO components is with a high
degree of transparency that exposes the hidden costs across all parties — the functional silos
within an organization and the supplier. Although it might be hard to capture internal
costs, it will be impossible to capture costs without transparency with a supplier.

A transparent approach to sharing an organization’s and supplier’s costs often starts with
what is called an open-book approach. Using an open-book approach with suppliers
allows the parties to build a fact-based discussion around actual costs. By understanding
true costs, the companies can shift their focus from sitting across the table negotiating
price to probing how both parties can collaborate to eliminate non-value-added activities,
duplicative efforts, and risks that drive up costs.

Buyers and suppliers often have differing viewpoints about transparently sharing costs
and profit data. Unfortunately, they may tend to avoid transparency. Concerns and criti-
cisms about openly sharing costs, profits, and other key data are real, so buyers and sup-
pliers should openly address concerns about transparency early on in their discussions.

Suppliers can feel especially exposed when sharing costs. If a supplier reveals its true
costs, it is easy for the buyer to determine the supplier’s profit — which makes many suppli-
ers uncomfortable. A major fear is that the organization will use the information to attack
the supplier’s margins, which in turn reduces profitability. Buyers that do attack a supplier’s
margins often find that suppliers are good at hiding real costs, which results in a shell game
as the supplier shifts costs around to maintain their target margins. Smart buyers will work
collaboratively with their suppliers to drive efficiencies and reduce non-value-added work
rather than focus on margin reduction as a quick win for a price concession.

Another criticism of transparency involves the buying organization. Often when it
comes time to share, the buyer will look at transparency as a one-way street — the supplier
is supposed to share information, but the buying organization is exempt. This situation
occurs often, but there are ways to address it.

One way is to have a clear understanding of the business at hand and mutual agreement
on a statement of intent that specifies margin targets and what the organization will do
with the TCO assessment. For example, a statement of intent might indicate that the goal
of transparency is to allow the buyer to identify cost drivers and develop improvement
initiatives that can help reduce costs. Or a major retailer and supplier might work together
on packaging to decrease shipping costs. If margin targets are properly set early in the dis-
cussions, the transparent sharing of costs, and of margins, is easier and more comfortable.

Another approach is to jointly create an end-to-end process map: using this approach
enables the parties to discuss and allocate costs to the various buckets of activities as a way
to highlight where value is added (or where there is duplication of effort).

Choosing transparency will enable a much higher shared understanding of the true
TCO. Although transparency is strongly favored in establishing accurate total costs, it
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may not be feasible for some companies. Therefore, the only way to get close to a true
TCO is for both buyers and suppliers to share as much information as possible. Over time,
companies become more trusting, and they can revisit and refine the pricing model as
they learn more.

Best value

The conventional definition of TCO is exclusively concerned with the cost side of cus-
tomer value. However, the real power is that TCO provides a foundation for making
best-value sourcing decisions. TCO is defined as the foundation for making best-value
decisions (Vitasek, 2010). The advantage of using a TCO model is that by quantifying
expected outcomes, organizations can make clear and informed decisions when it comes
to price/value decisions.

To be successful, procurement professionals need to examine and weigh what the best
net value is for the whole organization. Unfortunately, sometimes outdated thoughts such
as “That’s not what I am measured on” or “That’s someone else’s problem” creep in. It is
imperative that management insist and consistently reaffirm that shareholders care about
the best net long-term decision and not focus on one function saving a little while costing
another function a lot more.

How to “buy” best value

But how do you determine the value side of the equation? An easy way to explain the
concept of best value is through a basic example, such as picking a restaurant for lunch.
There are many reasons why someone might pick one restaurant over another. Crite-
ria might include proximity for reduced travel time, service levels, taste and variety of
food, atmosphere, and price. Depending on the situation, different restaurants are chosen.
A great choice for a business lunch with a client might not be the same choice someone
would make for a quick bite to eat in order to get back to the office to finish working
on a report.

Determining best value for a product or service is much the same — it’s about pick-
ing the best option that fits the current and projected need. The options go well beyond
costs. Jaconelli and Sheftield (2000) describe the intent of best value as enabling a balance
between cost and quality considerations while ensuring ongoing value for money and
promoting continuous improvement to further value for money.

Scotland emerged as a leader in applying best-value thinking (Cooperative Research
Centre, 2002). The country is a leader because of a unique political situation whereby
the Scottish Parliament was separated from that of Great Britain in 1999. Under the
devolution, the Scottish Parliament established 32 local authorities that suddenly gained
significant power and budget in procuring public services ranging from education, to
street cleaning, to housing, to leisure and cultural services, to welfare services. Local
authorities were eager to improve the services received for their money (Wisniewski and
Stewart, 2004). Because of Scotland’s success in using best-value principles, its parliament
established best-value concepts in legislation under the local government in Scotland Act
in 2003. The act sets out eight main criteria (Cooperative Research Centre, 2002) to
define best value:

e Commitment and leadership
e Competitiveness and trading
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*  Responsiveness and consultation

e Sustainable development

*  Sound governance and management of resources
e Equalities

*  Review and option appraisal

*  Accountability

It is interesting and instructive that the 2003 Act does not list price as a component.
Although the list given earlier is a good one, best-value criteria will vary for every product
or service purchased. Again, determining best value is about picking the best option that
fits a particular need. Other common criteria include these:

*  Environmental sustainability

e Diversity program excellence
e Social responsibility

*  DBusiness interface efficiency

*  Market penetration

*  DBrand image

e Speed to market

*  Market-dominant supply chain
e Competitive market advantage
e Technological advancement

e Innovation

e Cultural competence

*  Growth capability

e Counter trade optimization

e Cash management

Calculating best value

Best value can really be thought of as an equation that balances the decision criteria when
choosing from alternatives. The following calculation illustrates how to calculate best
value (Vitasek, Snelgrove et al., 2012: 8):

Best Value = Optimum Benefit
(sum of criteria as defined by the buyer)
— Buyer’s Total Costs

A good example of a best-value calculation again comes from the Minnesota Depart-
ment of Transportation (MnDOT) during the process for selecting a contractor to
rebuild the collapsed I-35 collapsed bridge (Vitasek, Manrodt et al., 2012). To ensure
transparency and objectivity in the selection process, MnDOT was required by law to
list selection criteria for every stage of the process and the evaluation weight of each
criterion.
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MnDOT carefully outlined the performance criteria for selecting a contractor by docu-
menting the formal evaluation criteria and evaluation process. The RFP listed MnDOT’s
six primary desired outcomes that potential bidders needed to accomplish.

1. Safety

a.  Provide a safe project area for workers, the traveling public, community, environ-
ment, and emergency services during the execution of the project.

b. Provide a solution consistent with MnDOT design and construction standards.

c.  Provide a solution adaptable to the recovery efforts of the collapsed bridge.

2. Quality

a.  Implement a quality management system that ensures the requirements of the
project will be met or exceeded and ensure public confidence.
b. Reduce future maintenance costs by providing a high-quality project.

3. Schedule
a.  Complete construction by December of 2008.
4. Environmental compliance

a.  Provide a quality product with minimal impacts to the environment while using
context sensitive solutions.

5. DBudget

a.  Implement innovative solutions to maximize the return on taxpayer investment
by reducing costs and improving quality of the transportation system.

6. Aesthetics

a.  Utlize visual quality techniques and context-sensitive design to incorporate the bridge
into the surrounding environment (quoted in Vitasek, Snelgrove et al., 2012: 9).

MnDOT ultimately created a “best value formula” that would become the litmus test for
selecting the winning bidder, with the contract award going to the bidder with the lowest
adjusted bid representing the best value for MnDOT — not the lowest price. The formula
comprised a technical score, the number of days to complete the project, and the contract
bid price (Vitasek, Manrodt et al., 2012).

A paradigm shift — from price to pricing models

The trick to “buying” using value-based principles comes from determining the “fair”
compensation for the supplier. So how do you establish what’s fair? The customary way
is to use a competitive process, get bids from suppliers, and compare the various “prices”
from suppliers. This transactional approach works well for commodities where there is
a great deal of competition, where products and services are relatively standardized, and
where the environment is more static than dynamic. But what happens when there is little
competition or when the environment is in flux, which can pose risks for either the buyer
or the supplier based on changing market conditions? In these cases we suggest making a
paradigm shift to using a “pricing model” instead of a “price.”
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MnDOT best value formula

Three components

¢ “A” = Contract bid price
e Plus “B” = Number of days to complete project, which is multiplied by
$200,000 per day — $200,000 per day based on 50% of road user costs

*  Divided by technical proposal average score

Result: Adjusted bid = (A) + (B X $200,000) divided by TPA
Contract awarded to lowest adjusted bid

It is important to first understand the difference between a “price” and a “pricing
model.” Simply put, a price is something you pay for each transaction. Say the price for
your Starbucks Grande two-pump vanilla latte is $3.25. In the MnDOT example, Flatiron
Manson bid a price of $233,763,000 to rebuild the 1-35 bridge (Vitasek, Manrodt et al.,
2012).

A pricing model is fundamentally different: it is a mechanism that companies use to
determine the optimum commercial agreement between the organization and the sup-
plier. In some cases a pricing model consists of nothing more than costs, volume targets,
and incentives based on helping an organization achieve value, such as market share, total
cost savings, or customer satisfaction levels.

Many pricing models are expressed in a simple spreadsheet; however, some are more
like a small, customized software package or macro-based Microsoft Excel spreadsheet.
The term “model” is used because a good pricing model enables the parties to manipu-
late underlying assumptions, allowing them to “model” the outputs relative to the input
components to determine a fair way to pay for goods and services. In a dynamic envi-
ronment, a good pricing model creates a commercial pricing structure that equitably
allocates risks and rewards with the purpose of realizing mutual gains for the duration of
the agreement.

But how do you establish a pricing model to foster a win-win relationship? Unfor-
tunately, there is no one-size-fits-all approach. There is no generic template or standard
spreadsheet to help you get the correct pricing “answer.” Establishing the right pric-
ing and incentive mix can be complicated and technical. Yet you do not have to be an
accountant, a consultant, or a software engineer to recognize the benefits of a fair pricing
model that rewards for value creation.

The good news is that developing a pricing model is not a guessing game. Rather,
it is a process that parties go through together with the goal of creating value. The best
pricing models are based on transparent relationships that use a fact-based approach that
begins with a sound TCO foundation. Buyers and suppliers should develop a pricing
model through a best-value lens, striving to understand profitability levers that can add
value for the buyer through increased revenue, reduced risk, improved working capital
and capital investment productivity, or anything else that positively impacts an organiza-
tion’s profitability. Because value is based on the overall impact on a firm’s profitability,
the companies should establish the appropriate mechanisms for triggering payments when
value is received.
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Some of the characteristics of a good pricing model include the following:

e Input assumptions that are changeable. This allows for dynamic business conditions
and enables the buyer and supplier to track the real impact of value versus assumed
impact.

*  Proof points that are supported by references and technical reasoning.

*  Ranges of expected outcomes: ranges help focus the discussion based on reference
points; in some cases where risk is high, or in extremely large deals, companies con-
duct sensitivity analysis or even Monte Carlo simulations to clearly show the potential
impact.

e Clearly understandable calculations.

e Use of benchmarking data when possible to help set reasonable targets for potential
benefits.

Many creative approaches are emerging to help buyers and suppliers establish ways to pay
for value received. One of the simplest forms is to compensate suppliers for value through
incentive payments. A commonly used approach is known as gainsharing, whereby a
supplier receives a portion of any costs savings realized. This in essence becomes a price
premium for a supplier. Gainsharing is good when cost reductions are a focus, but differ-
ent approaches are needed when suppliers help buyers achieve value beyond costs.

More progressive value-based commercial models have emerged where payment to the
supplier is tied directly to the supplier’s ability to achieve outputs or even business-related
outcomes. Two of the more notable approaches are performance-based and vested agree-
ments. The previous chapter highlighted these models. This following section expands on
how both performance-based and vested models apply a value-based approach to establish
pricing between a buyer and suppliers.

Performance-based agreements

The relationship with suppliers under a performance-based agreement is different than
with transactional providers, because some or all of a supplier’s compensation is tied to
their achieving a predefined output. Performance-based agreements are also called pay-
for-performance because they often have an incentive (or penalty) tied to achievement of
a predetermined performance target. The supplier’s price usually includes guarantees for
performance and/or a cost-savings glidepath.

A performance-based agreement typically splits pricing between “base” service fees
(e.g., monthly fee to manage the workscope or even a base price per unit/per hour)
and incentive/penalty fees tied to the supplier’s outputs. For example, an information
technology (IT) supplier may charge a monthly fee that typically covers all the basic costs
necessary to set up and perform the service, whereas the incentive fee is for achieving the
agreed-upon service level agreement (SLA). This method protects suppliers’ base cost/
profitability while letting buyers see savings over time from baked-in price reductions and
tying suppliers’ fees to outputs.

A well-structured performance-based agreement includes an incentive framework,
which is a mechanism for measuring performance and triggering incentive awards or
payments. Using a clearly defined incentive framework with mutually defined terms is
critical for both suppliers and customers. Unfortunately, in far too many performance-
based agreements, buyers tend to unilaterally award incentives and assess penalties without
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input from suppliers or key-user stakeholders. If this determination is not done properly
and fairly, a more adversarial buyer-supplier relationship may result.

Vested agreements

A vested agreement is a highly collaborative sourcing business model where both buyer
and supplier have an economic (vested) interest in each other’s success. Under a vested
agreement, buyers and suppliers enter into collaborative arrangements designed to create
value for all parties involved earlier and beyond the continuum of conventional buy-sell
transaction-based agreement.

A vested pricing model rewards the supplier for delivering desired outcomes in the
form of solutions rather than simply using transaction-based approach to pay a supplier
for performing activities or supplying goods. The better the supplier is at achieving the
buyer’s desired outcomes, the greater the supplier’s profits. This encourages suppliers to
institute innovative and cost-effective methods of performing work to drive down total
cost and/or drive up revenue while maintaining or improving service. Properly struc-
tured, a vested pricing model creates an economic exchange where the more successtul
the customer, the more successful the supplier. Likewise, a supplier that is not effective
would be paid well below market rates.

Because vested relationships are often longer term and involve supplier investment, it is
important that buyer and supplier devise a pricing model that incentivizes the supplier for
the effectiveness of its innovations and prevents the supplier from becoming complacent
under their longer-term relationship. A vested pricing model usually uses low margins for
the base services coupled with incentives that enable suppliers to earn very high margins
when they create value by achieving their customers’ desired outcomes and solving their
business problems.

A general rule of thumb is that “low” means below-market margins if the work would
be bid — often as low as 50% of market margin. For example, if the work were to be bid
out and the “market” margin was 10%, a vested deal might have a 5% margin for the base
services. Using the 10% as “market,” the rule of thumb we see in a vested pricing model
allows the supplier to earn two to three times the market margin — or up to 20 to 30%
profit margins — if they succeed in bringing transformation and innovation to their cus-
tomer (Vitasek et al., 2013).

Regardless of the approach used to compensate a supplier, it is important for buyers to
understand that suppliers should earn a fair return_for their investment.

Conclusion

As organizations seek (and demand!) more value from their suppliers, they must realize
that suppliers must be compensated with a fair return on their investment, ideas, and
innovations that are at the heart of creating value.

Organizations are encouraged to take to heart the following lessons:

e Adopt a transparent approach to identifying true TCO and to jointly developing
business cases that identify value surplus opportunities.

*  Expand the lens with which value is calculated to include a system-wide approach,
including developing business cases that look at the profitability factors for both the
buyer and the supplier.



Using best value for the best bottom line 165

e Consider moving away from “prices” and opt for developing “pricing models” that
reward suppliers when value is received.

e Learn about and test alternative commercial agreements such as performance-based
or vested that shift accountability for delivering value to the supplier yet seek to
reward them fairly for their risk.

The bottom line is that those who still use old-school approaches will find themselves
in a race to the bottom, bickering over low price rather than seeking ways to establish
sustainable supplier relationships that more fairly create value for buyers and suppliers.
Moving to a “best-value” mind-set and orientation represents the future of procurement.
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16 Value selling

The crucial importance of access to
decision makers from the procurement
perspective

Maguire, Rob

It all started so well. I had recently left my position as European Head of Materials and
Indirect Procurement for Reckitt & Colman following a year-long stint as Head of Pro-
curement Transformation. As the leader of a new and aspiring procurement consultancy,
I was delighted to be asked to be the keynote speaker at a sales conference of a major
global telecoms company. My theme was “Understanding the buyer’s mind-set — co-
creation in a commercial environment.”

When I arrived on site in Barcelona, I was greeted by the organizing team and intro-
duced to the conference leader. “We've got 500 of our best salespeople here, and we are
expecting a lot of them,” she said. “They are very interested to hear from a procurement
expert and to try to get under the skin of the professional buyer.”

She introduced me to my host for the event and moved on. Its at this point that it
started to go downbhill. His greeting “Pleased to meet you at last” seemed a bit abrupt, but
I thought “That’s salespeople for you.” “I tried for two years to get 60 minutes in your
diary and you wouldn’t even return my calls,” he added.

Clearly, as a senior leader in a global business with purchasing authority for nearly
€10 million of spend across Europe on telecoms, I was an important person to the Head
of Corporate Sales at EMEA. But, and it’s a crucial but, just because I was important to
him didn’t mean he was important to me. I understand my importance as a customer
from the fact that I have €10 million to spend. Why, though, does the fact that I spend
€10 million in a marketplace make any particular salesperson more important to me than
any other salesperson or even important enough for me to want to spend time with them?

To understand how we ended up here, we need to examine how a buyer thinks and acts:

*  How they analyze expenditure.
*  How the buying cycle works.

*  How they approach strategy.

e Where they focus their time.

‘We can then look at the scope to build better relationships and examine how to get that
crucial 60 minutes with a key decision maker or influencer.

First of all, consider my role as Head of Procurement. I have upward of 60 categories of
spend, responsibility for almost €1 billion of contracts, and 30 factories across 12 countries
all clamoring for my attention. To every factory, brand manager, department head, or
budget holder their crisis, new product, or innovation is my highest priority.

Helping a salesperson meet their customer relationship management (CRM) target for
meetings or their sales target for corporate sales is not high on my agenda.
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Most corporate buyers would use as a start point some variant of the Kraljic (1983)
portfolio purchasing model to prioritize their time and the focus of their attention.

Kraljic’s portfolio model first came to prominence more than 30 years ago and proposed
that suppliers and the goods and services they supply can be segmented according to the
profit impact on the business and the risk or criticality of the supplies to the business.

The resulting four-box matrix (Figure 16.1; after Kraljic, 1983) presents a clear state-
ment of intent for each of the portfolio segments.

High
Bottleneck Strategic
Reduce risk Partnership
Continuity Value enginecr
Conformance Negotiate
Supply Risk/
Criticality
Routine Leverage
Ignore Leverage
Automate Exploit
Bundle Switch
Low High

Profit Impact

Figure 16.1 Purchasing portfolio matrix
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Figure 16.1a The Kralijc framework — supplier view
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This is the first problem for the aspiring value seller — making sure the buyer sees you
in a segment that gives you the opportunity to sell value.

Whenever 1 ask strategic account or key account managers (KAMs) where they see
themselves, the answer is almost always in the Strategic quadrant.

The problem is that this is based on the seller’s view of the seller’s importance to the buyer.
Frequently, this view can be supported by the customer’s budget holders or users. It doesn't,
however, take account of the buyer’s views with reference to other areas of expenditure.

Bottleneck. 1f you find yourself in this quadrant, the good news is that there is unlikely
to be much competitive pressure. The spend is of low value and is difficult. The key focus
of the buyer is to avoid problems and to ensure security of supply and appropriate levels
of service and quality. The bad news is that you are unlikely to feature high on the list of
people that the buyers consider to be worth spending a lot of time with.

Routine. 1 think of these purchases as nuisance expenditures, which is a departure from
Kraljic’s original framework — he used the term “Routine.” This is a bit of a blunt descrip-
tion of purchases that are seen as routine and of little commercial interest. I believe, however,
that “nuisance” better describes how buyers see spend in this area — high-volume, low-value
transactions that clog up the business. The goal is to have as little as possible to do with them.

The focus for the buyer is to reduce the cost of the transaction. Recent advances in dig-
ital marketplaces have made this a particular focus for web-based purchasing and ordering
strategies. The objective is to spend as little energy as possible in this arena. Many buyers
have completely distanced themselves from this quadrant by outsourcing this expenditure
to services companies or aggregators who offer to take all the pain away by supplying
everything in this quadrant as a one-stop shop.

Leverage. This is where the buyer is most at ease. The value of the expenditure is high
enough to be worth spending time on, and the purchases are not so critical that they will
expose the business to undue risk if something goes wrong. The buyer has power in the
marketplace due to the potential size of the account and a number of suppliers to choose
from. If you find yourself in this quadrant, then competition is everything. This isn’t about
the value you bring but about how you compare with other potential suppliers of similar
products or services in the marketplace. You probably will get time in the buyer’s diary — to
discuss your prices and your response to their latest tender request or even reverse auction.

Strategic. This is the holy grail for the strategic account manager. The value of the spend
is high enough to be important to both the seller and the buyer. Importantly, the buyer
sees the goods or services as making a major contribution to his or her business perfor-
mance. This is the quadrant for partnership and joint initiatives. Accounts that operate in
this quadrant will have regular planning and strategy sessions, and access to the key deci-
sion makers is assured.

Let’s return to our telecoms sales executive. He clearly sees himself and the products and
services he supplies as strategic to his customer. After all, a company can’t function without
the ability to communicate with its customers, staff, and suppliers. Add email, online ordering,
and remote working to the mix, and there is a clear case to be made for the Strategic quadrant.

Look at it, however, from the buyer’s perspective:

e Sure, €10 million is a lot of money, but is it that much in the grand scheme of things?

e There are lots of telcos in the marketplace, and their products are all the same and
interchangeable.

e Telecoms is really a utility. It’s hard to see how any supplier could add value over
another one.



Value selling 169

So where would you put it? Certainly not high risk or critical. It is either, then, routine
or leverage.

Neither of these options is very attractive for the strategic account manager trying to
sell value. The result is a battle for control of the account and the agenda.

As a buyer, my primary objectives are to reduce risk to my business and deliver cost
reductions and commercial success.

At one level, this is best achieved by driving as much spend as I can into the Leverage
quadrant.

The rise of corporate procurement teams, consultants specializing in procurement, and
e-auction technology have all helped fuel growth in this area.

The buyer has three primary tools to help them create Leverage spend:

Aggregation. Centralizing spend control has become much easier with the growth in
enterprise computer systems like SAP and Oracle (other alternatives are available). Pur-
chasing authority for everything from stationery through maintenance to travel and train-
ing has been taken away from the individual manager or maintenance technician and
centralized in a corporate procurement organization. This has driven a focus on large,
one-off tenders. In some marketplaces, buyers have gone beyond aggregating similar pur-
chases and created entirely new marketplaces. Industrial distributors who once supplied
bearings and fastenings now supply bottled water, cleaning supplies, and safety clothing —
anything where they can add more top-line turnover to the account.

Standardizing. From the buyer’s perspective, reducing the number of different items
I buy concentrates my expenditure on a smaller number of higher-expenditure items.
Experience tells me that the greater the expenditure on each item, the easier it is for
me to get a better price. Once I have aggregated my spend and reduced my number of
suppliers, the next thing is to reduce the range of products or services I take. In addition
to greater price leverage in the marketplace, fewer items means reduced complexity and
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Figure 16.1b The Kralijc framework — customer view
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a reduction in Stock keeping units (SKUs), stockholding, and cost of warehousing or
servicing.

Commoditizing. To leverage my spend and drive prices down, I need competition. This
means | have to remove differentiation and specialization. This drives a culture of “good
enough.” One supplier’s product might be better than another’, but if they are all good
enough, then the better aspects of one supplier’s product over another’s have no value.
“Fit for purpose” is the cry: I don’t need your extended life, value-added services, or
technical support.

‘Whatever you think about the benefits of your product to the customer and whatever
sales methodology you choose to adopt, you can’t sell value anywhere other than the Stra-
tegic quadrant. Okay, you might have some successes in the Security quadrant, and these
shouldn’t be ignored. The big money, though, is in the Strategic quadrant.

The mistake many sales teams make is to try to sell value to a buyer who has them
positioned in the Routine or Leverage quadrants. If you are positioned in either of the
bottom quadrants, the focus is on efficiency of the procurement process or comparison of
your price with prices from suppliers of similar products or services. The value sale is not
a product or a service sale — it is a positional sale. You need to sell your strategic impor-
tance to the buyer before you can start to sell your value.

Back to our telecoms salesman. When he tried to get his 60 minutes, what [ heard
was someone wanting to talk about phones or the price of cellular minutes or megabytes
of data. If I see him in the Routine box it’s not worth my time. More likely, I see it as a
Leverage spend because of the value, and I don’t need a series of meetings to get a pricing
sheet filled in. If I did, then I've got a junior buyer or category manager to deal with it.

What I learned in Barcelona was that the KAM didn’t want to talk to me about cell
minutes or megabytes of data.

“You completely missed the point,” he said.

You had no idea how frustrated your sales team were about the poor connections they
had or how many orders they lost because they couldn’t get access to stock information
or process an order in real time. What we wanted to talk about was salesforce effective-
ness and productivity, not the price of the calls. We were confident we could improve
the efficiency of your front-line salesforce by about 1 hour a day — what would that have
been worth?

And the honest answer is that I had no idea, and I'm still not sure I could answer that
question now. With hindsight, he was probably right, and it would have been one hour
of my time very well spent.

So what went wrong?

Fundamentally, the sales approach was out of synchronization with my focus and expec-
tation as a buyer. To understand this misalignment, it helps to understand the corporate
purchasing cycle. This is explained by Figure 16.2.

e Need identified. The cycle begins with the identification of a requirement by the busi-
ness — a need for a component, good, or service. This need, or more accurately the
problem needing to be fixed, is the ultimate determinant of value. Fix the problem,
and the economic impact of the solution or realization of the opportunity is the real
value delivered.

o Specification established. The next stage in the process is to turn this need into a speci-
fication — a description of what we want or are trying to achieve — that the buyer can
take to market. Immediately, the value seller is under pressure. If the need excludes
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or fails to recognize attributes or benefits of your products or services or, worse still,
skews the specification toward a competitor, the opportunity for you to demonstrate
value and get paid for it begins to disappear.

e DPotential suppliers identified. The buyer then defines the pool of potential suppli-
ers that will be asked to provide prices. If the buyer doesn’t see you as a potential
supplier, you won’t even be given the chance to pitch. Consider the case where a
manufacturer of high-performance industrial components has a range of extended-
life products that would reduce long-term maintenance costs and downtime and
increase productivity and profitability. If the buyer sees the procurement as a wide-
ranging MRO exercise where they want a one-stop shop for the whole range of
MRO materials and consumables, the value player won’t even be considered a suit-

able supplier.
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*  RFQ. The buyer puts the requirement into the market as a request for proposal or
invitation to tender. Often, this uses the previous step to develop a pre-qualified list
of SQEP suppliers: suitably qualified experienced providers. Each potential supplier
is considered capable and fit for purpose.

e Proposals received. The buyer compares the bids against one another and chooses a
short list of the most favorable to negotiate with. This is finally where the buyer fully
engages with the marketplace and the potential suppliers. But look what has hap-
pened. In the buyer’s mind they have already established the need, locked down the
specification, decided who might be suitable and asked for proposals against a stand-
ard pricing grid, and, probably, ranked them against one another.

e Negotiate. The buyer enters into detailed negotiations with short-listed suppliers and
agrees on prices and terms. This is not a strategic negotiation about what value can
be generated and delivered but a tactical negotiation using competition and leverage
(the threat of losing the business) to drive prices down. There is very little value left
by this point. What remains is a price reduction or some kind of improved service.
Neither of these is likely to be enough to make a step change in the buyer’s business
or to generate enough measurable value to deliver enough money to pay for a signifi-
cant price difference. We are in a commoditized marketplace.

o Contract agreed on and awarded. The process is now turned over to the lawyers and the
agreement converted into a formal contract.

e Performance. The buying team and the sales team disengage and turn the operation of
the contract over to their respective operational colleagues. They, in turn, operate the
contract and the relationship to deliver the goods and/or services to satisfy the need.

‘When you ask buyers where they focus and put most of their energy, the answer shows
a high emphasis on the stages from RFQ to Negotiate. What this means is that they are
focused on getting prices from the market.

‘What the buyer is asking for is a price to meet an established need — whether it is for a
bearing, a computer, or a cell phone.

I often describe the organizational buying process as “getting the least worst answer to
the wrong question from a bunch of people you’ve met online.”

Often, what the strategic account seller is trying to do is talk about fulfilling the real
business need — which is where the value sits. Buyers don’t always realize that the oppor-
tunity to reduce costs, improve productivity, and potentially increase profitability dimin-
ishes as they progress through the cycle. When they invite their chosen supplier(s) to
submit tenders for a specification they have decided on, they have probably already lim-
ited the seller’s opportunity to add value.

The greatest opportunities for innovation and performance improvement happen at the
stage where both buyer and seller are jointly defining the need. By the time the customer
has created a specification they will already have excluded some options, possibly without
even knowing they’ve done so. Alternatively, the buyer may have specified the require-
ment in such a way that she or he has built in complexities, manufacturing, or service
elements that make it hard to deliver or more expensive to deliver the product or service.
In essence they have built in inefficiency and waste.

It seems obvious now that the telecoms salesman and many other salespeople over the
years have known as much or even more about my business and my needs than I have
and that I should have given them the opportunity to contribute this knowledge to my
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business. This would have allowed them to add genuine value to my business, deliver
productivity improvements, and reduce costs.

In the 30 years since Kraljic proposed his purchasing portfolio matrix, the corporate
world has transformed beyond recognition. The dual creeds of core competence and out-
sourcing mean that businesses no longer buy simple components and services to combine
these into end products. Increasingly, businesses are buying complex assemblies, services,
and even finished products through complex, multi-tier supply chains.

As outsourcing has increased and procurement has centralized, buyers have become
more remote from the technical and performance aspects of their purchases, and the
technical voice of the buying company has become smaller.

The business criticality is often hidden or misunderstood until something goes wrong.
The value of expenditure is too blunt an instrument to look to differentiate between sup-
pliers and marketplaces.

Buyers need to look differently at how they segment suppliers to take account of this
knowledge.

For value to be created and rewarded, the value seller has to persuade procurement to
look differently at how they see the seller’s role in the purchasing cycle.

The Market Knowledge Continuum (see Figure 16.3) segments purchases into three
areas — price, benefit, and solution — based on who knows more about what the purchaser
is buying: the buyer or the seller (the market). The segment the purchase is in determines
the nature and style of the relationship and the technical purchasing skills required.

In the Market Knowledge Continuum, knowledge represents value, knowledge about

e how costs behave in the customer business (cost drivers and cost reductions);
e how performance can be improved;
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e unnecessary complexities driven by buyer behavior;
*  how the specification can be reengineered;

e other ways to deliver the outcomes required,;

¢ market innovations; and

*  competitive advantage to be gained.

This knowledge needs to be converted into hard economic value, with monetary state-
ments of the investment required represented by the higher price charged by the value
supplier and the return on this investment delivered through the quantified and mon-
etized expression of the additional benefits delivered.

The value isn’t in the products or services being sold; it is in what those product and
services can do for the customer — knowing about the customer’s problems and opportu-
nities and how to deliver solutions and, most crucially, how much they are worth to that
customer when implemented.

In the Market Knowledge Continuum the decision about how to buy the products or
service is made through an analysis of the balance between the knowledge and expertise
of the buying company (supported if necessary by experts, agencies, or consultants) and
the selling company.

Price

On the left of the Market Knowledge Continuum we have areas where the need is simple
and the buyer knows everything they need to know to specify their requirements and
meet their business objectives.

Typically, these are commodity purchases or goods specified in a way which reduces
them to commodity. The buyer may have produced a technical (input) specification that
details how the goods should be made and wants to achieve the specification at lowest
price.

Price markets and purchases can be handled through competitive tenders, auctions, or
agents regardless of their value.

There is very little that suppliers can bring to add to the knowledge of the buyer. Each
supplier will, more or less, provide the same goods and/or services, and what remains is
price, reliability, and residual aspects of service. They really are all the same.

The buyer’s focus will be on developing a clear specification and an efficient RFQ
and contracting process. Procurement analysts will compare bids, keep suppliers at arm’s
length, and focus on using competition to reduce prices through negotiation.

Benefit

As we move to the middle of the Market Knowledge Continuum, the buyer doesn’t have
as strong or complete knowledge about what is being bought as they had in the price
segment. The buyer may have strong knowledge about what they need to achieve, but
not necessarily the best way to go about it. There’s a danger that if buyers assume they
know the best way to go about achieving a desired result, they may develop an inappro-
priate technical specification and get what they asked for, not what they need. Buyers in
the benefits segment need a more co-operative approach with the market; they need to
negotiate with suppliers to jointly work out the best way forward. The buyer recognizes
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that different suppliers can bring different proposals and that it is not just a simple matter
of comparing prices. For example:

*  Life span will be different.

*  Running costs could change.

e Consumables will be more (or less) expensive.

*  Reliability and maintenance profiles need assessing.
e Productivity will drive benefits.

This is the arena of total cost of ownership (TCO) procurement: comparing the costs to
procure, use, and operate the goods and services rather than the price to buy. TCO has been
used by major organizations in the automotive and fast-moving consumer goods sectors for
component and direct material expenditure since the late 1970s and in other sectors such
as IT and construction since the mid-1980s. It has never really gained much of a foothold
(despite the best efforts of many buyers and sellers) in services and indirect expenditure.

Business solution

As we progress through the continuum, the knowledge needed from the marketplace
increases to the point where, ultimately, the buyer can only really say what they want to
achieve and need to leave it to the supplier to specify the best way to achieve it. This is
the business solutions market. It requires in-depth, collaborative working with the most
capable suppliers to engineer the right solution for the business.

Buyers need to concentrate on finding the right supplier(s) and to work with them to
deliver solutions to business problems: delivering real, hard-cash improvements to the per-
formance and profitability of the business and sharing the prize. It is here that real value
can be created and sold. This is the arena for genuine business partnerships.

The job of the value seller is to move the buyer into the business solution segment
BEFORE they try to sell to them. As the buyer moves from price to business solutions,
they need to get suppliers more involved earlier in the purchasing cycle — arguably as early
as need identification — and certainly before specification.

This is tough for buyers. They have to give up their competitive power and take
what they perceive as a significant commercial and personal risk. It’s much easier to say,
“I got four quotations and took the second cheapest” than it is to take responsibility and
accountability for a business recommendation that the company should invest in a more
expensive solution that will deliver additional economic benefits over and above the price
increase.

‘What this all means is that if you want to sell value, then you have to reduce the
perceived risk involved in paying a higher price with the possibility that the additional
benefits won’t materialize — convince me that you know something that I don’t and that
you can make something happen that is of real value to me. If you are going to improve
my salesforce efficiency by 1% or extend the maintenance interval of my machines by six
months, you need to be explicit about what that means for me in economic terms and
convince me you know how to do it.

But, and it is a big BUT, if I don’t see you as someone with knowledge to bring to the
table, only products, you won'’t get the audience. You won'’t get out of the price bucket.
Don’t expect me to do the work for you. I probably don’t have the knowledge anyway.
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The importance of this was brought home at a recent meeting of Cranfield Univer-
sity’s Key Account Management Club. I asked the 100 or so sales executives in the room
to imagine that the room itself was the Knowledge Continuum and to stand where they
thought represented the knowledge split between them as experts in their customers’
businesses and their key account customers. If the knowledge was equally shared, they
would be in the middle of the room. Of the 100 people, none were left of center (Price
segment). There was a very significant belief that they as sellers had more knowledge
about how their products and services could benefit their customers’ businesses than the
customers had.

So far, so good. I then asked them to move to where they believed the customer would
position them. Everybody moved left. There were still a few Benefit and Business Solu-
tion players, but the vast majority of people were now tending toward Price.

Think about it. Your customer doesn’t recognize you as having something to say or
value to add. They see you as someone to be bought on price or at best compared with
other offers. Value never makes it to the table other than as a marginal differentiator
between you and your competitors.

Remember, too, that once you have told me something, I know it, and that knowledge
is no longer unique to you. Think of it as a giant bungee cord pulling everything to the
left. You need to keep creating new ways to improve my business and turning them into
real hard (dollars and cents) statements of value to me, not impressive presentations about
your products or services.

And, to be really successful, you need to drip-feed them to me one by one to maintain
my interest and get your reward. Showering me with all of your solutions in one great
wave is fine. But what are you going to do next?

My telecoms salesman never got the chance to sell me salesforce effectiveness because
I had him pegged as a Price player in a market where I know enough about what I want
to buy on price. He was right and I was wrong, and we both lost. I never gave him the
chance to generate the value, and he never got the chance to sell it. Neither of us got any
value.

So what can we do about it? For me the lessons seem clear.

Before we can sell value, we have to sell the concept that we have value to share. Then
we can sell it and, ultimately, negotiate our share of the prize.

To sell value you need to drive the customer backward (anticlockwise) around the
purchasing cycle to open up the potential markets you are in, create flexibility in the
specification and, ultimately, redefine the need if you can.

Investigate

Be curious. Find out all you can about your customer’s problems and what they mean for
their business.

Go in the back door sometimes instead of through the shiny reception area. Some-
times, walking through the factory or the warehouse or even past the reject bins will give
you information about the problems in the customer’s business. What is wasted? What
could be done better? What could you do for the customer over and above what they
think to ask you for?

Elsewhere in this book, Todd C. Snelgrove writes about SKF’s decades-long investment
in their Documented Solutions Program (DSP). This is a database of delivered solutions
that totals in excess of $5 billion worth of savings and productivity improvement. The job
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for the SKF value seller is to exploit this knowledge and match delivered solutions in one
environment to a problem in another.

Quantify

As a value seller you need to do the work to quantify the value you will bring:

¢ How much will it be?
*  How will I (the buyer) get it?
*  What do I as a customer need to do to make it happen?

Sales teams need to become much better at speaking the language of business com-
merce and investment — net present value payback and return on investment. Treat your
sales pitch as a business-case presentation. The competitor’s price or the available budgets
become irrelevant if you are proposing a self-funding business improvement that delivers
a payback or return several times greater than the cost of your proposal.

Engage

Next, you need to engage at the right level with the right message. I was never going to
meet someone to talk about cell phones — I couldn’t see the need. You need to find the
right channel to get to the right person and be willing to talk about business issues, not
products or services.

Having found the right channel, you will need to engage with procurement. However,
the initial engagement is about moving into the solution part of the Knowledge Con-
tinuum — convincing the buyer that you have knowledge to bring that is special to you
and of real importance to them. Don’t sell too soon. Do not give away your knowledge
for free and then hope to get rewarded for it in product or service sales.

Sell

Now you can start selling — selling your ability to deliver agreed-upon quantified value to
the customer’s business. New money! Why talk about the price of your products or ser-
vices when what you are selling me is the change in profit of my business? Your products
or services are just a means of facilitating the value. Other people have similar products or
services, and they are probably cheaper. Lose control of this component, and the bungee
cord will drag you back to price every time.

Selling in the context of value is about agreeing on what you are going to do — not
on how much you are going to charge. Selling is about agreeing on the changes that are
going to happen in the customer’s business, what the effect will be, and what your role is
in delivering the prize. This is where you leverage the outputs of your investigative work
and the quantification of the benefits to sell your company as a value player.

Negotiate

Selling is about agreeing on what you are going to do. Negotiation is about agreeing on
how much you will get paid. This is about how much of the share of the value created
and delivered you are going to get as your reward for the cost reduction, productivity
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improvement, or additional profit you have delivered. Price is irrelevant. It’s probably
going to be a fraction of the value created.

Don’t look toward the cost of your product or service or the price of the competitor’s
offer. Your focus needs to be on the unique knowledge and abilities you bring and how
you share in your customer’s success.

Contract

Marco Bertini (Associate Professor of Marketing at Esade) expresses the problem very well:

Companies spend too much time thinking about how much they are going to charge
and not enough time thinking about what they are going to charge for.

‘We need innovative contract mechanisms that link payment and rewards to outcomes,
not to inputs.

We continue to work with procurement teams to get them to be willing to recognize
the need to create the space for sellers to create value and to get paid for it. The burden,
though, will always rest fundamentally with the seller.

Companies who provide products frequently find it difficult to know how to charge for
benefits when they are used to charging for pills or bearings or disks.

To get paid for value, sellers need to rethink the way they get remunerated. Companies
in industries as diverse as pharmaceuticals (Pfizer), aviation (Rolls Royce), and software
(Microsoft) are changing the way they charge customers for the goods and services they
supply.

Healthcare payers are now asking pharmaceutical companies to contract for out-
comes — substantial elements of the payments made will be linked to successful healthcare
outcomes. If the patient requires more drugs, therapy, or care the supplier will provide
these at no additional cost. These no-win, no-fee arrangements have existed in some
markets such as litigation and real estate for a long time and are now becoming more
normal as sellers seek higher returns on their knowledge. Microsoft now requires you to
lease its Office suite of products on a yearly basis and, in a dramatic turnaround, will give
you its latest operating system for free.

Back to SKE A simple review of their DSP library suggested that there was over a bil-
lion dollars’ worth of replicable cost savings that could be rolled out across existing clients.
How does SKF get paid for that? There probably isn’t enough additional product sales
available to constitute a fair reward for the benefits they deliver. A value-based contract
mechanism will need a major rethink of what they charge for: services? savings? reduced
downtime? This will require a new way of thinking about how contracts are constructed
and potentially a major change to sales pipeline management.

The contract will no longer be for the supply of a component or service but for the
outcome achieved. The ability of the value seller to quantify value and link outcomes to
their knowledge and activities and to be willing to share risk for a higher reward will be
a core part of new contract structures.

Conclusion

Selling value is no easy thing, especially when the prevailing culture for many buyers is
price and negotiation. To sell value you need an intelligent buyer, someone who under-
stands the concept and values the concept of business solutions.
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You cannot rely on the buyer to have the knowledge or the willingness to translate your
proposals into an explicit statement of value. In the absence of a hard number, the buyer
will perceive any higher price to be paid as a risk. The Price bungee will always drag the
buyer back to a lower price option if value is expressed as “improved service,” “longer
life,” “better performance,” “reduced costs,” or some other general statement.

Slowly, aspects of the procurement world are changing. Buyers that understand that
strategic suppliers are a key part of their competitive team are beginning to engage in a
more open dialogue with their suppliers and adopt a more outward-looking approach to
procurement. The chief procurement officer at a major utility business has challenged his
procurement team to deliver “Relentless Insight” to their business stakeholders — a con-
stant stream of knowledge, ideas, and innovations about how to make the business better.

This is a big and challenging change of mind-set, but this is the kind of buyer the value
seller needs. It is the buyer who is willing to look beyond comparing fixed prices for a
given specification that allows the seller to identify and create value.

That’s the fundamental rub with many value-selling methodologies — you can’t sell
value to someone who doesn’t get it. If you can'’t find an intelligent buyer, be prepared for
the long haul of educating him or her.
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17 The sourcing continuum to
achieve collaboration and value'

Vitasek, Kate

Adam Smith’s Wealth of Nations showed the way for modern markets — and societies —
to thrive through competition with an “invisible hand” among trading partners. What
emerged is, for the most part, what continues to the present day — competitively driven
transaction-based business models.

But that was then. What'’s needed today is what we might term a post-modern approach
that embraces the need for strategic collaboration and value-building among business
partners. The nature of business today is shifting. Handfield and Chick point to supplier
collaboration as “the new way . . . the old adversarial posture of procurement is as out-
moded as it is inappropriate.” They call for a clear and definitive break between old-school
procurement practices and those of today. In short, they argue that everything that has
been done and learned in the past is of little use in the dawn of procurement’s new value
proposition.

Academic research on collaboration and sourcing methods has exploded over the last
20 years. Research at the University of Tennessee shows that innovation and collabora-
tion are not mutually exclusive; rather, they feed and build upon each other. Innovation
happens most effectively through collaboration. And the best organizations not only say
they want innovation and collaboration, they also go all-in and contract for it (Lafley and
Charan, 2008).

‘Why is a new sourcing approach necessary? Although statistics vary, most experts in the
procurement field agree that typical organizations spend between 40% and 80% of revenue
with suppliers that help them develop, manufacture, sell, and service their goods/services.
Indeed, the automobile industry spends 70% of its revenue with suppliers (Henke et al.,
2014). This means that roughly half an organization’s procurement spending is on services
that require a more sophisticated approach to sourcing. Today’s procurement professionals
must maneuver in a complicated, evolving environment that is more dynamic than ever.
They must embrace and change as business needs change, and this means balancing what
seems to be insurmountable, conflicting goals of reducing cost structures and driving
innovation and mitigating risks.

But the message is clear: succeeding now depends on harnessing the power of an
organization’s suppliers. Simply put, they should be embraced as resources, as strategic
partners, not as necessary cost centers. The playing field is based no longer on lowest cost
but on highly collaborative relationships with suppliers that can help drive transformation
and innovation in the organization. If firms are going to compete “supply chain to supply
chain,” shouldn’t all the links in the supply chain work together?
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Sourcing is a continuum, not a destination

Organizations typically think of procurement as a “make versus buy” decision. This is
especially true as organizations begin to explore outsourcing. Many assume that if they
“buy,” they should use competitive “market” forces to ensure that they are getting the best
deal. This is the essence of a transaction-based sourcing model. It works well for simple
transactions with abundant supply and low complexity where the “market” can correct
itself. After all, if a supplier does not perform, one can just rebid the work.

But as organizations outsource to procure more complex goods and services, that logic
no longer works. All too often buyers become co-dependent on suppliers, switching costs
are high, and suppliers have a “locked-in” position. Oliver E. Williamson — professor of
economics at the University of California, Berkeley — has challenged the “make ver-
sus buy” concept through his work in Transaction Cost Economics (TCE). Williamson
received the Nobel Prize in Economic Sciences in 2009. One of his key lessons is that
organizations should view sourcing as a continuum rather than as a simple market-based
make-versus-buy decision (Williamson, 2008).

A good way to approach Williamson’s work is to consider sourcing as a continuum,
with free-market forces on one side and what Williamson refers to as “corporate hierar-
chies” on the other (see Figure 17.1). In the middle ground, Williamson advocated that
organizations use a “hybrid” approach for complex contracts.

The Industrial Revolution enabled corporations to capitalize on large business ven-
tures, and the result was vertically integrated companies designed to build upon and lever-
age their power. The default was for organizations to “make” rather than “buy” the goods
and services they needed to sustain themselves, whether in the private or public sector.
The result? Large, powerful — and bureaucratic — organizations.

Peters and Waterman delved into this idea in their best-selling book In Search of
Excellence (1982). The make-versus-buy decision began to shift with Drucker’s “sell
the mailroom” article (1989). Prahalad and Hamel took the debate to a new level in
their pioneering Harvard Business Review article, “The Core Competence of the Cor-
poration” (1990), which encouraged organizations to evaluate their “core competen-
cies.” Their finding? Most organizations cannot focus on more than five or six core
competencies.

CEOs and government officials around the world began to shed internal assets. Goods
and services that were customarily controlled in-house (e.g., information technology,
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Figure 17.1 The sourcing continuum.
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call center/customer care, supply chain services, back-office finance functions) were
outsourced.

Williamson’s work with TCE supports Drucker’s common-sense approach with math.
TCE theory posits that there are many hidden transaction costs associated with perform-
ing work that is non-core to the organization. One of the downfalls is that when work is
performed by an organization’s internal resources, there is no competition; this provides
little incentive to drive inherent improvements in cost and quality. There is also high
administrative control and a legal system that is “deferential to management.” As a conse-
quence, innovations that might come from the market or from third parties are not shared
or developed as rapidly as management typically likes — if at all.

Because these are additional bureaucratic costs, Williamson (2008: 12) noted, “the
internal organization is usually thought of as the organization of last resort.” Thus, if at
all possible, organizations should not invest in developing goods and services that are
non-core.

Buy relationships

Organizations that procure goods or services, rather than produce them in-house, will
typically use what Williamson (2008) calls the “market mode” to do so. The market
mode employs the free-market economy to determine how organizations will do busi-
ness, including establishing a price. It assumes that free-market forces incentivize suppli-
ers to compete on low price and high service. This approach also features an absence of
dependency; buyers or suppliers who are unhappy can switch at any time with relative
ease. Governance of the supply base is accomplished by switching suppliers or customers
if a better opportunity comes along. As a result, the market approach can rely purely on
classical contract law and requires little administrative control.

The big advantage to using the market is simplicity. The market mode enables a com-
petitive process to determine whether an organization is getting a good transaction price.
Its foundation is a transactional business model. Competitive bidding processes establish
market prices for everything from a per unit price for a spare part, to a price per call for
technical support, to a price per pallet stored in a warehouse, to a price per hour for a
janitor to clean a building.

The disadvantage to the market mode is that it often assumes that the purchase is
somewhat standardized and therefore available from a variety of suppliers. Consequently,
suppliers often “compete” into contracts that pose unnecessary risks. For example, Wil-
liamson (2008) points out that service providers might have “specialized investments”
that can easily expose the business to significant loss if the contract fails and there are no
safeguards in place.

One form of specialized investment is in innovations that create value for the buying
organizations, such as asset-specific product and process improvements designed to create
competitive advantages for the buyer. As suppliers make specialized investments to sup-
port innovation, they look at risk versus reward, so they often raise prices to reflect their
increased risk level. However, buyers naturally want lower prices as well as the benefits of
the innovation. Buyers and suppliers often find themselves in a “give and take” as a normal
part of market-based negotiations and suppliers seek to develop contractual safeguards.

Williamson (2008) showed that using the market for more complex contracts drives
up transaction costs. He argued that such contracts should use what he calls a “hybrid”
approach, based on a conscious decision to build more trusting and secure supplier
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relationships with the goal of driving out opportunism and injecting efficiencies in the
buyer — supplier relationship.

Hybrid relationships

Although the market and hierarchical approaches offer advantages, they also have clear
disadvantages. Williamson (2008) points out that the market doesn’t always work as effi-
ciently as theory would lead one to believe. And buyers may find that they lack the
necessary skills or funds to invest in certain competencies. Game theory teaches us to
view a problem through a different lens: one designed to optimize for the problem under
review. Every day, more and more research is proving that collaborative — not competi-
tive — games yield consistently better results (Axelrod, 1984).

Unfortunately, procurement tools today are designed to promote commoditization and
competition. This can put buyers and suppliers in a catch-22 situation. (A catch-22,
based on the title of Joseph Heller’s novel, is a no-win situation that uses contradictory or
circular logic.) Why a catch-22? Organizations say they want a “strategic,” collaborative
supplier, but the nature of how they buy and contract tells a different story — one of low-
price commoditization and competition.

More catch-22: it is not uncommon for procurement professionals to be measured on
(and often incentivized on!) driving cost (price) reductions through a purchase price variance
(PPV) metric (PPV is a procurement metric that measures a procurement organizations — or
an individual procurement professional’s — effectiveness at meeting cost-savings targets). This
drives short-term emphasis on “price” paid versus overall value or a focus on reducing total
ownership costs. To top it off, far too many lawyers hunker down with the single-minded goal
of shifting risk and emphasizing shorter-term contracts to limit supplier dependency.

These practices are magnified when combined with a conventional transactional busi-
ness model where a supplier is paid for each activity. The transactional model pits buyer
against supplier with conflicting goals. The more hours, the more units, the more calls,
or the more lines of code written — the more revenue and profit for a supplier. Buyers
find that their suppliers meet contractual obligations and service levels, but they do not
drive innovations and efficiencies at the pace the organization wishes. Suppliers argue that
investing in their customer’s business is risky because buyers will simply take their ideas
and competitively bid the work.

On one hand, organizations want suppliers to close gaps when they lack core com-
petency, wanting suppliers to be innovative and provide solutions. On the other hand,
they drive competition and commoditization, which curbs supplier incentive to invest in
innovation. The result is an industry at a crossroads, with buyers and suppliers wanting
innovation — but neither willing to make the necessary investments.

Seven sourcing business models

Research by the International Association for Contract and Commercial Management
(IACCM, 2010) shows that most organizations operate under conventional transaction-
based models that are constrained by a formal, legally oriented, risk-averse, and liability-
based environment. And there is growing awareness that transaction-based approaches do
not always give each party the intended results (Williamson, 2008).

University of Tennessee research and industry-specific experience in applying alter-
native output- and outcome-based approaches for complex contracts demonstrate that
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alternative sourcing business models are viable approaches to conventional transactional
methods. Both output- and outcome-based approaches are gaining momentum as senior
leaders see positive results from carefully crafted collaborative agreements.

There are seven sourcing business models that fall into the three categories along Wil-
liamson’s (2008) sourcing continuum.

e Transactional (Williamson’s “Market” category)

e Basic provider model
e Approved provider model

¢ Relational (Williamson’s “Hybrid” category)

e Preferred provider model
¢ Performance-based/managed services model
e Vested business model

e Investment (Williamson’s “Hierarchy” category)

¢ Shared service model
e Equity partnerships (e.g., joint ventures)

A brief overview of each model follows; each model differs from a risk/reward perspec-
tive and should be evaluated in the context of what is being procured. Figure 17.2 shows
how the sourcing business models fall along the sourcing continuum.

Basic provider model

A basic provider model uses a transaction-based model, meaning that it typically has a set
price for individual products and services for which there are a wide range of standard
market options. Typically, these products or services are readily available, with little dif-
ferentiation in what is offered. Examples can include janitorial services or procurement
of office supplies.

A basic provider model is used to buy low-cost, standardized goods and services in a
market where there are many suppliers and where switching suppliers have little or no
impact on the business. Buyers typically use frequent competitive bidding (often with
pre-established electronic auction calendar events). Often a purchase requisition triggers
transactions that signal that the buying company agrees to buy preset quantities of goods
or tasks (e.g., widgets or hours). Some organizations even use purchase cards for these
types of simple purchases.

SOURCING CONTINUUM
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Figure 17.2 Sourcing business models along the sourcing continuum
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The buyer-supplier relationship is based largely on a review of performance against
basic criteria. For example, did the supplier work the hours claimed? Did the goods
received meet the agreed-to quantity, cost, and delivery times?

Approved provider transaction model

An approved provider model uses a transaction-based model where goods and services
are purchased from pre-qualified suppliers that meet certain performance or other selec-
tion criteria. Frequently an organization has a limited number of pre-approved suppliers
for various spend categories from which buyers or business units can choose. The use of
multiple suppliers means that costs are competitive, and one firm can easily be replaced
with another if a supplier fails to meet performance standards.

An approved provider is identified as a pre-qualified option in the pool of basic provid-
ers. Approved providers fulfil preconditions for specified service through a set of criteria
or through previous experience with performance reliability. To reach approved status,
suppliers frequently offer some level of differentiation from other transactional suppliers
and provide a cost or efficiency advantage for the buyer. The differentiation could come
in the form of geographical location advantage, a cost or quality advantage, or a minority-
owned business and is ultimately “approved” to assist with meeting an organization’s social
responsibility goals.

Procurement professionals often turn to approved providers as regularly solicited sources
of supply when bidding is conducted. An approved provider may or may not operate
under a master agreement, which is an overarching service contract with the buying
organization. Approved providers may or may not also have to meet volume thresholds to
be in an “approved” status. In addition, approved providers may or may not participate in
supplier management reviews.

In order to create a seamless and readily accessible supply chain, many organizations
develop lists of approved providers. The advantages are many. For example, a pre-approved
list saves time when seeking particular goods and services. The approval process ensures
parity between bidding qualified suppliers. As an organization selects its approved pro-
vider list, it molds the required qualifications to its unique business objectives and strategy.

Intel uses approved providers as part of its Supplier Development Program (SDP),
which identifies and confirms that all bidding suppliers are at parity. For that reason, Intel
feels confidence in its field of competitors. When it is time for the bid process, Intel can
select the lowest-cost (price) supplier without concern about the supplier’s capabilities.
Intel knows the supplier can meet its needs. In essence, Intel works to commoditize what
it is buying to drive pricing competition in the market (Vitasek and Kling, 2015).

Preferred provider model

Like the basic and approved provider models, a preferred provider model uses a transaction-
based economic model. A key difference between a preferred provider and the other
transaction-based models is that the buyer has chosen to move to a supplier relationship
that offers the supplier the opportunity to add differentiated incremental value to the
buyer’s business in order to meet strategic objectives. This insertion of the supplier’s con-
tribution into the buyer’s business processes creates the need for a relational model. Thus,
contracts with specifically chosen supplier(s) assume a more collaborative relationship.
Repeat business and longer-term and/or renewable contracts are the norm.
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Similar to an approved provider model, buyers seek to do business with preferred
providers to streamline the buying process. Buying organizations typically enter into
multiyear contracts using master agreements that allow them to conduct repeat business
efficiently. Preferred providers are still using transaction-based economic models. How-
ever, the nature and efficiencies of how the organizations work together go beyond a sim-
ple purchase order and begin to consider how a supplier can provide value-added services.

A preferred provider is a pre-qualified supplier. Often they offer unique differentiators
such as value-added benefits and services and/or demonstrated acceptable and predictable
levels of performance. For example, a preferred provider may have a superior software that
interfaces with an organization’s own system. Sometimes a preferred provider is chosen
because of its high-quality workforce and difficult-to-duplicate expertise. Typical condi-
tions for supplier down-selection of a preferred provider are the following:

*  previous experience

e supplier performance rating (if the buying organization has a rating system)

e previous contract compliance performance

* evidence of an external certification (e.g., such as ISO certification)

e additional contributions to control costs such as inventory management, training
resources, and aligned geographical positioning.

Under Microsoft’s Preferred Supplier Program (MPSP), suppliers are divided into two
distinct levels — Premier and Preferred. Preferred and Premier suppliers are a small subset
of Microsoft’s overall list of approved suppliers referred to as the Approved Supplier List
(ASL). Premier suppliers are the featured supplier by category in Microsoft’s e-procurement
system, meaning that when an employee seeks to buy goods or services, the Premier sup-
pliers are the source recommended by Microsoft’s procurement organization. This leads to
substantial revenue increases when business units or employees “buy” products or services
using the procurement group’s recommendation.

Microsoft’s Preferred and Premier suppliers also enjoy added benefits. Microsoft issues
invitations to special events during which its executives share insights and strategies. Pre-
mier suppliers also have access to Microsoft Executive briefings. It is not easy to become
a Preferred or Premier supplier with Microsoft (the company shares its procurement pro-
gram details at www.microsoft.com/en-us/procurement/msp-overview.aspx).

Performance-based /managed services model

A performance-based model is generally a formal, longer-term supplier agreement that
combines a relational contracting model with an output-based economic model. A
performance-based model seeks to drive supplier accountability for output-based service-
level agreements (SLAs) and/or cost-reduction targets. A performance-based agreement
typically creates incentives (or penalties) for hitting (or missing) performance targets.
Sourcing decisions are based not only on a supplier’s ability to provide a good or ser-
vice at a competitive cost but also on its ability to drive improvements based on its core
competencies. Performance-based agreements shift thinking away from activities to pre-
defined outputs or events. Some organizations call the results outcomes. However, note
that a performance-based agreement should hold a supplier accountable only for what
is under its control. For that reason, in performance-based models, the word “outcome”
typically refers to a supplier’s “output.” An output is a well-defined and easily measured
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event or a deliverable that is typically finite. Performance-based agreements require a
higher level of collaboration than preferred provider contracts because there usually is a
higher degree of integration between a supplier and a buying organization. In addition,
buyers need to apply more formalized supplier relationship management efforts to review
performance against objectives and specify the incentive or service credit (also referred to
as a malice payment or penalty) payments that are embedded in the contracts.

Some service industries are seeing an evolution in managed services agreements where
a supplier guarantees a fixed fee with a pre-agreed price-reduction target (e.g., a 3%
year-over-year price or cost decrease). The assumption is that the supplier will deliver on
productivity targets. These guaranteed savings are often referred to as a glidepath because
there is an annual price reduction over time. Managed services agreements are a form of
a performance-based sourcing business model.

The U.S. Navy set out to improve the performance of the H-60 FLIR system, which
enables the Navy’s H-60 helicopter to detect, track, classify, identify, and attack targets
such as fast-moving patrol boats or mine-laying craft. When first developed, the FLIR
was expected to have at least 500 hours of operation before failure but was averaging less
than 100 hours. The Navy and Raytheon implemented a 10-year, fixed-price agreement
that was priced per flight hour and valued at $123 million. This fixed price by flight hour
contract gave Raytheon incentive to improve reliability and helped reduce the need to
remove these units from the aircraft. Raytheon also implemented an online Maintenance
Management Information System that allowed for real-time data collection by NADEP
Jacksonville; an online manual has eliminated the need to have printed copies made and
distributed.

In the first 3 years of the contract, the H-60 FLIR components experienced a 100%
availability rate and achieved a 40% growth in system reliability improvement as well as a
65% improvement in repair response time. Originally cost savings were projected to be
around $31 million but exceeded $42 million after just 3 years. The Navy was recognized
by the U.S. Secretary of Defense for its “Performance-Based Logistics” contract with
Raytheon for its H-60 FLIR program (Department of Defense, 2006).

Vested model

The vested model is a highly collaborative sourcing business model where the organi-
zation and the supplier have an economic interest in each other’s success. The vested
model is a hybrid relationship that combines an outcome-based economic model with
a relational contracting model that incorporates the Nobel Prize — winning concepts of
behavioral economics and the principle of shared value. Using these concepts, companies
enter into highly collaborative arrangements designed to create and share value for buyers
and suppliers above and beyond conventional buy — sell economics of a transaction-based
agreement. In short, the parties are equally committed to (vested in) each other’s success.

The vested business model was popularized when University of Tennessee researchers
coined the term after studying highly successtul buyer — supplier relationships. A good
example is Microsoft and Accenture’s multiyear agreement, in which Microsoft chal-
lenged Accenture to transform Microsoft’s back-office finance operation processes. The
agreement is structured so that the more successtul Accenture is at achieving Microsoft’s
goals, the more successtul Accenture itself becomes.

A vested model is best used when an organization has transformational and/or inno-
vation objectives that it cannot achieve by itself or by using conventional transactional
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sourcing business models (basic provider, approved provider, preferred provider) or a
performance-based agreement.

These transformational or innovation objectives are referred to as desired outcomes.
A desired outcome is a measurable strategic business objective that focuses on what will
be accomplished as a result of the work performed. Desired outcomes are not a task-
oriented SLA such as those typically outlined in preferred provider or performance-based
agreements. Rather, desired outcomes are strategic and often can only be achieved with
a high degree of collaboration between the buyer and provider and/or with investment
by the supplier.

Desired outcomes form the basis of a vested relationship because the provider is
rewarded for helping the buyer achieve mutually defined desired outcomes — even when
some of the accountability is shared with the buying organization. Desired outcomes are
generally categorized as an improvement to cost, schedule, market share, revenue, cus-
tomer service levels, or overall business performance.

Shared services model

Organizations that struggle to meet complex business requirements with a supplier can
always invest to develop capabilities themselves (or in-source). One approach is to develop
an internal shared service organization (SSO) with the goal of centralizing and standard-
izing operations that improve operational efficiencies. A shared services model is typically
an internal organization based on an arm’-length outsourcing arrangement. Using this
approach, processes are often centralized into an SSO that charges business units or users
for the services they use. In some instances, SSOs are formed externally to the company
(such as a subsidiary).

SSOs act like outsourced suppliers, performing services, and then “charging” their
internal customers on a per-transaction or actual cost basis. SSOs generally mirror con-
ventional preferred provider models. The main difference is that the SSO is an internal
rather than an external supplier.

Organizations can use a shared services model for a variety of functional services such
as human resources (HR), finance operations, or administrative services (such as claims
processing in health care). For example, large organizations may centralize HR admin-
istration into an SSO to provide benefits management to their own employees and even
external clients. Small enterprises can benefit from a shared services model by joining
forces to create specialized service centers that economically provide a functional service
to each of the smaller firms.

In 1995 Bell Canada’s distribution operations were operating at service levels 10% to
15% below industry average and at a cost base of $100 million. Bell Canada (the largest
telecom services organization in Canada) decided to spin off the assets and the staft of
the distribution business into a stand-alone, wholly owned subsidiary known as Progis-
tix Solutions Inc. (PSI). The idea was that by creating a separate shared services entity
with its own P&L, PSI would be driven to operate more efficiently. PSI was chartered
to provide a full range of order-management and inventory-management business pro-
cesses for all of Bell’s operating businesses, and a new CEO was brought in to turn the
business around. The management team was driven through profit-sharing incentives to
dramatically reduce costs in all parts of the organization. As a result, PSI reduced costs by
$45 million, yielding a breakeven position in 1998. In addition, systematic improvements
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raised service levels to industry standards, with over 95% of the orders processed during
the day being picked, packed, shipped, and delivered to customers by the end of the next
day. During the next two years, PSI was able to generate industry-standard profits and
grew revenues by 15%.

Equity partnerships

An equity partnership creates a legally binding entity. These take different legal forms,
from buying a supplier (an acquisition), to creating a subsidiary, to equity-sharing joint
ventures, to entering into co-operative (co-op) arrangements. Equity partnerships are
best used when an organization does not have adequate internal capabilities and does not
want to outsource.

Some organizations decide they do not have internal capabilities and do not want to
invest in an SSO. In these cases, organizations may opt to develop an equity partnership
such as a joint venture or other legal form in an effort to acquire mission-critical goods
and services.

Equity partnerships, by definition, bring costs “in house” and create a fixed cost bur-
den. As a result, equity partnerships often conflict with the desires of many organizations
to create more variable and flexible cost structures on their balance sheet.

Different models — different systems

‘While business needs have evolved, the fundamental nature of how goods and services
are procured has not. The vast majority of organizations (public and private) still use the
same transaction-based approach to procure complex goods and services that they use to
buy simpler commodities and supplies.

Unfortunately, many business professionals wrongly assume that a transaction-based
business model is the only way to architect a supplier contract. For simple transactions with
abundant supply and low complexity, a transaction-based business model is the most efficient model.

The real weakness of a transaction-based approach emerges when any level of com-
plexity, variability, mutual dependency, or customized assets or processes is part of the
equation. This is because the transactional approach cannot produce perfect market-based
price equilibrium in variable or multidimensional business agreements. In many instances,
hybrid sourcing business models built with relational contracts and output- or outcome-
based economic models are more appropriate.

Think of a sourcing business model as a “system,” because each is purpose-built to opti-
mize the business needs given critical operating factors. Each situation is different: there
is no one-size-fits-all sourcing business model.

It is thus vital that organizations work together to choose the most appropriate sourcing business
model for their situation.

Note

1 Content for this chapter is primarily based on ideas and research by the University of Tennessee in
the book Strategic Sourcing in the New Economy, by B. Keith, K. Vitasek, K. Manrodt, and J. Kling,
New York: Palgrave Macmillan, 2015. Reproduced with permission of Palgrave Macmillan. Addi-
tional content is based on the White Paper “Unpacking Sourcing Business Models: 21st Century
Solutions for Sourcing Services,” available at www.vestedway.com/vested-library/
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18 Interview

Implementing value quantification
in B2B

Hinterhuber, Andreas and Heutger, Matthias

ANDREAS HINTERHUBER: Value quantification is arguably a critically important capability
for many companies. Based on your experience, for what type of contract or cus-
tomer is value quantification especially important?

MATTHIAS HEUTGER: In the world of logistics, value creation and subsequent value dem-
onstration are important for most customers and most contracts. Value quantification
is especially important if products are standardized — that is, if customers view them
as commodities — and we’re in a competitive situation where we need to justify pre-
mium prices. It’s also essential when we require the customer to make changes or
investments; in this case, a solid business case is essential so that customers can quan-
tify the value and justify a solution to the business.

ANDREAS HINTERHUBER: Let’s illustrate this with an example. Let’s assume that I'm a
major customer of DHL and that I tell your account manager, “Your price is 10%
to 15% higher than the offer from your main competitor.”” How do you think your
account manager will respond? Are there any best practices you wish to share?

MATTHIAS HEUTGER: All of our account management and sales teams are briefed and
trained to make sure they are able to articulate the potential value of our products to
each different customer. How we do this varies. For a product in our DHL Express
service line — let’s say a straightforward shipping product which could be seen as a
commodity, at least relative to many other products we offer — we articulate the char-
acteristics of our offer and demonstrate the product’s advantages compared with com-
petitive products. For more complex products, this will change substantially. These
types of products include our warehousing, managed transport, and other complex
outsourcing solutions. With this complexity, a simple price comparison between
competitive offerings is insufficient. So I'm convinced it’s essential to analyze what
our solution does for the customer’s end-to-end costs and value creation. The most
direct benefit we can offer with any solution is cost savings within the supply chain —
we achieve this by doing things more efficiently, using our scale and experience. For
example, we can help customers by better consolidating and managing their logistics
flows, using fewer trucks and reducing warehouse space, so it’s very direct. For our
more complex solutions, we tend to create additional direct benefits like reducing the
cycle time, improving time-to-market, increasing product availability, and enhancing
security so that fewer goods are lost — which is not a direct cost saving per se, but it
improves total landed cost and can help to drive revenue growth and raise satisfaction
levels among our customers’ customers. So in everything we do for the customer,
we are always looking for the customer benefits and value across their whole supply
chain. Does this answer your question?
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ANDREAS HINTERHUBER: Yes. What I took away is: For some types of products — I'm
not sure I would call them commodities, because, in my view, there are no com-
modities — you provide customers a kind of scorecard, not unlike the one you get at
school, highlighting reliability, on-time performance, etc., without necessarily trans-
lating your own competitive advantage into quantified customer value. The cus-
tomer, in the end, quantifies the value and . . .

MATTHIAS HEUTGER: . . . in most cases you don’t have to do this quantification. You
describe the service quality, on-time performance, etc., to the customer, but the value
is so obvious that you don’t have to make the value calculation for them. They already
know the importance of on-time delivery and reliability; it’s common sense, so to
speak. Let’s look at another set of products, such as Air & Ocean Freight. If you're
smarter, you can offer better consolidation through better routing than competitors.
‘With this you create an advantage for the customer that leads to direct or indirect cost
savings. You could recommend using rail instead of ocean services, which might save
a couple of days and which may help reduce customer inventory — all of this relates
to end-to-end process optimization. If youre in a competitive bid but you haven’t
yet established a level of trust with a specific customer, you will need to quantify and
articulate the value you deliver. And even if youre not obliged to quantify the value
to get the business, I would still advocate doing it. You can always go to the customer
at a later date and say, “Hey! Look, this is what we did for you.” This certainly helps
to keep customers loyal and increase renewal rates.

ANDREAS HINTERHUBER: You say that value quantification is beneficial also after contract
signature in order to facilitate contract renewal and maintain customer loyalty. This
relates to the idea of scorecards which we touched upon earlier.

MATTHIAS HEUTGER: It important to get the customer to recognize and agree with
the value quantification. This means that you must have the data to share with the
customer; that’s the best way to ensure customers appreciate the value you deliver to
them.

ANDREAS HINTERHUBER: Value quantification requires collaborating with customers.
Now, some customers may be very reluctant to share with you what your product or
solution does for their profitability because they fear this knowledge could be turned
against them. Put differently, once the account manager knows — thanks to their
customers! — that their products produce benefits that are sometimes greater than the
ones the account manager has anticipated, the supplier factually has an incentive to
increase the price. Is this a concern in your environment, or do you say, “I'm happy
to have the customer take a larger share because this will help us in long-term col-
laborative relationships anyway”’?

MATTHIAS HEUTGER: That’s a tricky question. If you really want to achieve a true part-
nership, both the organization and the logistics provider need to recognize sufficient
value to make continued investment worthwhile. And then of course the question
is, how should you share a 100% gain? Should it be 50/50 if one party invests more
or has taken on higher risk? This is a case-by-case decision and also depends on the
maturity of the relationship with the customer. We do enter into gainsharing agree-
ments. These require a certain level of openness: you need the facts and information
visible so that gainsharing works for both parties. If we deal with a new opportunity,
we tend to use benchmarks from previous comparable case studies and discuss these
with customers. In many instances, these benchmarks help us to get to the center of
the conversation with the customer.
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ANDREAS HINTERHUBER: Are these gainsharing agreements something you do frequently,
or do you do them for a quite narrow scope of contracts which you know very well?

MATTHIAS HEUTGER: We do gainsharing agreements frequently but not for the major-
ity of contracts. Typically, they are a viable option in our contract logistics business
when, for example, you enter a multiyear contract that aims at continuous optimiza-
tion and improvement. We need a certain project period to make gainsharing work;
we would rarely enter a gainsharing agreement in a one-year contract; there needs to
be a longer-term agreement such as a fourth-party logistics (4PL) solution or a com-
plex outsourcing agreement. It’s also possible to start with an open-book contract for
the first one or two years, so that we establish transparency and both parties can gain
some experience, and so that we establish a baseline. After this, we can move into a
gainsharing agreement. For a new customer, new solution, or new product, I would
not recommend gainsharing right away; otherwise one party or both might lose.

ANDREAS HINTERHUBER: | would reckon that the advantage of gainsharing also depends
on risk perceptions. For contracts that you perceive as low risk — you know you can
do the job — you probably prefer gainsharing. Conversely, if you perceive outcomes to
be risky, you probably will prefer a fixed-price agreement over a gainsharing contract.

MATTHIAS HEUTGER: Yes, in some instances gainsharing doesn’t make sense. In my view,
you enter into a gainsharing contract because the objective is to improve and change.
You will only create more value if there’s a mutual agreement that both parties will
continue to improve and change things. For something standard — a “this is how we
do it” solution — where neither party can bring in new ideas, then gainsharing doesn’t
work. You need a certain level of innovativeness and an ability to bring in new ideas
to jointly create new value.

ANDREAS HINTERHUBER: So you suggest that these gainsharing agreements work for
longer-term collaborative agreements where both parties are willing to experiment
and to innovate?

MATTHIAS HEUTGER: Experimentation is probably not the word I would choose, but
both parties need to commit to a certain level of change and continuous improve-
ment to make it worthwhile, yes.

ANDREAS HINTERHUBER: Do you have any rules of thumb for how you share value with
your customers? Let’s assume that a complex logistics contract creates €1 million in
incremental value for your customer. Are there guidelines for how you split this value
with your customer, or is it left to the individual sales managers to negotiate this
when it comes to pricing?

MATTHIAS HEUTGER: There are no rigid guidelines. But how value is shared is not left to
sales managers; we deal with it case by case, taking into account risk factors, the con-
tribution of each party, and the overall pricing model. There are many different ways
you can share gains, and so I can’t give you an answer that’s valid across the board.

ANDREAS HINTERHUBER: Lets get down to the individual sales manager. What are in
your view characteristics — that is, personality traits — of sales managers who excel at
value quantification? What are, by contrast, personality traits or behavioral charac-
teristics that make the individual sales manager less effective at value quantification?

MATTHIAS HEUTGER: I can’t tell you all our secrets! On top of having a good product and
a good solution, the other key to success is having the right salespeople. We have
invested significantly to identify the ideal profiles of an account manager and a rela-
tionship manager. Besides the usual list of requirements, we look for people who can
strategize. They must be able to see how a product or service fits into the customer’s
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setup and how that solution adds value for the customer. And they must know how
to articulate this value creation to the customer. This approach demands a strong
customer focus, some strategizing, and a lot of listening.

ANDREAS HINTERHUBER: You talk about “strategizing”: Is value quantification also a
matter of entrepreneurial orientation? Do you feel that the sales managers who are
more dynamic, more risk-taking, are better at value quantification than other sales
managers who are maybe less entrepreneurial or less risk-oriented?

MATTHIAS HEUTGER: ’'m not sure I'd call our people “risk-oriented.” In the end, the
operation owners need to sign off on contracts, so risk must be properly managed.
But our managers need to be dynamic, proactive, think about different ways of doing
things, and be interested in exploring new ideas.

ANDREAS HINTERHUBER: One obstacle which your sales managers may come across day
to day is the purchasing organization. In some cases purchasing managers are rotated
precisely in order to avoid the development of long-term relationships with suppliers
that you advocate. Furthermore, some companies may be contractually required to
purchase based on LPTA (lowest price technically acceptable) criteria, meaning that
criteria are defined first and the selection — on price — occurs thereafter. Can you
share some insights on how to change these purchasing criteria of hard-nosed B2B
purchasing executives?

MATTHIAS HEUTGER: We tend to encourage our sales managers to seek access to decision
makers, that is, to the business, but we need to make sure that we don’t lose purchas-
ing people along the way. We also encourage our people to get access to purchasing
managers who have a little bit of a strategic view. Value-based discussions require you
to access people who appreciate the issues: business owners and purchasing managers
who understand supply chain and value creation more holistically.

ANDREAS HINTERHUBER: Once you have access to the business owner, then you can also
work on changing purchasing criteria.

MATTHIAS HEUTGER: Yes, at least, that’s the first step.

ANDREAS HINTERHUBER: Where does value quantification not work? Are there some
types of contracts or some types of customers where value quantification will not
work? You could also answer this question from the viewpoint of individual sales
managers: Do you encounter instances where individual sales managers say, “Value
quantification is a nice idea that works in theory, but I find it not helpful and basically
I go on in my old way of selling, whatever that is.”

MATTHIAS HEUTGER: [ think it does always work. It always helps if you know the value
for the customer, regardless of whether the organization is procurement-driven.
But — as we discussed earlier — in some cases it takes a lot of effort and a lot of
work to get value quantification right. So the questions are: In what situations does
value quantification help turn the decision in our favor? And when should we make
the effort and investment to quantify value? Of course in B2C it’s different, but in
B2B it’s all about that value creation. And a simple value creation is cost reduction.
Although we pride ourselves on knowing the markets very well, sometimes you are
working in the dark — you know your own rate and you bid but you may not know
your competitors’ current rates, so quantifying the cost difference is difficult. So it is
especially important to look at the value creation end to end. But I believe the cus-
tomer will always do the value quantification for themselves — maybe sometimes in
a too narrow scope.
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ANDREAS HINTERHUBER: Current research we conducted on value quantification sug-
gests that, broadly speaking, there are four categories of quantitative customer bene-
fits: revenue/gross margin improvements, cost reductions, risk reductions, and capital
expense savings. These four types of quantitative customer benefits are undisputable —
since they represent hard “green” money, that is, monetary benefits the customer can
touch and see. Now the question: Which type of value is easiest to sell? What type of
value messages does your salesforce focus on most in value-based selling?

MATTHIAS HEUTGER: This varies a lot between products. For us the easiest sell is direct
cost reductions, by which I mean direct saving of logistic costs. The next easiest sell
is service quality improvement — like faster delivery times — which for customers
can mean lower inventory and an improved ability to provide better services to their
own customers, and this can lead to revenue and gross margin improvements. Risk
reduction and security are also important, particularly in warehousing and transporta-
tion. It’s important that we help customers to reduce stock-outs, improve customer
service, boost customer loyalty, and increase revenue growth. Risk mitigation is very
important: think of the life sciences sector and its requirement to keep pharmaceuti-
cal products in a certain condition (e.g., an end-to-end cold chain); by achieving this,
we help customers reduce costs and protect their brand. On balance, I think the most
important value drivers are cost savings — in all forms: logistic costs, inventory costs,
etc. — and service improvements for our customers’ customers. Revenue increases are
also important: if we give customers a better solution, it may enable them to enjoy an
advantage vis-a-vis their own competitors.

ANDREAS HINTERHUBER: Great answer. Are there any issues which you would like to add
to the topic of value quantification, value-based selling, and pricing?

MATTHIAS HEUTGER: As you know, we practice value-based selling and we quantify the
value to customers. Value quantification is important, especially for complex B2B
contracts. For us, quantifying value in a credible way is very important. It shows that
we actually deliver value.

ANDREAS HINTERHUBER: How can you make value quantification credible and plausible
to customers?

MATTHIAS HEUTGER: You have to deliver — that’s the basic requirement. So we invite our
customers to do a test drive — that’s an important thing. And we make sure we are
talking to the right people on the customer side, the people who can really appre-
ciate the value. To facilitate this type of interaction in support of sustainable value
management, we regularly invite customers to our DHL Innovation Centers (located
in Germany, Singapore, and the Americas). Here we showcase our latest and future
logistics solutions. We also publish trend reports to keep customers informed of the
technologies and innovations that are likely to impact their business. And we conduct
customized Innovation Workshops to trigger the co-development of solutions and
subsequent proof-of-concept pilots with our customers.

ANDREAS HINTERHUBER: You mention “test drive.” You thus suggest that starting small,
testing, and scaling up are key elements of value quantification.

MATTHIAS HEUTGER: That depends on how a customer wants to do it. If you say, “Hey,
we have an idea here” — and let’s assume this idea requires a lot of customer change
and implementation effort — in order to manage risk, the customer may say, “Yes,
let’s test it on a small scale. If we can see the value, then we will expand.” This is one
option. Another option is that, if the value of a solution is clear, if we’ve done it
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before, then we could start right away — without a test. It’s always helpful to bring in
case studies or best practices from other customers or other industries to demonstrate
that you've done this before and substantiate the value that you've created.

ANDREAS HINTERHUBER: Talking about the organizational transformation toward value-
based selling: How did the change toward value quantification and value-based selling
come about? Was it driven by top management? Did it start at middle-management
levels?

MATTHIAS HEUTGER: Some years ago, we decided to change the way we engage with
our customers and the way we sell. That’s when we started our consultative selling
approach and value-based selling. Once we’d begun this journey, it changed our way
of doing business and the way we sell. This decision to change wasn'’t taken lightly.
It required considerable training, new processes, and for senior management to “live
it.” To do this right required a true change management effort. And then of course
we had to define the profiles of key personnel in order to implement this change to
value-based selling. When we began this journey we made a conscious decision — a
management decision — to change our selling approach. This profoundly altered our
organization, our processes, and the type of people we now hire.

ANDREAS HINTERHUBER: What kind of advice do you have for those companies who
have, like DHL, a competitive advantage but do not have, unlike DHL, processes and
capabilities to quantify their competitive advantages into monetary benefits for the
customer?

MATTHIAS HEUTGER: My advice is work with the customer. The closer you are to the
customer and the more customer knowledge you have, the easier it becomes to do
the calculations required for value quantification. If you can’t do this because you
don’t have that access to the data or don’t have a relationship with the customer, then
I suggest that you obtain a case study of a similar customer or a similar solution and
use this as the basis for value estimation. Going in with that estimation will, in many
instances, prompt the customer to validate that value with you.

ANDREAS HINTERHUBER: So it really comes down to changing the way you interact with
your customers.

MATTHIAS HEUTGER: Absolutely. We truly changed how we interact with customers. We
have some really great customer relationships now in which we jointly innovate and
co-develop solutions. And that’s ultimately what you want to do. The discussion is no
longer about price; it’s now about trust, mutual benefit, and the willingness to grow
together over time.

ANDREAS HINTERHUBER: Mr. Heutger, perfect. I thank you for this insightful conversa-
tion and the privilege of this first-hand intellectual exchange.
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The ring of truth — value quantification
in B2B services

Hinterhuber, Andreas and Kemps, Pascal

ANDREAS HINTERHUBER: Let’s explore the topic of value quantification in the context
of strategic account management. For what types of contracts or customers do you
think value quantification is especially important?

PASCAL KEMPS: It really depends on the nature of your relationship with your customers.
It’s not just black and white, but if I look at certain tele sales and field sales customers,
then you’re talking about relatively small customers. Our service is often not part of
their customer value proposition, so typically they just want convenience. In such a
case, it’s hard to quantify the value in the convenience of doing business or in the reli-
ability of the service. Certainly you've got to have good tools, the right salespeople,
friendly couriers, a smooth and friendly experience, but it’s difficult to put a number
on it. It’s not impossible, but you don’t typically have discussions where you actually
physically quantify the value. Of course, if you move up the chain of customers to
the key accounts and the strategic accounts, then value quantification is something
you need to consider for pretty much every customer. If all is well due to the nature
of the strategic relationship, you’re playing a significant role in their business. You're
delivering part of their service; youre delivering part of their promise to their cus-
tomers, which essentially means you're part of their value chain; and then of course
in every pursuit you've got to come up with your value; otherwise, it turns into a
very simple price negotiation. That’s the last thing you want in a strategic account
setting, although it does happen. And yes, some customers have become pretty clever
at setting things up; there are RFQs (requests for quotations) and there’s very little
room for value quantification. I must admit, though, that more and more you start
to see these big customers realizing that this type of behavior [the focus on price]
comes at a relatively high cost of change, with difficulties in implementation and with
an inability to achieve the targeted savings. I'll give you one very concrete example.
Particularly with Express we’ve got some big customers, and they actually tell us,

Okay, well, I'm going to split up my business. I'm going to give every possible
Express provider a chance to bid for our business. And then, basically, we’ll just force
the user to always use the cheapest one for each individual shipment.

That approach has two fundamental problems. One, you've got a theoretical sav-
ings, which procurement can come up with, but obviously the user is going to sit
there and is going to use, for example, different systems from different providers,
which potentially causes extra workload and cost. Two, the service levels will not
always be comparable, like how late a collection can be made, how long the lead
time is, and so on. So, potentially, inventory levels need to be adjusted. Those are
all things that with this type of procurement approach simply get lost, and that’s not
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even talking about how a supplier would position their pricing in this bid, because
that type of cherry-picking allows cherry-picking in the other direction as well. Why
would you lower rates in areas where there is no real alternative? Or bid low on lanes
where your network is full? And what you then see is that although you’ve got nice
savings on paper, they never really get implemented: the actual savings never achieve
what’s expected.

ANDREAS HINTERHUBER: How do you deal with this type of purchasing organization that
tries to create an unhealthy level of competition, that is, a competition that ends up
being counterproductive for the customer?

PASCAL KEMPS: Well, it is what it is — there’s nothing we can really do about it. And it’s
a perfectly valid choice — we do think that it’s probably not the best choice, but it
is a fair choice and it is their prerogative to do this, so we adapt to it. You may have
heard that we’ve got our own in-house quality program where we look at process
optimization, and this can easily be applied in bid responses. There’s value for us in
customers who behave in an extremely predictable way in the sense that they can
help us streamline our own processes. I personally, years ago, led a project where we
knew exactly what the customer’s RFQs were going to look like. So we worked out
a process that allowed us to respond much more quickly, and each time we met the
pricing and the quality benchmarks they set, and we spent 80% less time on it. We
could reuse part of that time to quantify whether there is some extra value — like,
for example, is the warehouse we're proposing inside or outside a toll parameter, and
what does it do to the total cost of ownership? In short, we simply adapted to the
customer. Figure 19.1 shows the process improvements we were able to realize on
our end after changing the way we respond to this customer’s RFQs. It’s the natural
flow of things, and it’s not the case that just because the customer takes a very trans-
actional approach you shouldn’t be taking a strategic approach to it, because that level
of predictability is something we can work with quite well and derive value from, in
the sense that we know we’ll be able to respond within a specified time with limited
effort and with a price and a quality that meets the customer’s benchmark. I think
it’s a natural part of being in sales. There is a second aspect to this type of customer
behavior: if you gain a critical mass with the customer — whether due to the number
of similar operations or simply due to the nature or size of any individual business you
have — you can start to identify opportunities for optimizing costs and services. Part
of these you keep in-house to improve your own bottom line, and part you give back
to the customer. Even if the customer then takes these achievements into their next
RFQ, there will still be knowledge and expertise in your business that allows you to
be more competitive than the competition and retain healthy margins. To make it
concrete, for one customer, we operate a network of warehouses, spread all over the
world. They all have the same function, so we’ve created an internal community that
actively shares best practices, tips, and tricks . . . and meets face to face once a year
at one of the sites (each time a different one to maximize the learning experience).
During our last community call, we had 22 participants from 14 countries all over the
world. This is an inexpensive and easy-to-implement way of working, but the results
are spectacular: our hit rate on new business is more than two times higher than our
average, and retention is de facto 100% (the only exception occurred when a ware-
house was closed down due to structurally slow sales in that region). It’s hard to beat
a competitor that is always on the mark in terms of price, consistently makes cost-
savings commitments in the contracts, and consistently wins quality awards — even if
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the customer has a very RFQ-driven culture. And for us, this is really good business —
it’s financially healthy — but also because it will earn a good strategic account manager
(SAM) access to different customer levels and departments.

Fair enough; it’s easier to create value with a customer that has a more balanced
approach. But to write off transactional customers is to cut oft a very interesting source
of revenue and business.

ANDREAS HINTERHUBER: Let’s get down to a specific example. Your customer sees your
price for a complex service contract, and he says that this price is too high because he
can get a substantially similar offer for 10% or 20% less. Could you give an example
where you were able to overcome these objections with a quantification or docu-
mentation of value? In other words, a case where you show your customer that your
higher prices are actually less if considered over the life cycle of a contract or if the
customer considers further factors, which actually end up saving him money?

PASCAL KEMPS: Yes, there are plenty of examples. I'll give you a very traditional one
which you find in logistics. We deal with logistics departments. We get called in
for an RFQ. And, when we do our site visits — gemba walks, as we call them — we
notice, for example, that the packing is not optimal. We have teams of packaging
experts who then help design a significantly optimized supply chain. So far compe-
tition can follow, but because very few companies in the world buy more packaging
than we do, we can actually say, “Why don’t we look not only at this project, but
also at your overall usage of packaging in their supply chain? And help you procure
it or work out a rental scheme?” That’s one example. Another example relates to
material handling equipment. We buy a lot of material handling equipment. We’re
also very good at designing warchouses. We're designing not only warehouses but
also their continuous improvement. So we can throw these types of elements into
the mix and say,

If you're after this, that’s fine; here’s the price — however, have you thought about
this? Because right now you’re looking for the cheapest rates on an ocean container,
for example, but we can tell you that the ocean container is halt-full.

We can do a lot more than that; here’s a real customer example where we did both:
we suggested a different way of working as well as optimizing packaging. This relates
to an otherwise quite commoditized transport service, Ocean Freight. So when
youre doing traditional purchasing, you can save a few percent. But we’ve actually
reduced the total cost of operating these Ocean Freight lanes by 50%, and the trigger
in that was not only buying; it was redesigning the entire supply chain as well as the
packaging, because that particular company was simply not filling their containers as
they should (see Figure 19.2). That case was a learning experience for us as well. It’s
one of those situations where value begins when somebody has an idea, somebody
who’s walking through a place spotting a latent demand who then links that thought
to the latent resources within our organization. From the packaging example, we've
developed lots of packaging now for our automotive sector that’s enabling us to go in
and say,

We’re not talking about the €4.5 million that your transport is going to cost; we
can tell that you're only going to need 70 runs instead of 100, so it’s not going to be
€4.5 million, it’s going to be €3.8 million.

That’s the type of discussion we can then have.
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Figure 19.2 Customer value creation in B2B through process redesign

ANDREAS HINTERHUBER: So this process optimization can then mean that you end up
making a lower turnover? This means that you sell less?

PASCAL KEMPS: Yes, true, because that’s a sacrifice you have to make, and of course it’s not
always an easy discussion. Really, I call it a sacrifice, because even if we’re in a luxury
position where we as DHL can offer (almost) any logistics service, these are not pleas-
ant internal discussions. On the other hand, neither are pure pricing discussions or
poor attrition rates, and that’s often the only alternative: if you're just going to offer
what the pack is offering, then somebody else will do it cheaper tomorrow. However,
if youre the one who comes up with the ideas and you are seen as authentic — that
is, genuinely walking the partnership talk — then when the customer has a problem,
challenge, or a question, they come to you, and you have good strategic discussions
up front. Your discussion no longer starts with an RFQ); it actually starts with an up-
front value discussion: “How on earth are we going to fix this? How can we do this
better?” Then youre building something. That’s the “strategic” in strategic account
management.

ANDREAS HINTERHUBER: Very well. What you're saying is that you care less about short-
term revenue losses and more about building consultative or collaborative relation-
ships with your customers.

PASCAL KEMPS: Exactly. I don’t know if the expression even exists in English, but in Dutch
we say, “Trust comes on foot, but leaves by horse.” It means that it takes time to build
trust, so either you can invest in always becoming cheaper and cheaper, or you can
invest in building up a meaningful business relationship. Now;, I believe both models
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work, but generally speaking the latter one is more satistying for the employees and
also more sustainable. It’s also the more difficult part, because it’s a lot harder to create
a strong relationship, a value-added relationship through commercial operations, than
it is to lay people off or invest in cost-bound technology automation.

ANDREAS HINTERHUBER: Fantastic example! Let me lead to the next question, which
is, I think, tricky for many companies. And before I ask the question, I will make a
small premise: some companies do value-based selling, and they do value-based pric-
ing very well. One obvious example is a company such as BMW or Audi or Volvo.
And, of course, these companies quantify the value of safety, prestige, or luxury for
you. But this does not mean that you pay for your Audi or your Volvo based on the
amount of luxury, safety, or prestige you enjoy. You pay up front, and that’s a fixed
price. So the question I would like to explore is that value-based pricing for some
companies means they quantify the value and then they charge a price, which reflects
that value, but this price is fixed. On the other hand, there are other companies that
practice value-based pricing, and these companies interpret value-based pricing as
performance-based pricing. They define relevant performance indicators together
with their customers, and then price will vary depending on how the company per-
forms against some of these performance indicators. What’s your take on this? Do
you think value-based pricing requires performance-based pricing, or do you think
value-based pricing is also possible by setting a fixed price like, for example, how
Volvo does?

PASCAL KEMPS: [ think performance-based pricing — that is, the performance-based con-
tracting like you find in the public sector — has its strengths and its weaknesses. In
my humble opinion, you too often fall into a scenario whereby you manage by sta-
tistics, but it doesn’t necessarily mean that youre managing what matters. On-time
delivery, for example, can mean absolutely nothing, and I'll give you one example.
Let’s assume, for the sake of argument, that with a large car dealer we've got an 80%
on-time delivery service (which is very, very bad; it’s just to make the example easy).
If he ordered five boxes of parts, that means that one box out of five didn’t get deliv-
ered. Now, the way order and pick-and-pack processes work in big warehouses, you
don’t necessarily have all the parts for one car in the same box — they may be spread
out over several boxes depending on, for example, the location of the parts in the
warehouse. That means that in that one box that didn’t get delivered, there may be
parts for every single car that that dealer wanted to repair on that specific day. Our
performance actually looks like it’s 80%, but in reality there was no service because
the dealer simply couldn’t finish any of the cars that he had.

ANDREAS HINTERHUBER: Great example!

PASCAL KEMPS: So there you've got to be cautious. There is one customer whose name
I must keep confidential for whom we don’t measure the statistics; he measures the
logistics service by the number of customers who didn’t receive service, which then
creates a totally different discussion because then the 80% would show as zero service
basically. And thus you have a more holistic view of things. I'll give you another
simple example of how KPIs can be misleading. Say we try to ship something, but
the pickup is too late because the material in the warehouse isn’t ready for whatever
reason when our driver shows up. The driver does what he can, but he gets to our
terminal late, and so the shipment doesn’t get loaded in the right container; it misses
a sort and is delivered late. It looks as if it’s us, the transport provider, who's at fault.
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But in this case it’s the warehouse’s fault. As the transport provider we could easily
pump up our KPIs by refusing late collections, but that can’t be the spirit, surely.
Now, we could have been the warehouse and somebody else could have done the
transport, but this is just for the sake of the argument. In such a case, when you just
measure by KPIs and performance, it just doesn’t mean much, to be honest. I'm not
saying it doesn’t mean anything — it does have value, but it certainly doesn’t help
anybody in this example. So I think the performance-based contract only works if it’s
properly set up and thought through. And if I'm perfectly honest, I don’t know many
examples where that’s done in such a way that it truly serves the best interests of the
customer and their customers, because it’s difficult to do. It’s not something you can
pull out of a hat any time you need it. And that goes back to the fixed price. There
are two aspects to it. In some cases we can get away with it. If I look at our service
into emerging markets, then we know we are there much faster than anybody else.
So, yes, there is a premium, there is a fixed price to it, and it will be more expensive
than the competition’s. The irony of it all is that often competition even outsources
the business to us. So, in that case, you can simply say, “Here is the price,” and that’s
it. You can’t go crazy on it either — it always has to be reasonable — but we do know
that there’s a very significant service advantage. If you look at other markets and other
areas, it’s virtually impossible to use a fixed price, because what you can physically
do as a service is too similar to what others can do. Then you’ve really got to start
looking at other options, like the example of packaging I gave. There’s no clear-cut
answer to this one, at least not in logistics.

ANDREAS HINTERHUBER: You clearly caution against the folly of managing by statistics.
Some companies, you find, are excellent at collecting data. But unfortunately, you
suggest, you will frequently find that these data don’t mean anything to the customer.

PASCAL KEMPS: Well, yes, I mean, the statistic becomes the goal, and that’s simply wrong.
I'll give you another example I think most people will be able to relate to easily, even
if they’re not in logistics. Let’s imagine that you ship something. Then there could be
all kinds of reasons for a delay: it could be totally uncontrollable — like customs being
difficult — or totally controllable — like a missort in one of our facilities — or even
customer controllable — like a customer’s decision to accept shipments only on spe-
cific days of the week. Imagine that somebody decides to send a shipment down to,
for the sake of argument, Argentina, and that the receiver in Argentina says, “I don’t
want you to deliver it today, but deliver it to me every Thursday,” so we’re going to
have the shipment there, we’re going to fly it out there like it’s urgent, and then it’s
simply going to sit there for X days. And the statistics guy would show this item as
an uncontrollable factor, so it’s deducted from our gross performance and therefore
doesn’t show in the net performance. We can say, “Okay, our net performance is
95% to 96%.” But the real question is, “Why on earth are we shipping this urgently?”
Obviously, the receiver doesn’t need it urgently; there are better ways — this isn’t
giving better customer service to ship it quicker. You can start to think, “Let’s con-
solidate several shipments and airfreight it down to that customer; it will be cheaper
for everybody.” In summary, because they look at net performance, which is 95% to
96%, that statistic doesn’t really tell you that actually we’re probably spending money
on something we shouldn’t be spending money on. Or the example of the late box
that I gave you, the 80% — well, that can be very well 0%; the 80% isn’t going to tell
you anything.



206  Hinterhuber, Andreas and Kemps, Pascal

ANDREAS HINTERHUBER: The key in your experience is thus to move from meaningless
KPIs to a few business indicators that truly matter to your customers in the sense of
being specific to each customer’s unique circumstances.

PASCAL KEMPS: You’ve hit the nail on the head. I think we should start calling it key busi-
ness indicators and actually measure the impact of the value chain on the customer.
The last thing I personally, as a customer, want is the message “service delivered”
when I don’t have the stuff on my doorstep. So how did the value chain perform?
I'm sitting at the end. I receive goods from whoever, it doesn’t matter. Did I get it, or
not? Did I get it on time? Did I get it undamaged? Simple question: yes or no. Did we
achieve it or not? That’s the only thing that matters. And behind that, there can be a
million key performance indicators. But the only thing that matters is those business
indicators, because that’s going to determine my satisfaction, my repeat purchase, my
loyalty. As a service provider it’s crucial to think about these things, because therein
lies your potential to create value. If you don’t think about it, not only are you miss-
ing opportunities, but the customer will get challenged by the market sooner or later
and you're just a domino stone in the chain.

ANDREAS HINTERHUBER: There is only one key question: By how much did the profit-
ability of your customer improve thanks to your performance?

PASCAL KEMPS: Yes, exactly — the performance of the value chain — because if you look
at just how complex many products and goods have become and how complex the
delivery of those products and goods has become, you've got to look at the value
chain and work your way backward: “Okay, this didn’t work; this customer did not
get what he asked for — why?” How many customers did not get what they ordered
and what they asked for? And then, work your way backward. And then, based on
that, determine for the whole value-chain key business indicators. Going back to the
earlier example — we get our material one hour after the normal departure time of the
courier, so we're going to try to push it through, because if it misses the sort window
and it’s left behind, it’s going to show in our performance because we accepted it and
yet we are late. But did the problem happen within our area? No, it’s further up the
value chain. This is typically an easy one to address, but there are far less easy ones
to tackle. And yet I see examples every day where even the easy ones are not being
addressed, because the KPIs drive different behaviors — or no behavior at all (“I'm
hitting my numbers — what’s the problem?”).

ANDREAS HINTERHUBER: Value quantification of course is easier if you can link your
own performance to financial outcomes. The classic example is this: If you can say,
“I saved you one million in inventory costs” you can then say, “Let’s find a way to
share this.” Easy. But what about some intangible benefits that you provide to your
customers? You could be seen as the most innovative logistics company. You could be
seen as the company — turning back to our example earlier — that collaborates and co-
creates value in consultative relationships with customers better than anyone else. The
key challenge thus is: Is there a way you can put a reliable price premium or value
premium on all these capabilities? Or do you attach a value premium intuitively? In
the latter case you would probably say:

Okay, I know there’s a competitor, I have a feeling for the price levels they practice
with my key accounts, and I estimate that whatever we do on top of this competitor
has intangible benefits that must be worth around 5% to 10% or so.

PASCAL KEMPS: In order to determine this, you need to understand the buying process
within your customers. Some customers have a rule that the buying occurs in the
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business, which means you’re going to be dealing with a guy who’s going to run
the operation. He’s not only buying it; he’s also taking the responsibility for making
sure that it works. So clearly there you can have a much more qualitative discussion
with less quantification. There you can have these discussions saying, “We’re work-
ing on this. Why don’t we look at that?”” And you just can’t quantify it, because in
the course of the project, you don’t have the time, the knowledge, the data, the
expertise available to make it happen. But you can simply say, “Fine, as part of our
response, here’s the financial picture, here are some quantified benefits, here are a
bunch of things that we will commit to looking at together with you, and here are
the time frames.” You can say, “Fine, this is what we are going to do.” That, then,
is a very concrete application. Now, if youre dealing with organizations where the
buying and the operations are split, it’s a completely different situation (although
things are never 100% black or white). There, basically procurement will have been
given a mandate to buy something, and often they will be shielding potential pro-
viders as much as possible from the users because they want to keep full control over
the RFQ over the life of the project. It’s much more difficult because these folks
have to meet a set of user-specified criteria, and obviously they don’t contain these
non-tangible benefits necessarily. If you know the criteria up front — and this is
again where the customer intimacy comes from and what I mentioned about build-
ing up a sustainable value relationship with a customer — then you can insert them
and you can influence the RFQ. But it’s certainly more difficult, especially in the
earlier stages of development of the customer, to do this. It’s still, then, valuable to
do it because those types of intangible benefits open good discussions, they create
customer intimacy, and they create a positive atmosphere. The customer will start
to think,

Maybe we’re not doing much business with them. But let’s go talk to them because
I remember they have some good stuff when it comes to supply chain risk manage-
ment, they have some really good stuff when it comes to packaging. They’'ve been
doing some work with augmented reality/vision picking in warehouses.

Then you come to the table and have a discussion. For example, we have an
innovation center in Germany, Troisdorf — you are very welcome to visit it one
day — where we have a team of researchers who research relevant topics such as crowd
logistics. Have a look at www.delivering-tomorrow.com. We've looked at augmented
reality, unmanned aerial vehicles, self-driving vehicles. These are big hypes today,
but we have really mapped out “What can it mean for logistics?” “How could this
work?” and then tested them in real-life operations. Very few companies have done
this, but along with the “paper” insights, we allow customers to experience different
options in person in the innovation center and talk to subject-matter experts. That
makes things tangible, and as a result we’re soon going to open another innovation
center in Singapore. We have lots and lots of customers who go there and who really
enjoy going there because they actually see what’s going to happen in their area going
forward. And the beauty of it all is that it’s an environment where we have very open,
friendly discussions with them about what will be the future of logistics, what pro-
jects are running up there, what’s on their minds, etc. It helps you build a potential
value proposition going forward.

ANDREAS HINTERHUBER: Fantastic example! The point is that you show them softly who
is the thought leader in the logistics industry and you softly sell them the idea that
they could partner with a thought leader, that you could take them in a direction they
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themselves don’t have a full idea about, and that you are the most reliable partner to
take them into an undefined future.

PASCAL KEMPS: Exactly. And if these are people from the business and they are the ones
who sell you on a project, then they are actually very suitable for these discussions
because they will take these considerations into their business decision. If you talk
about very procurement-driven types of organizations, then it’s a way to create a
positive, open atmosphere, to get out from behind the brick wall that’s often in place;
you get a friendly discussion and you get an early visibility on project needs and
requirements. It’s your starting point for a value approach; that’s it. So there are two
angles to it. With regard to your point on thought leadership, it indeed helps them
feel reassured about you as a company. In our case the scale is large because we can
offer a broad range of logistics solutions, but for smaller companies there’s no reason
why this can’t be done within a narrower focus. A lot is possible in today’s world.

ANDREAS HINTERHUBER: Let’s explore the individual characteristics of the SAM. We
could argue that selling in the old days was different, and we don’t talk about the golf
course or the whiskey or the martini at two o’clock in the afternoon, but selling in
the old days was all about selling features or benefits. And if we take our conversation
through the natural consequence, then we say selling today and in the future means
that at least for some of your strategic accounts, selling is all about co-creating value,
quantifying value, and selling business impact. This then leads to the question: At
the level of individual characteristics or even personality traits, what are some of the
characteristics that are required at the level of the SAM today? What, by contrast, are
some of the behavioral characteristics where you see that they simply don't fit, that
these people don’t make the cut, and you maybe have to reassign them to a different
role because they may find it difficult operating in this new environment?

PASCAL KEMPS: Crucial — and this is rule number one — is being aligned with the cus-
tomer. You've got very transactional customers for whom you need somebody who’s
really good at project managing and sales pursuits in order to be able to standard-
ize and industrialize these responses and work for the procurement — see the earlier
example. Then you’ve got the ones — customers from Asia, for example — who really
work around a trust-based, snowball type of development and whose trust you have
to earn by taking on smaller projects and then gradually building them up. They will
be very loyal to their providers, and you can really only get in if you come up with
new ways of doing things. Both customer profiles require different account man-
ager profiles. I'm giving you two extremes on the spectrum, but that’s number one:
There’s got to be a good fit between the customer and the salesperson. The second
point, then, is that when you build such a team, you need to look at the different
characteristics within that team. At a minimum, there needs to be somebody who
can think very much outside the box. The guy who, when you send him to a cus-
tomer, comes out and says: “These are the five things the customer wants, but here
are ten other things we can think about, because I think they need this or I seem to
understand they’ve got this challenge” — really outside-the-box thinking. Now;, the
trouble with those profiles is that you sometimes need to get them back on track. So,
in my mind, then, you need to always have a healthy counterbalance with somebody
who is more of a day-to-day-like person. The one who says: “Let’s roll up our sleeves
and get down to business.” The variation depends on each customer again, but in
my humble opinion, you need a balance between those two. And that then links to
the culture of the customer. If you look at certain Asian customers, some people will
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have a big problem working with them. Why? Because of the snowball development
required. These are the guys who run from one big project to the next, the so-called
hunters. Theyre the ones who essentially score the touchdown after the team has
brought them forward. They are, 'm generalizing, not necessarily always a good
match with Asian customers — I'm putting it in very black-and-white terms now.
So you need to have somebody with those traits on a team, but for Asian customers
you need outside-the-box thinkers. It’s a very simplified view, to be honest, because
there are so many dimensions you need to look at and so many character traits that
you need to look at. Another profile example is that you need to have, on each and
every team, a data miner, because in logistics everything we do is data, so you need
to have somebody who can really read within the operations and pull out where
the inefficiencies are, where the service issues lie, how things can be improved. So
you need to have somebody with that type of brain as well — not necessarily in the
sales function, but very closely supporting them. When you talk strategic accounts,
it’s a team pursuit. It’s not that you need a dozen dedicated people on each strategic
account; you can make a mix. In fact, these differences between customers are a great
way to help your people learn/develop new skills by diversifying their portfolio. So,
to summarize, the number one point is that you need to align the right team with the
customer’s culture. Then you will be successful internally and externally.

ANDREAS HINTERHUBER: Yes. And the second point, which you stressed, is this snowball
effect, which means that you have to find people who are comfortable developing
or investing in long-term collaborative relationships without seeing an immediate
benefit.

PASCAL KEMPS: Yes, exactly; that’s crucial in the development of any customer, even if you
have those customers who put out big RFQs where you can win or lose multimillion
euro deals every two or three years, like you see with a number of customers. Then,
even there, you need to have such people who can get to a value-based discussion
with customers. Let’s put it like this: by using the elements you mentioned — like
innovation, like pointing out to users and procurement, “Yes, you're optimizing the
container, but youre not optimizing what’s inside the container; you can actually be
using a lot fewer containers.” So these types of discussions you still need to have. Even
with customers who have a transactional mentality, the long-term vision of the stra-
tegic account managers is necessary because ultimately they are also there to provide
a customer service and to manage their business. At some point, somewhere in the
organization, there will be people listening.

ANDREAS HINTERHUBER: We touched upon one constituency, the purchasing function,
which may or may not be aligned with the business function. And you mentioned
how the relationship between purchasing and the business function on the customer
side might evolve. But maybe you could provide one example of how to change the
purchasing criteria of the purchasing function. To put it a bit more bluntly, some
companies say value quantification is all nice and fine, but you deal with purchasing,
and purchasing tells you there is one purchasing criteria, which is price, and the sec-
ond one is price, and the third one is price as well. Put differently, a bit more techni-
cally again: A number of companies are more or less required to put out RFQs based
on LPTA (lowest price technically acceptable), which basically means that they first
define the criteria and that once you pass them, then of course they select on price
and price alone. What are your thoughts on how to change the decision criteria of
the purchasing function?
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PASCAL KEMPS: There are a couple of points. First of all, what people sometimes forget
about procurement is that it also has a benefit for the likes of us, and that is that we
tend to get information and data in a structured, easy-to-work-with way. If you work
directly with business owners, theyre typically not used to running a lot of RFQs,
so what you get is sometimes very difficult to work with. So I think procurement,
which most companies are very good at, guarantees a certain level of quality stand-
ardization and clarity that is difficult for business owners to produce. But, as you
mentioned, many organizations — arguably all of them — officially go for the LPTA.
This means that at some point procurement will go into the business — they will be
starting to gather information from the business — and that’s where you actually need
to be. At that point, you will need to have proved your point and exposed them to the
potential value so that the RFQ, the technical specifications, is written in such a way
that it factors in these value elements. That’s it. And that can take a very long time;
it’s not always easy to do. It also depends on the state the company is in — needless
to say, companies in a financially difficult situation will simply be going much more
for the lowest price and won’t be bothered too much about changing the technical
specifications. I work mostly with the automotive industry, and we know what kind
of crisis they’ve been through. That was a time when (almost) everybody was saying,

Listen, you're absolutely right; we know we can do things better, but right now we
just can’t afford the time to work on that. Even if your idea brings value, right now
we just need to come down with costs and with rates short term. So, we apologize,
but it has to go like this.

The beauty of it all is that if you then make the investment to show the customer
how they could improve — never waste a good crisis — eventually the times turn. Yes-
terday I was with a customer I'd spoken to two or three years ago about something,
and he said, “Well, actually you mentioned that back then, and we couldn’t do it, but
I would like to talk to you about it now because we are ready for it, and I remem-
bered that this was something really useful.” In Japan, there’s a beautiful expression,
“You have to be prepared to sit on a rock for three years,” which means that some-
times you have to be in a difficult, painful situation before you get results. I know
that’s difficult for many of my colleagues, but fortunately I'm in an organization
where it’s understood that things may take time, and it’s accepted that sometimes you
need to make an investment to service a customer in order to achieve a longer-term
sustainable success. I'm well aware that that’s not the case in all organizations, which
means the SAM organization needs to be more careful balancing the short-, mid-,
and long-term development activities.

ANDREAS HINTERHUBER: You talk about the cultural or strategic fit with customers. Are
there some types of customers who are your preferred customers, whom you would
target preferentially? And then, by contrast, what would be some of the cultural traits
or strategic traits — whatever we could call them — where you see that there is less of
a fit between what you have to offer and how they would like to purchase? What is
your take on that?

PASCAL KEMPS: [ personally don’t have a real preference. Like I said, things are what they
are. I understand that individuals, particularly on the sales team, will have certain
preferences. The hunter will be totally frustrated with certain types of customers who
will only give him small pieces to test and build up trust. The hunter wants to feel the
rush of the big RFQs, sail the waves of adrenaline, and celebrate the big win. That’s
a great fit for a transactional customer — as long as the hunter is counterbalanced by



Interview 211

somebody who’s good at project-managing and bid-structuring. Coming back to
what I said earlier, if you've got a very procurement-driven transactional customer,
then you have to adapt yourself to it. Certain people will do well with that, certain
others won'’t, but those who do well are probably going to struggle big time with the
more relationship-driven customers.

ANDREAS HINTERHUBER: It’s a great answer, because you suggest your company is big
enough to deal with all types of customers; that’s the point.

PASCAL KEMPS: You can look at things negatively, or you can look at positives. For a
small company with a transactional customer, for example, it can mean that they
can cherry-pick the business they want. It means they can work in a very struc-
tured process, which they can align with. If you're small, it allows for very efficient
responses on the pieces of business you can/want to do. I'm playing the devil’s advo-
cate certainly, but I mean it. Like the example I gave earlier: We've had a customer
like this, and we’ve streamlined our internal response process to it, and we were able
to respond in time with the right quality and the right prices every time in the first
round already with an 80% reduction in the time spent, so we can free up those
resources for somebody else.

ANDREAS HINTERHUBER: Great! Let’s talk about your own lessons learned. Some com-
panies will look at DHL and say that DHL is really an excellent example of a com-
pany that develops collaborative relationships with customers and that can quantity
its own contribution to the customer’s bottom line. Some companies, however, are
truly at the beginning of this process, either because they sell only based on features
or because they have to sell heavily on price, simply because they don’t know how
to quantify value. So what are some of the lessons you learned during this journey?
‘What advice would you give to companies that have a well-defined competitive
advantage but in some ways struggle to convert this advantage into quantified and
documented customer benefits?

PASCAL KEMPS: One is the Japanese example of sitting three years on a rock. It’s going to
hurt, you’re going to hit a wall, youre going to misjudge customers at times, you're
going to misjudge projects, you're going to misjudge your own capabilities, your own
competitive strength. It’s all part of it. We’ve had this, too: Even if we’ve always had
growth — it’s pure fantasy that you can get away without growth — in the last couple
years in particular we’ve seen phenomenal growth. It took us years to actually reach
this level, simply because we were also in a learning period; that’s true for many other
customers, for many people out there. And this is not something that an individual
can agree to; this has to come from management. There has to be a firm belief that,
yes, this is going to work; were not going to shut the whole SAM organization
down after a year. The SAM management and each individual SAM need to make
deliberate choices about what short-, mid-, and long-term development they focus
on. We — as SAMs — have got to keep growing, learning from our mistakes as we go
forward, and we’ve got to keep investing in the people to keep them on board, to
keep them motivated. That’s the big learning, having gone through the cycle per-
sonally myself and together with this organization. I was here when it started back
in 2003, so I've pretty much seen every stage of it and learned. Two is the message
I tried to give at the Strategic Account Management Association (SAMA) as well
about a very small company, Avonwood. I think it’s a beautiful example of a company
that’s very small on its own, too small to be truly global, to be carrying big invest-
ments in innovation. They were in every possible way the complete opposite of our
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company. Yet they’ve been able to piggyback on, in this case, the innovation project
that we operated with Volvo, the Maintenance-on-Demand project. They’ve been
getting their funding 100% basically from the European Commission, so basically it
cost them nothing; they got 100% coverage plus 20% for fixed costs, and now 70%
of their sales is coming from the product they developed out of it. Of course, it does
take a vision to actually get it, and you have to fall into the right project, but my mes-
sage there is that there are many resources out there, if you look around, that you can
actually leverage. I could give some examples, which are completely outside the box,
of low-cost solutions we’ve put forward that we’ve developed which would prob-
ably be within reach for other companies, too. For example, we’ve looked at some
customers as there was a crunch in the industry; cash was tight; we’ve worked with
banks where we were offering inventory financing. Why? Because we offer certain
standards, there’s a certain level of trust from the banks, and they said, “Fine, we’re
willing to buy the inventory and therefore relief cash on the side of the customer as
long as DHL, who is working according to these standards, is the custodian of the
goods.” That’s one example — very concrete. The second one is something I call
“start-up within our company.” It has to do with supply chain resilience, which has
built up expertise on scanning hundreds of sources a day on potential supply chain
disruptions, and now our customers can subscribe to it as a service for a very low
fee. They then get informed, for example, about an accident that happened on the
highway: “Stuttgart has been closed off completely, which means the flows are going
from A to B, and on that track you might want to divert them.” So these are the types
of products, this could have been a start-up somewhere in Silicon Valley or what have
you, but it’s something that we pulled together. I think it’s a matter of also looking
beyond your scope, and sometimes people say we should just focus on our core, but
I think the key question you need to ask yourself is “What is your core?” and you
need to be willing to look at it. Those are my two pieces. It’s going to take time; that’s
inevitable. Certain things simply take time. You can't force a tree to grow faster than
it can. You can give it the optimal conditions to grow in — but you're going to have
to wait until it’s big if you want wood to build some furniture. It’s as simple as that;
there’s nothing you can do about it, and it’s only up to perfect conditions. And the
second point I mentioned is that if you start to look around you’ll find that there are
more ways to differentiate than you probably imagined. The role of SAM is to foster
these thoughts and projects within their people; they don’t need to be revolutionary.
And, again, it’s a great way to motivate and educate people, giving them something
different from the day to day.

ANDREAS HINTERHUBER: Two great pieces.
PASCAL KEMPS: The guys from Avonwood are more than happy to show that case. For

them, it’s also free advertising, but I thought it was a brilliant example. It’s a very
small company with just a handful of people — it’s literally a dad with his son and a
handful of other people — and they hooked up with us through this Maintenance-
on-Demand project, and now 70% of their sales are from this project — they are active
worldwide.

ANDREAS HINTERHUBER: Is there anything we missed in the overall exploration of this

topic of quantifying and documenting value to customers? Are there any further
questions you yourself would like to raise?

PASCAL KEMPS: Well, there are a couple of points. Basically, I think there’s a sensibility that

you need to bring when you talk about value. The biggest mistake you often see is
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that you bring value to the customer, and particularly in a pre-sales, before you sign a
contract, and essentially you find out that your competitor can bring the same value.
So it won'’t help you if that value becomes part of the RFQ. If you can apply the law
of substitution, you haven’t created value, basically. That’s something in a pre-RFQ
cycle you need to be very cautious with, because clever procurement organizations
will simply take it, and you will have made your competitors stronger than they were.
The other one is the “ring of truth.” I'm sure you get emails in which the claims are
just too good to be true. But even if you can’t quantify it, can you substantiate how
you're going to do it, how youre going to provide it in such a way that the customer
will go and you can validate and say, “Yes, this makes sense, I believe what you're
saying”’? I regularly spend time with our procurement, and it’s a great learning for a
sales guy. Very often your suppliers come in and state, “We can do this for you,” to
which the response is,

So could the guy before you. And by the way, where’s the proof? Can you dem-
onstrate this? Can you — I understand you can’t quantify it — but where did you do
this? Facts — hard facts: how are you going to handle this?

And then the sales guy walks away, sends in a presentation a week later, by which
time everybody has halfway forgotten the message, and nobody takes the time to read
it anyway. That’s fundamental: The value mustn’t be interchangeable with your com-
petition. So, can you demonstrate clearly that you are able to do this? One example,
we can leverage our innovation center because we can show what we do there, but
we also offer, for example, virtual tours through certain of our operations. It’s a robot
that drives around between the staff in a live operation, and the audience — wherever
they are in the world — can see, live, what’s going on. We can actually show them
everything we’re doing. That’s a simple and effective way to prove that what we say
is very real.

ANDREAS HINTERHUBER: You suggest attaching a lot of meat, proof, to your promises is
key in this context of value quantification.

PASCAL KEMPS: Yes, but remember it takes time to write something concise. You don’t
want a 100-page presentation either. You can simply say, “Here’s a little movie” or
“Here’s the process, which we’re going to take you through”;

We’re going to start on this date. These are the people who are there. This is their
background. They are going to do this, this and this. They are going to run through
your operation. Look at your packaging. They will deliver the report. And by that
date, we will be ready to discuss. And by the way, here is some proof of the procure-
ment of packaging in the past with this or that customer.

It’s as simple as that. Blaise Pascal once wrote, “Sorry to write such a long letter;
I didn’t have time to write you a short one.” It’s about making it and putting it in
there, but you don’t end up sending a presentation a week later, which nobody is
going to read; instead, it’s about building it in, in a very concise, easy-to-digest way.

ANDREAS HINTERHUBER: One thing is clear: You don’t want to make your competition
stronger than necessary. So one dilemma which you face from time to time is: You
describe the process, but you probably have to be careful to not describe it in such
detail that your customer just takes your description and puts out an RFQ with these
requirements.

PASCAL KEMPS: Yes, and sometimes you have to take that risk, and I admit it does happen
to us. Sometimes it’s the only way to trigger a change, but then at least you were in
early and you have access early and understanding early, and your solution will be
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seen as the benchmark anyway. But you're right, you've got to be very cautious and
always ask yourself, “What I’'m proposing here — can my competition do the same?”
Because if they can, it’s not the only proposal you want to go in with; you have to
think further and take a conscious decision.

ANDREAS HINTERHUBER: How do you pay SAMs whom you expect to wait on a stone
for three years? You probably cannot use only short-term revenue targets. Do you use
soft indicators such as customer satisfaction? How do you incentivize them to value-
based selling and value quantification?

PASCAL KEMPS: There are two aspects. How do you keep them motivated? You've got
to make sure it stays meaningful. You can work around it and give them two types
of customers to look after who are at different stages of development, so they can
taste success enough — let’s put it like this. But the second aspect is exactly like you
say: There’s a whole host of KPIs — we should say business indicators — that are not
only related to revenue. Customer satisfaction — and how that evolves — is a very big
one. There’s always room for every individual to have some specific strategic targets,
which are nonmonetary necessarily. That’s all part of the package. Every case will
be different, but the only thing that matters is how you keep the individual satisfied.
Fortunately, there is so much variety in the world that with a bit of creativity you can
achieve a lot for your people, your customers, and your organization.

ANDREAS HINTERHUBER: Great! Pascal, this has been a rich and rewarding conversation.
Thank you.
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Buying and selling on value —
value quantification tools
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20 A question of value

Customer value mapping versus
economic value modeling'

Nagle, Thomas I" and Smith, Gerald

To set and justify prices that reflect customer value, one must first be able to measure it.
In the early 1980s two very different approaches to measuring customer value emerged in
management practice. Both are commonly cited in the marketing literature and used by
practitioners and consultants as if the choices between them were merely one of conveni-
ence. In fact, the two approaches make substantially different assumptions about customer
behavior and have different implications for how to set price for a differentiated product.
Since only one can be right, the practical implications of picking the wrong one can be
very costly.

Customer value mapping (CVM) emerged from the total quality management move-
ment, in which firms endeavored to measure and deliver superior functional performance
more cost-effectively. Authors such as Monroe (2002) and Gale (1994) argue that buyers
should and do evaluate competitive products by calculating the ratio of product perfor-
mance to price (a ratio calculation). For example, Monroe summarizes the ratio view that

buyers’ perceptions of value represent a mental trade-off between the quality or ben-
efits they perceive in the product relative to the sacrifice they perceive by paying
the price: Perceived value = perceived benefits (gain) divided by perceived sacrifice
(give).

(p.- 104)

The alternative, economic value modeling (EVM), stems from the industrial purchas-
ing world in which firms estimated the economic savings they would realize by buying
one firm’s product compared with the products of competitive suppliers. Here research-
ers such as Forbis and Mehta (1981), Dodds et al. (1991), Rust and Oliver (1994), and
Hinterhuber (2004) argue that value is the utility of quality minus the disutility of price
(a difference calculation).

Of the two, CVM has been more broadly applied by marketers, purchasing depart-
ments, and even the early developers of the Malcolm Baldridge National Quality Award,
because it requires only information about how products in a category are perceived
to perform relative to one another, whereas EVM requires understanding how differ-
ences in performance affect the customer. Unfortunately, despite its greater simplicity and
intuitive appeal, CVM leads sellers and buyers of differentiated products and services to
undervalue them systematically, thus undermining the potential for innovative products
and services to win sales at prices that reflect their superior worth.
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Empirical research, finally, suggests that customer value models that integrate quality
and price linearly perform better than models that integrate price and quality as a ratio
(DeSarbo et al., 2001).

The flawed logic of customer value mapping

The basic assumption underlying CVM is that customers evaluate products and services
relative to each other by comparing their price to performance ratios. A product with a
lower price performance ratio, CVM proponents claim, will win market share from com-
petitors as customers discover that it represents a better value. In short, the CVM argu-
ment is that customers will prefer a product that offers them the lowest price per unit of
performance. So, for example, a new drug that is 50% more effective in treating a disease
would be preferred only if its price were no more than 50% higher than the alternative
treatment.

The problem with CVM is that it fails to recognize that markets value products and
services differently when their related benefits are commoditized — achievable from all
brands — than when their benefits are differentiating — achievable from only one brand.
“Commodity value” is the worth of the benefits associated with features that resemble
those of competitors’ products. “Differentiation value” is the value associated with fea-
tures that are unique and different from those of competitors. The price-per-unit value
that buyers should be willing to pay a supplier for features that create unique benefits is
greater than the price-per-unit value that they should be willing to pay for features that
create only commoditized benefits. That’s because refusal to pay a supplier’s price for
differentiating features means that the buyer must forgo those features and the associated
unique benefits. Refusal to pay a supplier’s price for commodity features, however, means
simply that the customer must buy them from another supplier.

Consider a simple example. You have a product — say a solar panel — that is 40% more
efficient than its nearest competitor in generating power per square meter of space. How
much higher can you price it? For advocates of CVM, the answer would be simple: You
could price it no more than 40% higher if all else were identical. For advocates of EVM,
however, the answer would require more information. What is the application, and what
are the costs and benefits associated with durability in that application?

Let’s say that the answer to that question was that the solar panels are to be placed on
the roofs of homes. If good locations for placement were unlimited and free, one could
simply purchase 40% panels from the competitor and produce the same result. But if good
locations for catching sunlight are limited, then a buyer cannot achieve the same benefits
simply by buying more of the competitive panels. In that case, the more efficient panels
are truly differentiated.

But what, then, is that differentiation worth, and could you ever charge more for it
than the 40% premium that equals its performance advantage? To answer that question,
we need to know the economic value of the benefit, which in our example is the value
of the electricity generated. Let’s say that the next best competitive product will generate
electricity with a net present value (NPV) of $10,000 over its life and that your efficient
solar panel will generate 40% more with a NPV of $14,000. Due to intense competition
among commodity suppliers of solar panels, your competitor’s panels sell for only $3,000
each. Although there are additional costs of installation to be covered, at least some of
the remaining $7,000 difference between the $3,000 price and the $10,000 benefit value
is likely to remain as what economists call consumer surplus and what marketers call the
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purchase incentive. CVM assumes that purchasers will evaluate competing products by
comparing the price divided by the benefits received, selecting the option with the lowest
price-to-benefit ratio. If applied in this case, that would create an uncomfortable paradox.
The price-to-benefit ratio of your competitor’s product is $3,000:$10,000, or 30%. If the
same ratio were applied to your product, which according to CVM would be necessary
to make it competitive, the maximum price you could expect for your superior product
would be $4,200 (0.3 times $14,000). If instead your price were $4,900, your price-to-
benefit ratio would be 35%, which CVM advocates claim would make it uncompetitive.

Figure 20.1 illustrates the problem. CVM advocates would claim that the ratio of price
to value determined by commodity competitors determines a “fair value line,” which in
this case has a slope of 0.3. The $4,900 price for your product is clearly out of line, so
to speak. CVM suggests that your product will lose share because your position is above
what CVM advocates call the fair value line. CVM practitioners would recommend that
you reduce your price to $4,200 in order to become price-competitive.

But would a customer who paid $4,900 for your product be making a poor pur-
chase decision? At a price of $4,900 for $14,000 of value, your product would generate
$9,100 of surplus value per panel. In comparison, your competitor’s product prices at
$3,000 for $10,000 of value would generate $7,000 of surplus value for the customer.
Assuming the other costs of installation were the same for both products, your more
efficient panel would give the customer $2,100 more benefit per panel than the com-
petitive product priced at a lower price-to-benefit ratio. For any economically savvy
customers seeking to maximize the value of their sunny locations, this should be a
compelling argument for buying your product despite a price higher than what CVM
advocates would call its fair value.

$6.000
Your Price,
$5.000 54,900 ©
Value Disadvantaged Area
$4.000

Com ['H-:I itor $4.200, Your

$3.000 Price, 53(}/ “Fair Value”
$2,000 /
i Value Advantaged Area
51,000 /
S{l/

S0 $2,000  $4,000 $6,000 S$8,000 $10,000 $12,000 S$14,000 $16,000

Figure 20.1 Price versus value and “fair value” line
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‘Why do these two approaches to value estimation yield such different results? Because
CVM treats all benefits as if they were commodities. If, in the example cited earlier, your
differentiated product’s added value could be achieved simply by buying 50% more of a
commodity brand, then the CVM model would be correct. But if your product produces
higher value by offering differentiated benefits that no amount of the commodity prod-
uct can reproduce, then the CVM model is highly misleading. The correct calculation
for value comparison of a differentiated brand is not “dollar worth of benefits divided by
price” but “dollar worth of benefits minus price.”

Here’s an actual B2B example: A semi-conductor manufacturer sold integrated circuit chips
to original equipment manufacturers (OEMs) of telecommunications, who sold various prod-
ucts to the consumer marketplace. A key driver of value for these OEMs was “time to market,”
that is, the time it took to “design in” the new chip into the new product and get the new
consumer product to market. This semi-conductor manufacturer excelled at design-in, which
enabled its OEM customers to get their consumer products to market usually 2 months faster
than it would take to design-in chips from alternative semi-conductor suppliers, out of an
industry-average 12-month design-to-launch cycle time. Thus, the improvement in time-to-
market “productivity” was about 17% (2 months divided by 12 months).

CVM logic would suggest therefore that the semi-conductor manufacturer could set
a price 17% higher than competitors’ prices for a comparable semi-conductor. However,
the dollar value created per product sold was considerably higher than 17% vis-a-vis other
competitive suppliers due to (a) the incremental share of market the OEM company
would realize by being first to market, (b) the price premium it would realize before
competition effectively entered the market (usually about 4 months of a product’s usual
12-month life), and (c) the unit cost savings the OEM would realize by driving volume
manufacturing to scale faster than competitors. Figure 20.2 shows an example of a typi-
cal semi-conductor offering these advantages with reasonable assumptions: $100 million
product market in which competitive reference products cost about $10, 50% contribu-
tion margins, 12-month typical product lifetime, first-to-market market share of 30%
versus 20% for later entrants, first-to-market price premium of 30% for 4 months, and
achieving scale economies 50% faster than competitive products.

The same thing happens in many B2C contexts. BMW promotes its cars, justifiably,
as offering greater durability, a more pleasurable driving experience, and more prestige
than cars costing half as much. Would buyers of BMWs rate the value of owning one at
twice the value of owning a car brand costing half as much? Perhaps not. But owning
two of the cheaper alternative, with the potential to deliver twice as much transportation
(commodity value), could still not reproduce the unique values associated with owning a
BMW. Differentiation values are more costly than commodity values, and not everyone
will find them affordable. But a marketer’ job is to prove not that differentiating attributes
are as bargain-priced as commodity attributes but that differentiating attributes are worth
the extra cost relative to the value of the extra benefits they deliver.

The problem with CVM is that it confuses different concepts of value, which need to
be clearly understood when communicating price and value to customers.

Use value. The monetary worth of benefits actually received by a customer as a result of
using a product or service is what economists call “use value.” In The Strategy and Tactics of
Pricing (Nagle et al., 2011: 18), the authors explain:

On a hot summer day at the beach, the “use value” of something cold to drink
is extremely high for most people — perhaps as high as $10 for 12 ounces of cold
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cola . .. [but] few potential customers would be willing to pay such a price. Why not?
Because potential customers know that, except in rare situations, they don’t have to
pay a seller all that a product is really worth to them. They know that competing sell-
ers will give them a better deal, leaving them with “consumer surplus.” . . . [Perhaps]
a half mile up the beach is a snack shop where beverages cost just $1.

Richard Thaler’s seminal 2008 Marketing Science article “Mental Accounting and Con-
sumer Choice” describes this definition of value in use in terms of “acquisition utility”
and its value equivalent (i.e., the amount of money that would leave the individual indif-
ferent between receiving the product or its monetary equivalent as a gift). Value in use
is realized over the life of the product or service and includes all associated savings and
benefits such as installation or maintenance savings or personal or product performance
benefits (see Figure 20.3).

Economic value. A product’s objective monetary worth to a customer, adjusted for the
availability of competitive substitute products, is known as economic value or value in
exchange. Even though a product’s value in use may be substantial, competitive market
forces barter away some of that value through competitive pricing. This value is not lost
but simply transferred from sellers to buyers in the form of consumer surplus. Conse-
quently, buyers may be willing to pay sellers in one market less than they pay for similar
benefits in another market because the first market offers more competitive alternatives.
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Figure 20.3 Distinguishing between different types of value

To calculate economic value, one must first determine the reference price of competitive
substitutes in the marketplace and then determine the incremental use value the product
delivers over and above that of competitive substitutes. Shapiro and Jackson (1978) at Har-
vard Business School advanced this customer-based approach in which the marketer looks
at the actual utility or value of the product to the customer and compares that with the
utility or value offered by competitors. (See also Nagle et al., 2011 and James C. Ander-
son, Dipak C. Jain, and Pradeep K. Chintagunta’s 1993 Journal of Business-to-Business
Marketing article, “Customer Value Assessment in Business Markets: A State of Practice
Study,” which explores the many definitions of value studied by scholars and researchers
and settles on this relative conceptualization of value.)

Market value. Market value is the value that buyers perceive a product to be worth.
Nagle et al. (2011: 30) comment: “A product’s market value is determined not only by
the product’s economic value (value in exchange), but also by the accuracy with which
buyers perceive that value.” This means that it’s critical not only to understand perceived
value (market value) but to understand it separately from actual value so that market-
ers can compare, diagnose, understand, and recommend strategies to manage the gap
between perceived value and real value.

Willingness to pay. This refers to the price that buyers are willing to pay to obtain the
value they perceive a product to be worth. Despite their perceptions of value, buyers may
be either unable or unwilling to pay for this due to price sensitivity. For instance, heavy-
volume purchasers may perceive significant product value but be sensitive to unit price
because the total product expenditure is large relative to total income or budget. Thal-
er’s, 2008 description of “transaction utility” and its value equivalent (i.e., the difference
between the price an individual pays and some reference price) reflects willingness to pay.

CVM virtually ignores this distinction between use value and economic value. It
begins the analysis by asking customers for their subjective ratings of benefits, an indirect
way of measuring perceived use value. By measuring only perceived use value, CVM also
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fails to distinguish between perceived and actual economic value. The consequences of
this omission for pricing and marketing are significant since, if a product is selling poorly,
an EVM analysis may reveal better alternatives than lowering the price. If a product’s
perceived value (perhaps as measured by a CVM benefit score) is lower than the actual
value estimated by an EVM model, the problem may well be that buyers are uninformed,
skeptical, or misinformed by competitors’ selling tactics. Rather than lower price to a
level that reflects buyers” poor perceptions of value, the firm would be much better off
properly educating customers about the product’s potential economic value, thus rais-
ing its perceived value. Doing so might also reassure risk-averse customers that they will
truly realize this actual value, by offering stronger warranties, or perhaps communicate
to late-adopter customers that other “opinion-leader” buyers have purchased the product
because they know the true value it delivers, and so on.

Finally, the value of the benefits does not tell the full story of why customers may not
buy (i.e., why the product is a share loser rather than a share gainer). Willingness to pay
merits just as much strategic and analytical rigor as value. Even if customers perceive sig-
nificant value in a product or service, they may be unable or unwilling to pay because of
low budgets or income, because the price represents a large share of their total available
budget or for some other reason. In such cases, the answer simply may be to restructure
the transaction to facilitate purchase — by offering financing so that buyers can spread
payments over time aligned with the timing of the incremental benefits they receive from
the purchase.

True measure of value

The process for estimating economic value has been reasonably established by pricing and
marketing scholars. Nagle et al. (2011) summarize this process in their textbooks. James
C. Anderson and James Narus show a practical application in their 1998 Harvard Business
Review article “Business Marketing: Understand What Customers Value.” John Forbis and
Nitin Mehta provide a foundational conceptualization and excellent application in their
1982 Business Horizons article “Value-Based Strategies for Industrial Products.”

Economic value is the price of the customer’s best alternative (the reference value) plus
the value of what differentiates the offering from the alternative (differentiation value).
Differentiation value identifies all factors that differentiate the firm’s product from the
competitive reference product; these are sources or drivers of differentiation value. The
worth of each of these drivers of differentiation value is estimated by quantifying the sav-
ings and gains that customers would realize by using the firm’s product rather than the
competitor reference product.

To be sure, although rational customers will often pay much more than the price that
the CVM model would predict, they are rarely willing to pay as much as the EVM would
say a product is worth. Factors such as uncertainty about the promised benefits, switch-
ing costs, and perceptions of fairness will all reduce willingness to pay to a level below
economic value. Economic value is, however, a useful starting point for communicating
value to customers and for building a marketing program that supports capturing a large
portion of it in price and increasing the perceived purchase incentive for the customer.
CVM’s “fair value” is, in contrast, a declaration that innovation and marketing are not true
value since, despite building product differentiation and the means to communicate it,
“fair prices” are in the end simply commodity prices. We believe that sellers should refuse
to accept this flawed proposition, countering it with the logic of EVM.
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Note

1 Portions of this chapter were originally published by the authors as “A Question of Value,” Marketing
Management (July/August 2005).
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Why start-ups should consider using value propositions

It is not only large established firms that have to convince potential customers of the value
their products deliver; young start-ups do, as well. The commercialization of a product is
a complex process, especially when it comes to new technology (Gans and Stern, 2003).
Customers need to be convinced to leave behind old and familiar technology and trust a
start-up to deliver higher value with their novel product. We researched how, in this set-
ting, value quantification can contribute to successful commercialization.

The start-up setting is especially interesting because a product might still be under
development, allowing modifications which increase customer value. Therefore, we see
the exchange of information about customer value not as a one-way stream, which serves
to convince the customer, but as a means to gain insights. The numerical information
gathered on customer value can help shed light on customers’ operations and on the
application of the product (Wouters and Kirchberger, 2015).

Our case study is set in a start-up from a German technology university; however, our
research is not only interesting for other start-ups. In times of open innovation and ever faster
disrupting technologies, managers also need to understand how they can work with start-ups
or innovate to render their own business models agile, like start-ups do (Chesbrough, 2003).

Callahan and Lasry (2004: 107) found that

the importance of customer input increases with market newness of a product up to a
point and then drops off for very new products, whereas the importance of customer
input increases with technological newness of a product without dropping off.

Therefore, start-ups trying to launch a technologically new product need to establish
intense contact with potential customers and end users. We propose the customer value
proposition (CVP) as an instrument for doing this.

The CVP encourages market and customer orientation and offers a strategic methodi-
cal approach to quantifying customer value and eventually marketing a product. Using the
structured approach of a CVP can help a start-up find a suitable pilot customer in order
to establish a constructive cooperation. According to Lindgreen and Wynstra (2005), cus-
tomer relationships fulfil two main functions: the direct functions of profit, volume, and
safeguarding; and the indirect functions of innovation, marketing, scouting, and access.

However, customer contact can also be used to develop a better understanding of cus-
tomer needs and the start-up’s own competencies and to facilitate organizational learning
(Jalkala and Salminen, 2010). The commitment of the start-up and the pilot customer as
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well as the bidirectional sharing of information and knowledge is essential and one of the
most important keys to success (Ruokolainen and Igel, 2004; Ruokolainen, 2008).

The research described in this chapter was conducted at a public, research-based, high-
tech start-up called cubuslab GmbH. Cubuslab has developed an innovative machine-to-
machine (M2M) communication solution for laboratory instruments; it was developed
during the research assignment of the technical founder at Karlsruhe Institute of Technol-
ogy (KIT). The first development steps and prototypes were implemented and tested at
KIT. Laboratory workers were introduced to the technology, and they gave feedback on
its usefulness and how they could imagine using it in their future working environment.

From a practical point of view, we follow the ideas on CVPs formulated in Anderson
et al. (2007) and Anderson et al. (2006). We propose that their approach can be enhanced
through design thinking (DT) methods. In this work, certain stages of the DT approach
and the derived value proposition canvas (VPC) were applied in a supportive manner and
extended the existing ideas for crafting a CVP.

We focus on how customer value can be quantified in monetary terms. Additionally,
we pay special attention to the determination and access of the target market as well as the
establishment of buyer-supplier relationships.

Our perspective on value propositions

‘We build our research on the current understanding in literature about customer value.
This includes the commercialization of new technology based on research and the topic
of customer value and its different interpretations.

Challenges for new technology ventures

According to Conceic¢do et al. (2012), academic entrepreneurs possess limited knowledge
of the industry and markets they are entering. Aggravating this situation is the fact that
inventions that originate from academic research tend to be more fundamental and often
need substantial development before commercial application (Thursby et al., 2001). The
most challenging part for public research-based start-ups and university spin-offs often is
not the development of new technologies but their commercialization. Unlike established
companies, new ventures lack market and customer experience. Additionally, they have
only a few resources (Gans and Stern, 2003), which limits their flexibility. In order to
use their available resources effectively and efficiently, start-up companies should focus
on those features and competencies that result in the highest perceived customer value.

Customer value

In the late 1980s, the idea of customer value emerged and had a significant impact on how
customers and their needs were treated. That enabled companies to gain deeper insight into
the market as a whole, also reflecting their competitors’ customers’ opinions, and therefore
improved their competitive situation. Zeithaml (1988: 14) concludes that customer value is
“the consumer’s overall assessment of the utility of a product based on perceptions of what is
received and what is given.” Anderson and Narus (1998) developed the idea of expressing cus-
tomer value by drawing a comparison between a product and its next best alternative (NBA).

According to Lindgreen and Wynstra (2005: 743), the identification and development
of new products, and hence their value, happen through interaction between customers
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and suppliers, particularly in business-to-business markets. They state, “[O]ne of the most
consistent research findings regarding key success factors in new product development is
the importance of the degree of market (or customer) orientation adopted by the devel-
oping firm.” A high market orientation can be achieved through an active relationship
with potential customers.

Pilot customers

The requirements of different potential end users and markets vary, so it is best to adopt
a market-orientated approach as early as possible. Nonetheless, the decision on a specific
target group needs to be carried out conscientiously because it has a significant impact on
a company’s future. Given that

the importance of customer input increases with market newness of a product up to a
point and then drops off for very new products, whereas the importance of customer
input increases with technological newness of a product without dropping oft (Cal-
lahan and Lasry, 2004: 107)

start-ups that launch a new product strongly rely on customer input and need to establish
in-depth contact with potential customers and end users in order to integrate customer
input permanently.

Early access to customer data and the support of customers were defined as relevant
key factors by Coviello and Joseph (2012). They found that the likelihood of product
success positively correlates with the intensity of customer cooperation. The customer
and the seller of a product have different perspectives regarding the product’s value, and,
according to Terho et al. (2012), both play an active role in creating value. Jalkala and
Salminen (2010) found that pilot customers provide evidence of a product’s functional-
ity as well as insight regarding customer needs and an understanding of the company’s
internal competencies. This knowledge could be used as a sales tool for promotional
activities to win further business. But how can this knowledge be communicated to
potential customers?

Communicating value — the customer value proposition

A CVP is a strong and persuasive method for presenting a product’s combined value to
a customer (Johnson et al., 2008). The main goal is the “monetary quantification of the
benefits of a firm’s offering” (Wouters, 2010: 2). The process of crafting a CVP is designed
to create a good understanding of customer needs and demands. Thus, an offer that fulfils
the customers’ requirements can be made (Slater, 1997). Through an iterative process, and
by implementing small changes in cooperation with suppliers and customers, a firm can
increase the value of a product (Anderson and Wouters, 2013).

The literature consists of different streams that focus on how to craft a CVP. On the
one hand, Terho et al. (2012) use a value-based selling approach with three dimensions:
(a) understanding the customer’s business model and identifying key drivers of earnings
logic; (b) crafting a CVP, identifying the customer’s problems, and customizing the offer;
and (c) communicating customer value.

Terho et al. (2012) interviewed 11 managers and directors with a sales focus about an
effective implementation of a firm’s value orientation. A sales manager stated: “All value
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selling does is translate back to the customer what your solution does for their business,
in terms of dollars and cents, monetary benefits” (Terho et al., 2012: 178). It is important
to understand Terho et al’s first dimension in order to decide how value can be added to
an existing business. Regarding the CVP, the authors refer to methods such as “customer
specific value calculations, value studies, simulations, return-on-investment studies, life-
cycle calculations” (Terho et al., 2012: 180) that allow one to quantify the value of offer-
ings. They highlight the “importance of making the size of the value opportunity visible
to the customer” (p. 180) and not the quantification of precise numbers. According to the
vice president of a multimillion-euro business, the company’s most satisfied customers are
those with whom the company has long-term, value-based agreements. These customers
even spend more than other customers. This is consistent with Anderson et al. (2010:
76), who reported a study participant as saying that ““ ‘value-based pricing is not about
squeezing out as much money . . . as you can, but building customer relationships.”” They
continued: “Customers that feel good about doing a business with a supplier are more
willing to give that supplier a larger share and a more profitable mix of their business.”
Thus, a value-based selling approach promises to benefit both buyers and suppliers.

How we designed our work and research

We conducted our research in a research-based spin-off, cubuslab GmbH, founded in
2014 by a former KIT student and a KIT research associate. In January 2015 another for-
mer KIT student joined the founding team. Cubuslab is a small, new-technology-based
company. The technical founder worked for more than four years as an information sci-
entist in the field of life science laboratories at KIT.

During that time, a new database was introduced, as well as a service called Dial-A-
Device. The business idea of cubuslab is based on these two projects and the technology
behind them. Universities have different goals and approaches to evaluating a new tech-
nology than a company in a competitive market. “Value in business markets is the worth
in monetary terms of the technical, economic, service and social benefits a customer
company receives in exchange for the price it pays for a market offering” (Anderson and
Narus, 1998: 54). Universities strive to gain new insights and to expand the limits of what
is technically possible.

Thus, technologies developed at universities frequently have a very general purpose and
a broader range of application (Conceicdo et al., 2012). This is also the case for cubuslab’s
Dial-A-Device technology. It can be used to connect to any kind of machine or instru-
ment that is computer-controlled and that has some kind of data interface. Cubuslab has
developed a unique, innovative high-tech solution for M2M communication. After years
of development, the potential of flexible instrument control and fully digital laboratory
data management was realized and implemented in a business model. This platform-
technology can be classified as an Internet of Things technology and could be applied in
various scenarios: from smart energy to smart homes to smart factories.

In every kind of laboratory, data must be transferred from different instruments to a
database. Until today, most of these data transfers have been performed manually, using a
USB stick, printouts, or even handwritten notes. But even if instruments are connected
to a computer or network, they frequently use different interfaces, different data formats,
different software, and specific databases. Cubuslab offers a solution that provides over-
all instrument control, automatic documentation, precision, transparency, and full-range
compatibility for upgrades and extensions.
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We analyzed various internal documents and attended meetings with the founders,
in which they explained every detail of their product. Table 21.1 gives an overview of
the different data sources used. All regular and additional meetings with members of the
cubuslab team as well as meetings with people outside the company were documented in
a short summary and coded using keywords in order to process them without losing their
intentional content. In addition, external opinions on the value created by this start-up
were captured through three mini surveys.

How to craft a monetary customer value proposition

The crafting of a CVP is an iterative process. The first steps focus on understanding the
product’s possibilities and potential target markets. Subsequently, a deeper knowledge of
application scenarios, market segments, important product features, and competencies
can be formed through internal and external research. New information gets generated
in cooperation with partners and possible users. This information influences the product
development and business model and will eventually result in increased customer value.
This customer value can then be represented in simple arithmetic value word equations

(VWEs) and monetarily quantified.

Laboratory instrument automation market

Understanding potential customers and markets requires a deep understanding of a prod-
uct’s possible forms of application and how the customer’s problems are currently being
met. The present state of laboratory automation knows two extremes. First is the high-
end, high-cost, full laboratory automation solution from a few major suppliers which
integrates all instruments into one perfectly working network. The second version is
a custom-built automation solution, often found at universities. This version normally
results from cooperation between information scientists, laboratory workers, program-
mers, and industrial engineers. In reality, both solutions are available only for a minority
of laboratories: either highly profitable pharmaceutical corporations or highly endowed
research institutions.

A vast number of small- to medium-sized laboratories have no access to a solution that
offers them the advantages that come with digitalizing and automating their instruments

Table 21.1 Overview of the collected data

Qualitative data collected

Source Details Quantity
Meeting summary Weekly meetings 24
with cubuslab team 1
Timeline overview
Documents Internal documents 18
External documents 46
Excel tool 1
Surveys Compamed/medica 15
Laboratory workers KIT 15

User-interface 12
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and processes without the obligation to set up their instrument park from scratch. The
lack of suitable products created the business idea for cubuslab.

Determination of target market

Although cubuslab had a very detailed idea about their target market — laboratory instru-
ment manufacturers — it was necessary for them to identify and select specific target
groups within the market very carefully. This is one of the most important steps in craft-
ing a CVP; is the basis for subsequent steps; and can help the start-up become more aware
of customer needs, problems, alternatives, and competitors as well as market challenges
and its own competencies.

To better understand what customers required, cubuslab conducted a mini survey.
Regarding the specific features of the cubuslab connector, the following results were
obtained. Good handling was seen as a very important feature (80%). Most participants
(53.3%) rated the automatic transfer of data as very important. Another feature regarded
as very important (66.7%) was the ability to automatically perform tasks. That was also the
essence of most interviews the cubuslab founders conducted. A feature seen as a unique
selling point so far, remote controllability, was the only feature rated as either very unim-
portant (6.7%) or unimportant (13.3%).

The second part of the survey assessed the cubuslab technology and pointed toward
technically orientated problems and product properties and features. A product character-
istic respondents reported as cubuslab’s main advantage was the ability to control devices
from different manufacturers. Most respondents (64.3%) did not have such a solution at
that point but were very interested. An unexpectedly large proportion (21.43%) were not
at all interested in such a solution. These numbers are consistent with the proportion of
participants who were interested in integrating instruments without an inbuilt network
interface into a laboratory network. These insights led to the definition of the key benefits
list: (a) remote controllability, (b) multilingual software, (c) saving of time during docu-
mentation, and (d) programmability of software.

Developing a value proposition canvas

The VPC uses the DT mind-set to design, test, and evolve value propositions in an
iterative search. DT, unlike analytical thinking, is a process that includes the creation of
ideas without restrictions. This process helps reduce the fear of failing for all participants
and can lead to more innovative outcomes (Plattner et al., 2011). Historically, design
was treated as a downstream step in the product development process, and design-
ers had to wrap a technological innovation within something aesthetically attractive.
Today, however, companies ask designers to create ideas that fulfil consumer needs and
desires — human-centered activities are much more the focus (Brown, 2008). The DT
process can be described as a system of spaces rather than a step-by-step approach. The
spaces define different kinds of related activities that together form the continuum of
innovation.

The VPC is designed to keep a company’s value propositions relevant to customers
by continuously undergoing an iterative process (Osterwalder et al., 2014). It focuses on
two main blocks of the best-selling book Business Model Generation by Osterwalder et al.
(2010). These are the customer segments and value propositions, and they are designed
to help businesses create products and services that customers want and that offer them
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high value (Osterwalder et al., 2015). The VPC consist of two sides: the customer profile,
which clarifies the customer understanding, and the value map, which describes how
value for the customer can be created. Eventually a company needs to coordinate how to
achieve a fit between these two sides (Osterwalder et al., 2015).

Applying the value proposition canvas

The goal of the VPC was to systematically analyze the problems, needs, and tasks of the
target group in order to match cubuslab’s products and services accordingly. A number of
assumptions about the problems and pains of potential customers were made. Eventually,
an end-user requirements scenario was created which resulted in the VPC presented in
Table 21.2.

The VPC was based on the experience of the founders and on assumptions about
customer needs as well as interviews with laboratory workers and industry experts. These
assumptions needed to be verified. This verification was performed through mini surveys
and interviews. Some of the assumptions turned out to be right; others were question-
able. During the process of crafting the CVP, and especially the VWEs shown later,
cubuslab’s strategic focus became more and more clear. At the beginning, many features
were listed as important. Over time the focus changed to key benefits that customers
perceived as high value. In the end, cubuslab defined three very condensed core com-
petencies which they wanted to communicate to their prospective customers (see Fig-
ure 21.1). These core competencies were also the basis for the monetary quantification
of customer value.

Table 21.2 Value proposition canvas outcome

Pains Pain relievers

* Manual data transfer » Comprehensive instrument control

» Complicated integration of instruments * Automatic documentation

* Incompatibility * Precision

* Manual documentation * Data loggers

* Susceptibility to errors » Compatibility for extension and upgrade

* No standards

* Data security, organization, and availability
* Handling

* Collaboration

* Publication

¢ Plausibility

e Timeliness

Gains Gain creators

* Remote controllability * New use-scenarios

* Time savings ¢ Flexible working models
¢ Universality * Fast communication

* Multiple languages * No lock-in effect

* Low cost

* Little space

* Easy to implement
* Programmability
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High security
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Figure 21.1 The development of cubuslab’s strategic focus

Quantification of customer value

The three core competencies and their impact on the customer and end user were ana-
lyzed and formed the basis for the monetary value quantification. Through the use of
simple words and arithmetic expressions, as proposed by Anderson et al. (2007), the core
competencies of the cubuslab solution could be expressed as VWE:s.

The improved documentation due to simplification and automation has two positive
effects that can be quantified as customer value in monetary terms: time savings and
improved quality. The customer value created through time savings can be expressed by
the following formula:

Cost .
SAVINGS yoduced time due toimproved documentation

_ % . .
= COStl worklng — nmelaboratory worker, daily

aboratory worker

- I:COSI

laboratory worker

" . .
WOTKING _ tIMe, 1, i0rs worker. daily (share _work

Preparation of experiments

* (1 — mprovement

time for preparation,cubuslab

+ share _work,

ealization of experiments

time for realization , cubuslab )

* (1 — mprovement
+ share _work

Evaluation of experiments

(] —
(1 mp rovement time for evaluation , cubuslab )):I
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The monetary customer value created due to better quality as a result of an improved
documentation process is captured in the following equation:

Cost _ savings

better quality due toimproved documentation

Nr _ specime My adquality
= cost _ 7

—experiments with Nr _specimen _total B
? Nr _specimen,

* Improvement

quality, cubuslab

Another core competency is the programmability of instruments, which allows users
to optimize the laboratory workflow. This results in time savings, since wait times can be
minimized. Additionally, more experiments can be conducted and therefore more profit
generated. The third core competency is the full compatibility of the cubuslab solution:
There are no limitations with respect to different manufacturers or to the data-interface
technology. Full compatibility of instruments allows users to integrate all kinds of instru-
ments into one, platform-based, laboratory network. In this network they can connect
old devices with analogue data interfaces to up-to-date instruments that can transfer data
over digital interfaces without manufacturer restrictions. Therefore, the number of nec-
essary new acquisitions, as well as installation costs, can be reduced significantly. Due to
space limitations, we do not explain in further detail here the formula for the program-
mability of instruments or the formula for full compatibility.

The monetarily quantified customer value can be calculated for any specific customer
scenario with a spreadsheet tool. For a standard scenario, using the introduced equa-
tions, precise values could be calculated. Figure 21.2 presents the monetary value of the
standard-case scenario regarding the improved documentation. Figure 21.3 displays the
accumulated customer value for one year in a laboratory with five employees and 15
existing laboratory instruments.

In order to take into account the concept of resonating focus by Anderson et al. (2000),
it was important to specially define a NBA. Instead of using a cubuslab connector, the
NBA uses a full-size desktop computer as access point to the laboratory network and
bidirectional communication.

Although the previously presented calculations are based partly on assumptions, it was pos-
sible to calculate a monetarily quantified customer value. The goal was not to offer a tool for
business planning with exact figures and unquestionable numbers but to provide a general
range in which the customer value is located, as proposed by Terho et al. (2012), in order to
motivate possible customers to upgrade their laboratory infrastructure. These figures represent
tangible customer benefits which customers can better relate to than to standard sales argu-
ments. They also provide insight regarding the differential value regarding a status quo or a
NBA and therefore can also help set a price range in a value-based selling approach.

The assumed values of the standard use-case scenario can vary greatly from other real-
life scenarios, since the quality and cost of laboratory infrastructure also vary greatly. The
values are based on the experience of the cubuslab team and on interviews with labora-
tory workers.

Results/Discussion

Crafting a CVP proved to be a powerful tool and offered a highly structured method while
determining the target market and encouraged the start-up to verify their assumptions
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about prospective customers and market segments. Although cubuslab had a strong idea
about the market they planned on entering, abiding by the CVP framework ensured
that this far-reaching decision was based not on a gut-level judgment but on verified
assumptions.

Cubuslab’s core technology is based on academic research, which often means that the
same core knowledge can be used in a variety of applications (Malerba and Orsenigo,
1997). This generality harbors various opportunities due to the versatile application sce-
narios but can also “have a negative effect on new product development, because it makes
it less suitable for specific application” (Conceic¢ido et al., 2012: 45).

A critical confrontation with the technology’s ability to successfully fulfil the require-
ments of the laboratory automation market was necessary and took place.

During our 6-month case study, it was not possible to completely establish a value-
based selling approach; nonetheless, a subscription model has been created. It was possible
to quantify the customer value in monetary terms by basing it on assumptions. It was
possible to derive a range, where a future value-based price could be located in order to
preserve a positive customer. This range as well as the defined VWEs and the determined
monetary customer value were used to define a subscription model. The founders stated
that potential customers appreciated the transparency generated through presenting the
monetarily quantified value and the relating VWEs.

Due to delays in product development, it was not possible to acquire a pilot customer
in the target industry in order to analyze a standard use-case scenario in a business envi-
ronment so far. Nonetheless, very detailed and compelling equations and calculations
could be created that represent the customer value of the cubuslab laboratory automation
solution in monetary terms. This shows potential customers that their problems and chal-
lenges are understood and can be a great advantage over competitors, since it automati-
cally creates a professional basis for discussion with the customer’s technology managers,
rather than the usual meaningless phrases employed in sales meetings. For cubuslab, the
monetary quantification offered helpful insights into their product and market offering; it
also created a starting point for value-based selling approaches. The presented equations
and value propositions became main elements of cubuslab’s sales strategy. According to
the founders, their prospective customers highly value the transparency regarding their
value propositions as well as the comparability with other available solutions.

It was possible to combine the process of crafting a CVP with the DT approach.
A mutually supportive effect could be demonstrated by merging them into one compre-
hensive approach (Table 21.3).

The generation of new information, the creation of value-enhancing possibilities, deci-
sions on changes in market offering, and implications for technology development were
mostly carried out during the different DT spaces. An increased activity in the CVP
main steps “Conduct research with other parties” and “Make decisions based on insight
obtained from CVP” could be detected. It is not possible to claim that this would not have
happened if the DT approach had not been used. But it appears to be reasonable to con-
sider a beneficial, amplifying effect of the DT mind-set toward the continuous product
development and progress in customer value creation.

What you can take away from our case study

We recommend that other start-ups or new product development teams in larger, estab-
lished firms use one of the available approaches to create a CVP. Crafting a CVP as
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Table 21.3 Customer value proposition and design thinking steps performed during the case study

Steps for crafting a CVP

Main steps Sub-steps
I Drawing a frame and establishing
contacts
IT Select target market Investigate current understanding
Identity turther feasible applications for the new
technology

Identify your needs for help and suitable partners
Identify target markets and market segments
Assess target markets
Select market segment(s) to first work on

III Conduct internal research on selected Market research

target market

Technology assessment
Preparing quantification of customer value

IV Conduct research with other parties Develop contacts with relevant partners
Agree on issues that are barriers for cooperation
Collect existing information
Generate new information
Create value-enhancing possibilities

V Make decisions based on insight Decide on changes in market offering
obtained from CVP Deduct implications for technology development, to
be implemented by the technology venture and by
partners
VI Develop technology and market Develop technology and otherwise implement changes
offering with new knowledge regarding the products and services offered
Use your CVP as a sales tool
VII Administrative topics Bachelor’s thesis

Preparation of external research
Theory lessons

VIII Extended concept: Design thinking Empathize
spaces Define
Ideate
Prototype
Test

described here forces a company to intensely concentrate on determining its target mar-
ket and its market offering. Many ideas and assumptions need to be tested during this pro-
cess. It stimulates discussion about customer challenges and pains that need to be solved
as well as product properties and features and their respective importance. The whole
business model gets examined, and a company is forced to think about the product from
the customer’s perspective. An additional effect is that early customer contact is unavoid-
able if the company has fully committed to implementing the concept. This effect gets
amplified when the CVP concept is combined with the DT approach and the VPC, since
these concepts require continuous interaction with end users. Figure 21.4 is a graphical
guideline to this process.

This work shows how the concept of customer value and its monetary quantification
influence the way a new technology venture develops its product and determines its target
market. It also provides insights about how contact with potential partners and customers
can be made at an early stage. Most important, it shows how early customer contact and
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Figure 21.4 Graphical guideline to the applied customer value proposition approach

an ongoing analysis of what customers actually want can lead to continuous innovation.
Cubuslab was able to sharpen its profile and create a perfectly fitting industry solution
from a general core technology with a wide field of applications.
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22 Creating and sustaining
competitive advantage through
documented total cost savings

Underhill, Tim

Customers are increasingly looking for the means to improve operating profits, and with
an average of 60% of operating costs being spent on goods and services, they are turning
to their suppliers to help meet their cost-reduction goals. Price is the obvious savings
most customers focus on, because it is easy to prove how much was saved when the price
is lowered.

But for those suppliers that add value beyond a lower price, it offers an opportu-
nity to create a true competitive advantage by demonstrating the savings to the cus-
tomer when the supplier provides value-added products and services. For example,
when a supplier provides a product that is a “better fit-to-function” for the applica-
tion involved, it can often help the customer reduce total operating costs. Or when
the supplier performs a service that solves a problem for their customer, it can have a
direct impact on the customer’s operating profits. While many competitive suppliers
offer similar products and services, few can truly demonstrate the savings. And the
demonstration of value-added savings can justify why a particular supplier should be
the customers’ supplier of choice.

As a quick definition of “value added,” suppliers add value when they do something that
makes their customer more profitable. This value can come either from increasing the cus-
tomer’s revenues or from decreasing their costs.

To measure the value added, you must look at how the supplier impacts the customer’s
operating profits. If you look at a profit and loss statement, there are three categories of
profit impact a supplier can affect.

1. Revenues. How can the supplier help the customer make and sell additional products/
services? This is often accomplished through minimized downtime, increased pro-
duction rates, reduced rejected output, or other changes that increase the customer’s
sales or profit from sales.

2. Expenditures. How can the supplier reduce total spend? This can include reductions
in the price paid for products/services (both the supplier’s products and the impact
on purchases from other suppliers), energy costs, utilities, disposal, freight, or other
aspects of annual spend.

3. Processes. How can the supplier reduce the customer’s personnel costs by eliminating
or minimizing tasks to be performed? This can include reductions in time to process
invoices and cut purchase orders and reduced maintenance, warehouse operations,
production time, and many other labor-related costs.
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A fourth category can be related back to the profit and loss statement: assets. Assets appear
on the balance sheet, but each asset is associated with a possession cost.

4.  Assets. Reductions in possession costs occur when inventory, equipment, or facility
requirements are minimized. Possession costs can include any cost associated with
owning the asset such as finance charges/interest payments/working capital, mainte-
nance and repairs, storage, utilities, and other ownership costs.

The possession cost of an asset is the easiest measure of the value from asset reductions.
For example, inventory reduction can reduce interest expense, storage, handling, taxes,
shrinkage, and other costs. Instead of trying to measure every cost, companies assign a
value to the possession of the inventory, often referred to as carrying cost.

Accurately determining which categories are impacted by a value-added solution is
critical for measuring the dollar impact provided.

Suppliers should also track both the value they have already added and the value they could
add. Determining value already added can help create a “firewall” to assist in retaining a cur-
rent account. Demonstrating to customers the value of what could be provided can help the
supplier obtain additional sales from an existing account or gain sales from a new account.

The value that suppliers add is a function of the type of goods and services they provide.
Service companies such as contractors, accounting firms, or engineering companies gen-
erally add value through reduced personnel and the expertise they provide around their
services. For example, a utility company called for bids on a new project. All the bids came
back well over budget. A contractor that worked for the utility company offered to rework
the specifications, even though the contractor itself could not bid on the job. The reworked
specifications resulted in just under $10 million in savings, cutting the bids in half.

Manufacturers generally add value through their products, but some also add value through
services such as failure analysis, reserved production time, custom products, and design sup-
port. A manufacturer helped redesign a project that saved a customer over $50 million.

Distributors can improve a customer’s operating profits from both the value-added
products they offer from numerous manufacturers and the services they provide. A dis-
tributor was working with a customer on a flange-failure issue that occurred each year
with one of their strategic accounts. After evaluating the process and specifications, the
distributor proposed an engineered gasket that protected the total flange face, which
when installed saved the customer $300,000 annually through reduced flange spend,
reduced downtime, and lowered maintenance costs.

These examples illustrate two points. First, they all show a supplier adding value beyond
a low price. In each case the value was added through the supplier’s expertise and knowl-
edge. Second, this type of value is not likely to be forgotten by either the customer or the
supplier, because the savings are so large. But what about the day-to-day value that many
suppliers add that results in smaller savings that are more easily forgotten? It is important
to measure and track the value from all the solutions a supplier provides. And the list can
be extensive. Some distributors, for example, have identified over 50 value-added oppor-
tunities they provide their customers. Here is a partial list of some of these opportunities.

1. Consignment is an issue of ownership. When a supplier consigns inventory at a cus-
tomer’s location, they are putting stock, which they own, on the customer’s premises
and generally do not get paid until the customer uses the stock.
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2. Vendor-managed inventory (VMI) involves the supplier evaluating the customer’s inven-
tory needs on site at the customer’s location on a regular basis to ensure that the right
products and quantities are always on hand.

3. Design support is a service provided by suppliers where they help their customers to
design products, production lines, equipment, and a host of other items.

4. Technical support covers everything from problem solving and installation guidance to
product design or selection.

5. Product substitutions can include similar fit-to-function change in the materials used
that offers a lower price when the products are true commodities. Better fit-to-
function product substitutions that look at the total cost impact often result in an
initial higher price paid, but a lower total cost overall.

6. Kitting is a service in which the supplier combines a number of products into one
bundle, usually with its own part number.

7. Preassembly is a service in which the supplier assembles/cuts parts into one larger
component so that the customer does not have to assemble it.

8. Energy audits are a service performed by the supplier to identify ways in which the
customer can reduce their electricity or fuel consumption.

9. Leak audits are a service performed by the supplier to identify why leaks in steam
lines and/or production lines are occurring and how to stop the leakage longer
term.

10. Failure analysis is a service where the supplier examines why a failure occurred.

One of the key points to notice in this list is that each of the value-added opportunities
requires the customer to change in some way and to have the supplier do something
for them. For example, with VMI the supplier takes over managing the customer’s
inventory; with energy or leak audits the supplier helps find ways to reduce energy
costs or leaks in production lines or steam pipes. Suppliers add value when they work
with the customer to make a change. If the customer does not change, there is no
value added. This is a critical aspect of being able to measure the value that a sup-
plier adds, because it is the change in operating costs and revenue that allows you to
measure the value added.

Measuring the financial impact of a change is not new for most companies. There is
a whole field of study in accounting called cost accounting that measures the financial
impact within a company when a change is proposed or made. Most companies use
these cost-accounting principles to make financial decisions around large expenditures
or projects, but cost accounting can be used to measure any change. Measuring value
added is simply extending cost accounting to include smaller changes provided by the
supplier.

For example, in order to measure the impact on the customer’s revenues, you need
three pieces of information.

Additional units sold: the number of additional units of a product that the customer can
make and sell due to the value-added solution. Note that the “and sell” issue is critical
in determining whether there is an impact on the customer’s revenues. If the customer
cannot sell the additional production, there will be no impact on revenues. In such cases
there can be a reduction in costs that can be measured.

Unit value or selling price: the customer’s average selling price for the units made. This is
often a wholesale and not a retail price.
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Revenues:

il = )
Additional Units  Unit Value Cost Goods Sold Profit
Sald (selling Price) (COGS) Improvement

Il

Figure 22.1 Worksheet for measuring revenue impact

Revenues:
2 %200 + ( $100 _ §75 ) - $10,000
Reduced Downtime Additional Units ~ Unit Value Cost Goods Sold Profit
Sold (selling Price) {COGS) Improvement

Figure 22.2 Completed revenue worksheet for downtime example

Cost of goods sold: the incremental addition in the raw materials usage due to making
each additional unit (the overhead is usually not included since it is not an incremental
cost).

To help measure this impact, you can use the simple form shown in Figure 22.1.

If a customer makes widgets and sells them for $100 each, the $100 selling price is not
the improvement in profits for each additional widget sold. You have to remove the cost
for making each widget. In this case we’ll assume that the cost to make each unit is $75.
If a supplier recommends a different tool or part that could reduce downtime by 2 hours,
and the customer produces 200 units an hour, an additional $10,000 in revenue-based
profit is achieved, as outlined in Figure 22.2.

Revenue impact is often overlooked by organizations as a key area for measuring value,
but it shouldn’t be. Revenues offer huge impact potential. Unfortunately, revenue impact
is also hard for the supplier to quantify in many cases, because some customers are reluc-
tant to provide the information needed to measure it.

This brings up a critical point: Information is rarely perfect. Companies need to make
reasonable and defendable estimates of the numbers used when measuring the value
added, just like the estimates used to make any operating decision. For example, produc-
tion rates vary, and in the example given earlier, the number of widgets produced could
be as low as 195 or as high as 220 widgets per hour. The 200 in this example was used
as an estimate that is both reasonable and defendable given production variances. As
such, averages, industry standards, and other conservative estimates are often used in cost-
accounting and value-added calculations.

As a reminder, not all production-related improvements will impact the customer’s
revenue streams. If the customer cannot sell the additional units that could be produced,
the supplier should look at the impact on operating costs.
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Expenditures are the most commonly measured savings because they are the easiest to
measure. To measure expenditure savings, you need only three pieces of information, as
seen in the worksheet shown in Figure 22.3.

Current price: What was the customer paying for the product before the change?
New price: What is the customer paying for the product now?
Annual usage: How many units will be impacted per year?

If the change is simply a lower price, the worksheet given earlier can be used with no
modification. However, if price and quantities vary, it’s best to use two lines. For example,
let’s assume the customer was spending $100 per unit for the ABC Part and purchasing
500 units per year. Then the supplier offered a better fit-to-function substitution. The
new XYZ Part costs $110 per unit but reduces the customer’s unit usage to 400 per year.
The net savings to the customer is $6,000 per year, as shown in Figure 22.4.

There are three important points to be made with this example. First, why did we use
two lines instead of one line with two quantity fields? The main reason is ease in present-
ing the savings. Showing it on two lines makes it easier to see the impact of the change,
while still following the standard cost-accounting principles. As such, the “0” on the
first line indicates that there are no more expenditures for this product, and the “0” on
the second line indicates that in the past there were no purchases of this product for the
application under review. However, this formula works just as well if you display all of
the savings on one line: (Current price X Current usage) — (New price X New usage).

Expenditures: Cost of Materials/Services:

( - ) =
Current price New price Annual Usage Annual Material
(or 01f no change)  (or Quantities reduced)  Cost Savings

Figure 22.3 Worksheet for measuring material/service savings

Expenditures: Cost of Materials/Services:
(oS0 0y . 500 - $50,000

Old Part: ABC Current price New price Annual Usage Annual Material
(or 0 if no change)  (or Quantities reduced)  Cost Savings

( 0 - sio 400 = (544,000)

New Part: XYZ

Current price MNew price Annual Usage Annual Material
{or 0 if no change)  (or Quantities reduced)  Cost Savings

Total Annual
Expenditure £ 6,000
Savings

Figure 22.4 Completed expenditure worksheet for the substitution example
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The second point is that the savings shown are simply for the price paid and do not
reflect any impact in the other cost-savings categories. Because expenditures are the most
commonly documented savings, many purchasing organizations start to believe that the real
value a supplier brings is a lower price. For suppliers that provide value-added solutions, it
is critical to measure savings beyond the price paid for the goods and services provided. To
better demonstrate this, an example of another product savings is outlined later showing a
higher price paid but where other savings such as energy costs result in a lower total cost.

The third point is the difference between one-time savings and ongoing savings. Some
savings, such as the expenditure example mentioned earlier, result in savings year after
year, while the revenue example might only impact operating profits once. If you try to
combine savings and costs from various solutions with different time frames, it becomes
very difficult to determine the actual total cost impact within a given time frame. For
this reason, always measure the value for a 1-year period. This way, the forms shown will
always reflect the annual impact and can be easily combined with annual spend to deter-
mine a total cost for each supplier. Multiyear projections can then be made from these
estimates to determine the long-term impact of a solution.

Process savings is the third category to evaluate. Processes deal with the personnel costs
that a customer incurs for performing any task: ordering, accounts payable, warehouse
activities, engineering, and so on. When a supplier provides a product or service that
reduces personnel time, such as time spent on maintenance, there is a value-added benefit
to the customer. To document these savings, you need four pieces of information (see
Figure 22.5).

Past cost. Before the change, what did it cost the customer to perform the task? (This
could be an hourly rate or the actual cost for the task.)

Past frequency. Betore the change, how many hours or how many times did the impacted
task have to be performed?

New cost. What is the cost to perform the task now? (Keep in mind that if an hourly
rate is used, it may show no change.)

New frequency. After the change, how many hours will it take to perform the impacted
task, or how many times will it be performed?

Process savings can be measured using hourly wage rates or the cost per occurrence.
For example, if you're reducing maintenance costs, you might want to use the hourly rate
method. If the customer pays their maintenance personnel $25 per hour and personnel
were spending 1,500 hours on maintenance, but after the change they will only need
to spend 800 hours on maintenance, the calculations would look like the example in
Figure 22.6.

The other method for calculating process savings is cost per occurrence. Summary bill-
ing (in which the customer pays once a month for all purchases) is a good example to use.

Processes:

Past Past New New Annual Process
Cost Frequency Cost Frequency Savings

Figure 22.5 Worksheet for measuring process savings
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Processes:
( $25 * 1500  y - ( 8§25 * 300 ) = $17,500
Mainte : Past Past New New Annual Process
St Cost Frequency Cost Frequency Savings

Figure 22.6 Completed process worksheet for reduced time in maintenance example

Processes:
( 9§35 * 240 ( S100 # 12 y = $7,200
Accounts Past Past New New Annual Process
Payable Cost Frequency Cost Frequency Savings

Figure 22.7 Completed process worksheet for process acceleration (example)

If the customer has determined that it costs them $35 to process an invoice and there are
20 invoices a month, the cost to the customer will be $8,400 a year to process invoices
from this supplier before using summary billing (see Figure 22.7). Remember that savings
should be based on an annual cost.

If the supplier were to provide summary billing, the number of times a year the task is
performed would drop from 240 to 12. Because it takes longer to process a larger invoice,
we estimated that the cost per invoice would increase to $100 from $35. Using these
numbers, the savings to the customer would equal $7,200 for the year.

A critical point needs to be made about processes: They are generally considered “soft.”
Revenues, expenditures, and assets, on the other hand, are generally considered “hard.”
Hard saving means the customer will see a definite impact on operating profits. If you
increase revenues or reduce possession costs, the customer will be more profitable. But
unless overtime is eliminated, a person is laid off, or a worker is moved to eliminate a part-
time position, the impact of process changes will not actually improve operating profit
because the worker or workers are still provided a full paycheck. This type of change
does, however, offer the customer the opportunity to better use the time of the employees
impacted. Because it might impact profits, it is considered a soft saving.

Soft savings should still be measured and included in calculating total cost savings,
but many customers do not like to accept them. Acceptance is important, because why
should the supplier help improve productivity and reduce the time needed to perform
operations if the supplier is not given credit for helping their customer? And in most cases
the supplier is not asking to be paid for the savings, only to be given credit for having
reduced the time requirements involved in performing an activity. For the supplier, pro-
cesses are the second most commonly documented savings. If they are not given credit for
the total cost savings from these process improvements, then a lower price often remains
as the main value being added.
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The assets: inventory category is the fourth savings area (see Figure 22.8). Inventory
savings refer to any action the supplier takes that reduces the dollar value of supplies the
customer is holding. Note that the amount of inventory reduction is not the amount
saved. Inventory reduction is basically cash-flow improvement. However, there is a cost
for carrying this inventory. So to measure the impact of inventory reductions, you need
to find these two pieces of information.

Amount reduction (§). How much inventory, in dollars, was reduced?

Carrying cost (%). What is the annual cost for owning inventory? (Carrying costs gen-
erally include interest rate, insurance, taxes, shrinkage, spoilage, obsolescence, and some
storage and handling costs.) Carrying costs are most often measured as a percentage of
inventory.

If a supplier were to consign parts/supplies into the customer’s inventory in the amount
of $20,000, and the customer had an 18% carrying cost, the savings to the customer
would be $3,600 (see Figure 22.9). Because it is consigned, the savings would be both
hard and ongoing.

Inventory was used in this example because it is the most commonly reduced asset, but
reductions in equipment and facility requirements can be measured in much the same
way. As stated earlier, possession costs are most commonly designated as a percentage of
the value of the asset. So an 18% possession or inventory carrying cost means that it costs
the customer 18 cents for each dollar of inventory it carries. Equipment generally has a
higher possession cost than inventory because of the maintenance and energy costs for
usage involved with owning the equipment.

When documenting actual solutions, remember that most value-added solutions
impact multiple categories. So it is not as simple as measuring one cost driver. A better
fit-to-function substitution can impact all four categories. Thus, you need to combine
these into a worksheet.

It is also advantageous to make the information electronic and store it in a data-
base. Many companies create spreadsheets for some of the solutions they offer. But for

Assets: Inventory

( * =

Amount (3) Reduced Carrying Cost (%) Annual Inventory Savings

Figure 22.8 Worksheet for measuring assets: Inventory savings

Assets: Inventory

( $20,000 . 18% ) $3,600

Amount (£) Reduced Carrying Cost (%) Annual Inventory Savings

Figure 22.9 Completed assets: Inventory worksheet for inventory reduction example
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companies that have a wide value-added offering, spreadsheets can become cumbersome.
Companies that want to demonstrate value to strategic accounts need a database of the
savings events by customer in order to run quarterly, annual, and multiyear savings reports
to share with their customers. Without a database, they would have to spend a great deal
of time compiling the savings by customer, industry, or other variables. For this reason,
more and more companies are building their own software programs or turning to com-
mercially available packages.

A supplier providing this kind of proof of savings creates a true competitive advantage
because it helps the customer meet their cost-savings goals and proves that the supplier is
truly the lowest total cost provider.

Having a database of the savings they have provided each customer over the years allows
suppliers to report individual savings that are both proposed and already provided to their
customers, to run reports across industries to show new customers the value they bring
to that industry and potentially to that new account, and to run reports based on various
time frames to work with their existing strategic accounts.

Much of the potential value suppliers add is through their products. These are often
harder to report than services because of the breadth of products that a supplier might
represent, and the different impact that each individual substitution can have on the cus-
tomer’s profitability. As such, when manufacturers sell through distributors, savings other
than price are rarely documented unless the manufacturer helps to measure the value
added from better fit-to-function products. Perhaps the best-known example of manu-
facturers providing solid support and tools is around lighting. Manufacturers such as GE
Lighting and Philips Lighting have built tools to help their distributors better prove the
savings from their products.

When used effectively, the documenting of value-added savings helps the supplier
prove they are the lowest total cost, even if they are not the supplier with the lowest
initial cost. But the numbers have to be reasonable and defendable. Customers often dis-
miss value-added savings because they do not think the savings are real. Because of this
widespread skepticism by customers, the savings need to be spelled out and entered into
a cost-accounting format that allows them to be proved. Otherwise, these very real sav-
ings will be seen as a “fabrication” of savings or as an exaggerated sales pitch that helps a
supplier justify a higher price.

When documented effectively, these savings can help the supplier create and sustain
a competitive advantage by proving how their product/services improve the customer’s
overall operating profits, beyond the price paid. Suppliers who learn to measure both cost
savings and revenue enhancement based on cost-accounting principles, and who explain
these to their current and potential customers, will be able to generate more sales, main-
tain key accounts more effectively, and even combat margin erosion. At the same time,
they will be helping their customers achieve a competitive advantage through improved
operating profits. Bottom line: documenting value-added savings can help demonstrate
why they are the supplier of choice.
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23 A call to action

Value quantification in B2B buying
and selling

Snelgrove, Todd C.

The salesforce is the principal messenger of value to the customer and must understand
and effectively communicate value to the customer base. If the salesforce isn’t fluent in
these skills, customers will eventually perceive parity between their choices in the market.
When this happens, organizational efforts to leverage the value of technology, product,
process, or services will not achieve their true potential.

In 1996, a hit movie told the story of a sports agent, Jerry Maguire, and an aging foot-
ball star, Rod Tidwell, hoping for a big contract. In one of the film’s most memorable
scenes, the two are talking on the phone, and Rod keeps saying to Jerry, “Say it . . . Yell
it . . . Show me the money!” At the same time that Jerry Maguire became a hit, professional
procurement was gaining traction in large companies. The procurement position and
responsibility truly started the transformation from a tactical purchasing function, usually
reporting into Finance, to a full-fledged group that has a seat with the CEO; the develop-
ment of strategic procurement was rising. A gap we continued to see — and it continues
to widen — was in the contractual negotiations with suppliers. Procurement seemed to
want low costs (which translates into lowest price if you can’t monetize your value) only
(as we saw in the previous chapters), and salespeople would often wax on about this so-
called value that they brought and others didn’t and for which they therefore deserved a
price premium. In the mid-1990s the users of the product or services, or business units,
seemed to be the ones telling procurement what to buy and to just make sure all the terms
and conditions were fair. Fast forward to the present, and now we see procurement, and
rightfully so, challenging the internal customer, and asking whether a company can truly
deliver on its promise and really help it become more efficient and thereby profitable.

This book is the first to my knowledge to feature best-in-class sales organizations that
show how;, in a tough B2B environment, they have been able to demonstrate real value,
quantify that value in terms the customer understands, Total Profit Added™ and cares
about (cold hard cash), and then negotiate on what will be measured and delivered for
the customer, and how;, all while supporting procurement’s evolution into a more strate-
gic role. A role in which there are three bids — and in which “buy the lowest” is not the
primary strategy or choice — asks, “Who can bring us real measurable value by helping us
become more innovative, differentiating our products and services, add revenue and/or
take costs out of our operation?”

In the previous chapters you saw that the sales and buying relationship is not a zero-
sum game and that when done properly, looking at real value, both the customer and
the supplier can become more profitable. Pricing for that value can only occur once the
customer believes that value is real and tangible.
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Sales managers, new business development, marketing, and project managers should
work with their pricing counterparts to understand how they can and will create more
meaningful value for their customers. Procurement professionals should keep asking sup-
pliers to demonstrate why they deserve to be bought not on the lowest price but on the
best value. Finally, procurement should spearhead that value capturing for the organiza-
tion, in order to continually be seen as a strong support function to the business, and
show how it can get the best suppliers to bring their best resources and therefore value.
Suppliers and customers should be sitting on the same side of the table and showing how
we both sustainably win by measuring the best value created and received. The new era
of collaborative procurement is coming to a customer or country near you.



24 Quotes and statistics to help you
on your value-selling journey

Snelgrove, Todd C.

Selling on value

Companies that price for value are 24% more profitable than their industry average, 36%
more profitable than those that price to cost.

Monitor Deloitte 2012

Closing rate increases of 25% by developing customized business case
Confidential B2B industrial company

Shorten sales cycle by 33%, reduce discounting by 18%, increased deal close 15%
B2B global software company

Buying on value

Bought and rewarded suppliers on TPA™ were 35% more profitable than industrial com-
panies that did not.

Manufacturers alliance for productivity and innovation 2013
chief procurement officer survey

A 2007 study sponsored by the International Association for Contract and Commercial
Management and the Strategic Account Management Association found buying compa-
nies realized 40% more value from their most collaborative suppliers than their least col-
laborative suppliers. The same report also found suppliers reported an average delivering
49% more value to their most collaborative key customers.

Memorable quotes

It is not how little you pay its how much you get
— Todd Snelgrove, Experts in Value

Suppliers often don’t come to us with a business case. But it’s what we want. Sell your
value in our numbers to get our attention. But if you can’t quantify your value — don’t
be surprised at the failure of procurement to do so.

— Paula Gildert President; Chartered Institute of Procurement and Supply

Even at Half the Price it can be Twice the Cost
— Todd Snelgrove, Experts in Value
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Customers don’t just want to know that you can help them make money or save
money. They want to know how much and by when.
— Mike Wilkenson, Axia Value

Price Does Not Equal Cost.
— Todd Snelgrove, Experts in Value

Being different is not differentiation. Differentiation is being different in ways the
customer values.

— Mike Wilkenson, Axia Value

Too many value propositions are high on proposition but low on value.
— Mike Wilkenson, Axia Value

Procurement and sales sometime confuse what ISO really means. . . . It’s a conform-
ance not performance standard.
— Rob Maguire, Maguire Izatt

My offering can be the highest price, but the lowest cost, and bring you the most
profit.
— Todd Snelgrove, Experts in Value

Companies are not in the business of buying and products and services for no reason,
the exists to do something of value for their clients. Can you help then m add value
and sell that value?

— Todd Snelgrove, Experts in Value

Price is only an issue in the absence of quantified value.
— Todd Snelgrove, Experts in Value
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The present and future of value
quantification

Hinterhuber, Andreas and Snelgrove, Todd C.

Andreas Hinterhuber: What is value in B2B markets?

TODD C. SNELGROVE: Value is different for different persons and functions within a busi-
ness: production, marketing, maintenance, and sales as all care about and value differ-
ent things. For publicly traded companies all managers have an obligation to increase
shareholders wealth — over the long term, while doing business in an ethical way
for all stakeholders. Value is therefore the answer to the question: How do I make
my customer more sustainably profitable than the next best alternative? Sustainably
means over a period of time: Businesses that find a way to be “profitable” one quarter
at the cost of next year’s earning do not create but destroy shareholder value.

Some companies use total cost of ownership (TCO) approach to evaluate alterna-
tive products and services. However, my experience is that, although TCO approaches
are widely used (Snelgrove, 2012), there is a lot of confusion around the elements
that make up TCO. For example, procurement managers would say “TCQO,” but
really mean “[lJanded cost or total cost of acquisition.” As is well known, total costs
of acquisition are only a small part of all the costs and benefits of an offer.

Opver the years I realized that the concept of total costs of ownership should be
updated to something more encompassing. The objective should be to identify the
option that increases profits by the largest absolute amount. Therefore, I created the
term “Total profit added” (Snelgrove, 2017a). Profit includes cost reductions, but
also revenue improvements. If you help customers increase sales by increasing the
production, helping the sales force to be more efficient, getting to market earlier than
planned, enables them to upsell or cross-sell, discount less, etc., then all these factors
drive revenue and profit, but they are not cost reductions.

Traditional TCO analysis is too much focus on costs and typically does not include
revenue improvements (Hinterhuber, 2017; Hinterhuber and Snelgrove, 2017). Tra-
ditional TCO analysis therefore might push people to buy options that are not truly
the best value.

To truly see all the benefits and costs you would look at the following three phases
of use if you are the end user of the product or service (see Figure 25.1):

1. Acquisition phase: capital costs (CAPEX), initial purchase price, shipping, receiving,
minimum order quantity, tariffs, taxation, currency conversion costs, risks, hedging
fees, etc.

2. Installation, maintenance and operation: costs and benefit such as plus or minus the
difference in operating costs (OPEX); also include benefits such as differences in
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Total Profit Added™
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Figure 25.1 Total profit added (Snelgrove and Anderson, 2017)

expected life of the machine, output differences, unscheduled downtime, production
quality, etc.

3. Disposal: can be a cost or benefit. Costs such as teardown, recycling, environmental,
clean up, etc. Benefits result from the resale or the ability to refurbish the product.

ANDREAS HINTERHUBER: What about value quantification for intangibles?

TODD C. SNELGROVE: Great question, Andreas. | find this is the answer that is used most
often so the supplier does not need to do the homework. First of all, and I para-
phrase numerous VPs of Procurement I know: “If the supplier cannot or will not
demonstrate and document why they can deliver more value, how am I, as the buyer,
supposed to justify buying a higher priced alternative? They are supposed to be the
expert.”

I hear companies in numerous industries around the world say, “all of our customers
are different, so no value formulae exist” I disagree. The calculation for energy savings,
sales force productivity, reduced scrap, faster time to market or whatever is the same
everywhere in the world. Whether that value driver has an impact, or the magnitude
of that impact will vary by customer, segment, country. Also the numbers used in the
calculation are different (downtime by industry, cost of capital, scrap value), but the
formula is the same. With some research, customer knowledge, and good questioning
skills you can get numbers that are close enough to build the first value model to start
a conversation.

Finally, numerous things customers value such as location of supplier, country of
supply, supplier relationship, risk, etc., can be modeled. Again, these are not guaran-
tees but allow someone to put some basic numbers to a value driver. I use an exercise
called “So What.” Pretend you're talking to your 5-year-old child that keeps asking
“Why?,” “Why?,” “Why?” Coming from outside industries, I would ask this question
numerous times and found that if I kept asking “So what?,” a light would go off and
I could quantify the related value.
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MORE RELIABLE: So what? This means that it works when you need it to. So what? Then
you don’t need to keep lots of spare parts or back up machines or extra production or
work in progress to minimize the risk of that production machine not working and
missing deliveries. . . . [ can quantify those things.

LOCAL SUPPLY: So what? We are closer to the customer? So what? If they have to buy
from Asia (for a North American customer) they have to keep extra inventory as
lead times are longer, they have to hedge currency, tariff, and freight costs as prices
always exclude freight. I was able to quantity, demonstrate, and secure an order for a
client where their price was 30% higher, but total profit added was 10% better after
quantifying all these value drivers.

ONE OF MY FAVORITES: It runs cooler (industrial parts inside a machine). So what? I am
told the operating temperature with this new bearing will be lower for the bear-
ing — I am told “everyone knows” that a 10 Celsius reduction in operating temperature
doubles the life of the lubricant. Well, I can surely quantify the reduced lubricant
consumption, storage, disposal, labor to lubricate, etc. However, I didn’t know that
running cooler meant anything like this . . . Do not assume your customer can or will
take the time to quantify your value.

ANDREAS HINTERHUBER: Why is value quantification important?

TODD C. SNELGROVE: You know the answer well (Hinterhuber, 2017; Hinterhuber and
Snelgrove, 2017). In my experience without value quantification the customer
focuses on what they can see and understand — the price. Without you quantifying
the value of your offer, you are leaving it up to your customer to determine all the
value below the waterline (see Figure 25.2). The things below the waterline with a
profit impact might be tough to see or understand for the customer. Just imagine
going to your boss right now and saying “I want to buy a machine for $100K” or
“I want to buy a better version of a given product than we normally use.” What do
you think the response would be? “Why? What is the benefit? Will we get a return? Are
other similar options available to do the same thing but cheaper?” If the user, the person that
wants to buy your option, is not equipped with a reasonable business case, no wonder
80% of sales go to the “No decision” bucket. You're not losing to your competitor;

The Priceberg

Product Performance
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Administration\C)l"‘solescence
Warehousing

Total
Profit
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Insurance ¢
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Plant Downtime = Maintenance
Product Quality " Scrap

Finance Charges

Figure 25.2 The Priceberg (Snelgrove, 2017b)
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you are losing to your customer doing nothing. This is why it is so important to
elevate the cost of doing nothing, as you say in your recent article (Hinterhuber, Pol-
lono et al., 2018).

ANDREAS HINTERHUBER: What are current best practices around value?
TODD C. SNELGROVE: Great question. I think Figure 25.3 covers all the levers that should

be addressed. Too often people come to me and focus on building or buying a tool
that allows the sales or marketing team to generate customized business cases. Imple-
menting value-based selling and value quantification requires more than a tool: it
requires a set of capabilities, processes, structures, experiences, and structural adjust-
ments that are geared to improving both the ability and the motivation to sell based
on value (see Figure 25.3).

Value conceptualization: Understanding the value your solution offers (drivers, cal-
culations, and expected ranges) for different customer segment. Without that it is a
bunch of “If we could do this, then it would be worth this.”” The tool needs to have
some “meat on the bone.” Funny enough some good inexpensive research can usu-
ally pull the major numbers (cost downtime, average sales price, etc.). Also, whenever
you're building a new product or service, ask yourself: “What is this worth in monetary
terms to customers versus the next best alternative?” If you cannot put a number on it for a
specific customer maybe you shouldn’t invest the money in building something with
the hope customers will figure out what it should be worth and buy it.

Value-selling process: Have you targeted your sales and marketing material to frame
the discussion on your offering around anything but lowest price? The message needs
to reach customers: where they learn about your products so when they get to the
buying phase of comparing offers, they already are open to a discussion around quan-
tified value, total profit added, etc. You should educate your customers so that at the
request for proposal (RFP) stage your customers are prepared to rethink traditional

What causes Value Selling Success&

| Able to Sell Value l_\

,_; | Value Selling Success

| Want to Sell Value l—/

TTyTT[TyTT

Figure 25.3 Key factors in implementing value-based selling (Snelgrove and Anderson, 2017)
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weighting systems favoring lowest price and so that they are willing to purchase offers
that optimize value, as opposed to price.

Value-based sales tools: Senior managers should equip customer-facing people with
not only a tool to quantify value, but presentations, videos, examples, references
to explain value and other material. Sales and account managers need to be able to
explain customers the total lifetime value of the offering, they need to be able to
model different value drivers based on specific use situations, and they need to high-
light which elements beyond price (downtime, quality, speed to market) your offer
improves and how these elements will influence key business metrics of the customer.
Initial value sales training: Companies need to train sales, marketing, customer ser-
vice managers, etc., on selling value, on translating product features into quantified
customer benefits, and on how to engage the economic buyer or senior executive in
discussions around value (Liozu, 2015a).

Ongoing value-selling experience: Sales and account managers should constantly
review sales strategies, review the value conversation, role-play sales and pricing strat-
egies for large deals, etc. Companies expecting that a one-time training will change a
company’s 100-year-DNA will find efforts wasted unless a consistent focus is applied
and updated to stay fresh.

Sales compensation: CEOs sometimes expect their sales teams to fight for value and
reward volume or market share. This is crazy. CEOs need to reward the teams that
fight for that extra 5%. If sales teams are given an “easy way” to cut a price they will
do it and move on and say “Boss, we will make it up in volume” — which in 25 years in
industry I have never seen happen sustainably.

Value buying options: Companies need to invest in pricing new products and ser-
vices based on the value delivered so product launches are successful, as opposed to
offering price cuts after introduction. The best companies offer customers choices
where price is a direct variable and thus uncertain function of value. Any sales person
can say how great they are, how much value they could create, but more and more
procurement teams are asking “Are you willing to get paid on delivering that value? Are
you prepared to having some fee at risk?” Without having these options, the story falls flat
with customers. Performance guarantees add value, that is, the certainty of business
outcomes for a B2B customer or piece of mind for B2C customers. Also, Andreas,
these are not as risky as it might initially sound; they can be a small amount versus the
discount you were going to give anyways. Choice is powerful.

Business culture: This should not be understated. Is it in your company’s DNA to be
the best, to be the company that creates the most value? Does your CEO talk about
it? Value was on our CEO’s agenda, in our annual report, part of every corporate
presentation. Companies that are suppliers of choice for their customers excel in
creating, delivering, and quantifying value to customers. To this point, best-in-class
companies actually have full-time resources to drive these corporate-wide initiatives.
I was called Global VP of Value; my job was to focus on value quantification every
day. I was focused on finding ways to demonstrate value to customers, on how to
support our teams in selling value, on developing new products and services deliv-
ering additional value, and on improving the resonance of our value messages to
customers. Without focus, programs grow old and die. With a person responsible,
it being live, updated, and a resource it has the chance to grow and get the rest of
the organization better at it. Today I am hearing the term “Commercial excellence,”
which in my mind, is very similar to this also.
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9.

Customer culture: It all starts with customer obsession, with a genuine interest in
enabling customers succeed in their business. We need to be actively trying to solve
customer problems whether it is with our products or not. This attitude builds
long-lasting customer relationships and trust. That is where we get the raves and
endorsements and recommendations that mean we need to invest less in getting new
customers. The development of true customer centricity requires a shift in mindset:
from passively solving customer problems upon request to proactively solving cus-
tomer problems, regardless of whether problems may be the customer’s fault or may
lay outside of our company’s sphere of influence (Davidow, 2020). Customer centric-
ity means that we solve problems, whatever it takes.

ANDREAS HINTERHUBER: Very well said. I appreciate the importance of true customer

centricity. Let us get down to the individual sales manager/strategic account manager
(SAM). What are in your view characteristics — that is, personality traits — of sales
managers that excel in value-based selling/value quantification?

TODD C. SNELGROVE: [ think you need people that have curiosity, think differently, and

challenge themselves and customers. Of course, knowing your industry, competitors,
customers business is of utmost importance but can be learned (Liozu, 2015b). Better
be a team player and be able to marshal numerous different resources around your
customer, all while being creative and adaptive is important. Maybe we get too much
group think and “we have always done it this way” when we keep hiring the same
types of people, with the same experiences, with the same type of education. My
success is partly attributable from coming outside the industries I work in, my col-
leagues being patient enough to allow me to ask questions, and management creative
enough to say, “Yes, we could learn from other industries.”

ANDREAS HINTERHUBER: What are the next best practices of value quantification?
TODD C. SNELGROVE: [ think that value quantitation should be used throughout the

sales cycle. So, when you engage a customer, you start with a template (with some
research) and move off a starting point: “We think based on the research, experience,
etc., that this offer should deliver a given amount of quantified benefits.” Then the
case gets modified with the customer input and data, so now you have a refined case
with customer buy in. Then when the customer buys the product or service this has
now become a value order, an expected value in use is what they are buying. Finally,
checking in and seeing how is the solution really delivering value. Is it better than
expected? Worse? Maybe an update is needed, maybe a different implementation,
maybe a different product specification, maybe a different way of working together
with customers — all these factors should be examined so that the offer actually deliv-
ers the value that was originally quantified. This should not be a one and done; here
is the case. I see the last stage is where a lot of companies stop. The value system has
a bunch of business cases that are expectations. Whereas, over time we at SKF had
over 80,000 cases in our system of actuals results. We could actually become predic-
tive for clients — I have done this 55 times for this industry, and this is the average
improvement, minimum, best, probability, etc. I remember the look of customers,
saying that is what I am buying your knowledge and experience of how to do it; that
creates real value not an excel spreadsheet with “What if” predictions. Now with
fee-at-risk agreements this will help drive the move from “throwing up” a specula-
tive business case to the business case being a living, iterative document that guides
the relationship.
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ANDREAS HINTERHUBER: How should companies start this journey?

TODD C. SNELGROVE: This depends on where they are. I have seen companies that have
plenty of research on the value they deliver versus each competitive offer. In this case
companies need to get this information into a financial model. However, some start
with stating that their value proposition is “Local, been around 100 years, spend a lot
of money on R&D, amazing amount of inventory.” In that case some work needs to
be done to move from features to benefits to quantified value. Start with one specific
offering, for one specific segment or customer type where you think you have an
advantage; over time you add more solutions and can start adding the value of your
company (engineering support, turnaround time, small batch sizes, etc.). Once you
have a solution with a few value drivers, formulas, and some ranges you can start vet-
ting that with customers and see response. From that you make the decision to make
a tool or buy. In my opinion buying a tool makes the most sense. I have also seen
companies spending time and money trying to make an excel sheet look good and
accurate; I have copies of numerous that were vetted and, in the marketplace, and are
wrong (conflating ROI — Return On Investment, versus ROI — Return Of Invest-
ment — break even as an example). Put someone in charge of value quantification (it
might be the product manager for that solution as example), then create a program
to drive value quantification across multiple business units, and elevate that person or
team to a senior position with high internal and external visibility.

ANDREAS HINTERHUBER: Todd, thank you for this thoughtful exchange of thoughts on
the present and future of value quantification. I will summarize key points. Total costs
of ownership (TCO) models are out; the next best practice are models that quantify
the full range of benefits — including revenue increases, decreases in risk, reductions
in costs, and capital expense savings (Hinterhuber, 2017). We could call them quite
simply total benefit of ownership models. In the future, in this area we will likely see
an increased focus on quantifying intangibles, including the quantification of non-
economic benefits — likely even factors such as the value of a lower environmental
impact. Value quantification capabilities are, and will be, a key differentiator between
high- and low-performing companies. In the future, value quantification will be
employed throughout the sales cycle, with an increased focus on value quantification
in the new product development phase and an increased focus on innovative pricing
models and performance-based, value-based pricing models. Finally, if value quanti-
fication is a recursive, iterative process, the availability of big data and experience will
enable managers to make predictive assessments of customer quantified benefits based
on both human and artificial intelligence.
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revenue-related 214

K.I.S.S. principle (“Keep It Straightforward &
Simple”) 61

KIT see Karlsruhe Institute of Technology (KIT)

kitting 242

Koenigsberg, Oded 110

Kotter’s eight-step model of organization 5,
29, 30

KPIs see key performance indicators (KPIs)

Kraljic 4-box Matrix 92-93, 167-168, 169, 173

laboratory instrument automation market
229-230

Lasry, E. 225

leak audit 242

leverage spend 168—169

Levitt, S.D. 109

Lindgreen, A. 225, 226

listening, value of 69

logistics 193, 207; contract 195; crowd 207; cycle
time and 136; data and 209; fourth-party 195;
future solutions 197; total costs of ownership
and 155; Total Landed Costs (TLC) and 135;
see also DHL; Maersk Line

logistics department 202

logistics provider 194

Index 267

logistics service 203, 204

logistics solutions 208

Louhiluoto, Perttu 22

lower-bid bias 141, 142; see also bias

“lowest price and good enough” see
procurement trap

“lowest price” practices 154

lowest price technically acceptable (LPTA) 196,
209, 210

LPTA see lowest price technically acceptable
(LPTA)

machine to machine (M2M) 226, 228

Maersk Line 36, 51, 52, 54

Maguire, Jerry see_Jerry Maguire

Maguire, Rob 93, 254

Maintenance-on-Demand (Volvo) 212

Malcolm Baldridge National Quality Award 217

Manufacturers Alliance for Productivity and
Innovation 94, 253

market-based negotiations 182

Market Knowledge Continuum 173-176

“market mode” 182

McKinsey & Company 5, 29

Mehta, Nitin 217, 223

Metso 22, 36

Metso Outotec 22

Meyrowitz, Carol 69

Microsoft 31, 178; e-procurement system 186;
Accenture agreement 187

Microsoft’s Preferred Supplier Program
(MPSP) 186

Minnesota Department of Transportation
(MnDOT): best value case 160—161; best value
formula 162

Minnesota Supreme Court 154

monetary quantification 227

Monroe, K. 217

Monsanto 32, 36

Monte Carlo simulation method 141,
157-158, 163

Morton Salt 52, 54

MPSP see Microsoft’s Preferred Supplier Program
(MPSP)

NADEDP Jacksonville 187

National Association of Realtors 109

National Council of Physical Distribution
Management 155

negotiation: contractual 251; ineffective
27; long-lasting 109; market-based 182;
poor 28; price 56, 174, 178, 199; sales 19;
selling and 177, 178; tactical 172; value
versus price 55

negotiation position 129

negotiation tactics 153

net present value (NPV) 218
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new product development see product
development

NeXT 70

next best alternative (NBA) 226

Novartis Pharmaceuticals 22

novel offerings, importance of 119, 225

nuisance expenditures see expenditures

nuisance leverage buy 94

nuisance offering 92

offer development process 5; B2B 27, 27-28

Ohio State University 3

Oliver, R.L. 217

open-book approach 158-159, 195

openness of communication 136, 194

Oracle company 169

output and outcome-based approaches 183, 184,
186—189

Parker Hannifin 3; add-on services 57; value
quantification study at 59

partnership-related value elements: social 121;
symbolic 121

pay-for-performance models 89, 90, 151, 163

penetration (market) 21, 160

perceived value (PV) 32, 81-82, 105; actual value
versus 222, 223; customer 34, 129, 226, 228,
231; supplier 129

performance-based agreements 163—164, 165

performance-based contracting 22, 151, 205, 261

performance-based/managed services model 184,
186—-187, 188

performance-based pricing model 107, 110, 204;
see also pricing

Peters, T. 181

Pfizer pharmaceuticals 178

Picasso, Pablo 117

PPV see purchase price variance (PPV)

PPV metric 183

Prahalad, C. 181

preassembly 242

preferred provider model 185-186

Priceberg, the 156, 157, 257

Price bungee 179

PRICECAP scale 26

price getting 28

price negotiation see negotiation

price reduction 154

price setting, definition of 28

price versus best value 153—154

pricing: B2B 36, 67, 74; benchmarking 84,
93; buying and 82; competition-based
28; competitive 31, 58, 221; cost-based
28, 129, 130; customer-specific 29;
customer-value-based 28; emerging issues
in 34; end-of-life-cycle 31; innovations
32; misaligned value performance and 108;

performance based 106, 109; retail 34; unit
56; see also pricing, psychological effects;
value-based pricing

pricing and business negotiations 56

pricing capabilities 26—28; increased 30

pricing capability grid 28, 28

pricing criteria, definition of 29

pricing freedom 34

pricing managers 67

pricing models 11, 49, 50, 195; aligning 107;
paradigm shift from price to 161-164, 165;
performance based 109—-110; risk probabilities
offset by 158; value-based 261; vested 164

pricing practices, changes in 30

pricing practitioners 111, 117

pricing, psychological effects 32, 33

pricing strategies: one size fits all 29; profitable 77

pricing strategy implementation 5; see also
profitable pricing strategies

pricing structures 153; commercial 162

pricing tool 27

process acceleration, worksheet 246

process saving 245; measuring 245

procurement: aggressive 130; B2B 20, 21; “best
value” mindset as future of 165; consumer
culture and 92—94; industrial 122; key drivers
of 92; outdated adversarial posture of 17, 180;
PPV metric used to measure 183; price as
sole focus of 54 ; rise of 39; salesforce and 85;
unit-price-based 136—137, 138; value decided
by 82

procurement business model 150

procurement conferences 49

procurement models 4

procurement profession 49, 89, 90, 96, 152,
183, 185

procurement scholarship 4

procurement system 186

procurement trap: “lowest price and good
enough” 106

product development 46, 112, 113; new 39, 54,
94, 115

process improvement 128

product and service sell 107

product sell 107

product substitution 93, 242, 244, 248

profitable pricing strategies 77; skimming or
penetration 21

Progistix Solutions Inc. (PSI) 188—189

purchase price variance (PPV) 81-82, 183

purchase process 114

“Purchasing Must Become Supply Chain
Management” 92

pure knowledge service 107

pure service: not value based 108; value based
107-108

PV > Cost = Action 81-82



Quancard, Bernard: interview with Snelgrove
and Hinterhuber 48-55

quality 114

quantified value propositions: collaboration and
75; credible 75; credible references and 76;
essence of 76; institutionalizing 76; see also
effective quantified value propositions

quantified value proposition, best practice
examples: B2B commodities case study
72; chemical industry case study 117; data
management company case study 234, 235;
DHL case study 201; financial service company
case study 79; IT service company case study
99; intelligent transportation systems company
case study 101; generic model 3, 4, 127; Parker
Hannifin case study 3, 58; SAP case study 78;
semiconductor industry company case study
201; SKF case study 18, 35, 74

quotations 175; cost-plus 27; see also requests for
quotations (RFQs)

quote speed 27

real estate 108—109, 178

Reckitt & Colman 166

relationship characteristics 136

reliability 114

requests for quotations (RFQs) 98, 172,
199-203; control over 207; efficient 174;
responding to 201

reputation 136

Reshoring Initiative 136, 138

resonating focus, concept of 233

Return of Investment (ROI) 261

Return on Investment (ROI) 83, 86, 261; 100%
returns during first year 100; calculations 35,
58, 73, 77, saving reframed as 101

Revenue Before Cost 44

revenue management 29

revenue worksheet measuring impact 243

revenue worksheet for downtime 243

risk: buyer’ total cost and 156; categories of 78;
cost of 157; customer 110; examples of 157,
fee-at-risk agreement 107, 259, 260; high
163, 169; hidden 142; implicit 98; lower 99;
lowering 144; perceived 93, 175, 195; satety
103; sharing 178

risk aversion 183, 223

risk data 103

risk impact 125

risk management 141, 207

risk mitigation 123, 149, 152, 180, 197

risk oriented 196

risk probabilities 158

risk reduction 73, 85, 96, 103, 162, 197

risk sharing 127, 130

risk versus reward 182, 184

RFQs see requests for quotations (RFQs)
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ROI see Return of Investment
ROI see Return on Investment
Rolls Royce 178

Rust, R.T. 217

sacrifices: different categories of 121; strategically
significant 121

safety: improved 125; increased 85; intangible
112, 114; perceived 51; trust built on 121;
value of 204

safety clothing 169

safety risk 102

safety programs 141

safety standards, violation of 157

safety stocks 113

salesforce 27, 36, 82; capabilities 69; confidence
and proficiency 56—64; effectiveness and
productivity 170, 175, 176; questions to
pose to 85; technical 88; training 85, 88;
value-based selling by 197, 251

SAM see Strategic Account Managers (SAM)

SAMA see Strategic Account Management
Association (SAMA)

SAP 36, 169; quantified value proposition of
77-78, 79

Schneider Electric 49

Scotland 159

Scotland Act 2003 159-160

“Sell the Mailroom” (Drucker) 181

service fee 109-110

service level agreement (SLA) 150, 163, 186, 188

shared services model 188—189

sharing see gainsharing; risk sharing; value sharing

Sheftield, J. 159

Shell Oil 20, 22

Siemens 20

Silicon Valley 212

silo organization 51, 158

Singapore 197, 207

SKF 3, 18-23; best practices examples provided
by 38; best value concept embraced at 154;
customer value management (CVM) at
39, 45, 46; justifier concept and tiebreaker
selling at 42; documentation of value 35-36;
integrated maintenance solutions (IMS) 89;
market differentiating value of 91; pay-for-
performance agreements at 151; procurement
at 149; value quantifications at 73, 74, 76, 150

SKF Documented Solutions Program 22, 42, 86,
87, 176—177; library 76, 178

skimming 21

SLA see service level agreement (SLA)

Smith, Adam 94, 180

Snelgrove, Todd: B2B buying and selling
17-23, 251-252; interview with Hinterhuber
255-261; interview with Quancard and
Hinterhuber 48-55; interview with Stensson



270  Index

149-152; quantifying value of services
106—117; quotes and statistics on value
253-254

Sony 70

sourcing business models: approved provider
transaction model 185; basic provider model
184-185; decision-making approaches
used in 136—138; equity partnerships 189;
performance-based/managed services model
186—187; preferred provider model 185-186;
shared services model 188—-189; sourcing
continuum 184; system, understood as 189;
transaction-based business model 189; vested
model 187-188

sourcing continuum: as continuum as opposed to
destination 181-182; hybrid mode 182-183;
market mode 182; seven sourcing business
models 183189

SSO 189

Stensson, Bo-Inge: interview with Snelgrove
149-152

Strategic Account Managers (SAM), 48—53, 55;
deliberate choice-making by 211; individual
characteristics 208; organization 210; paying
214; role of 212

strategic account management: companies with
programs for 48; goal of 50; initiatives 49;
“strategic” of 203; transaction versus value 53;
value quantification in context of 199

Strategic Account Management Association
(SAMA) 3, 52, 55, 253; conferences 92, 211

strategic benefits see benefits

Stuttgart, Germany 212

supplier base, strategic 149

supplier collaboration 180

Supplier Development Program (SDP) (Intel)
185

supplier differentiation 125, 126, 130

supplier perceived value 129

supplier risk 78

suppliers: absence of real value creating parity
among 56; bids from 161; buying (acquiring)
189; competitive 217; core offering 42;
creating value, necessity of 70; customer
value management (CVM) practiced by 41;
greenhouse gas reduction by 151; innovation
by 21; potential 171; salesforce as 56—61;
selection of, based on price 21-22; service
121; sourcing decisions 135—-144; SQEP 172;
supply chain and 150; virtuous 116

suppliers and buyers: catch-22 situation of
183; co-dependence of 181; give and take
between 182; paying for value received 163;
performance-based agreements between
187; pricing model 162; pricing negotiations
153; procurement and 179, 183; relationship
between 185; sustainable relationships between

165; TCO and 159; vested agreements
between 164, 187

suppliers and customers 76, 77, 119; differing
value conceptions 123; determining
improvement potential 127; joint value created
by 17

suppliers and manufacturers 20

suppliers and vendors 75

supplier’s costs 155, 156, 158

supplier selection 83, 92, 94, 104; factors to
consider 136

supply chain: cost savings within 193; disruption
risks to 135, 157; ecosystems and 21; emissions
from 151; market-dominant 160; multi-tier
173; procurement and 23; representatives of
61; seamless 185; support costs for 156

supply chain management practices 149

Supply Chain Management Professionals 155

supply chain resilience 152, 212

supply chain to supply chain 180

supply chain transparency 20

sustainability (of business) 114, 116

Systems, Support and Implementation
Program 42

Syverson, C. 109

target market, determination of 230

TCO see total cost of ownership (TCO)

TCO see true cost to own

technical service 114

technical support 242

Terho, H. 227, 228, 233

three Cs (Confidence, Comfort, Credibility) 62

three Cs (customers, competitors, the company
“3Cs”) 26

“Tiebreaker Selling” 40—43

TLC see total landed cost (TLC)

total cost of acquisition 255

total cost of ownership (TCO) 8, 85-86, 90-91,
230; analysis 135, 156, 255; automotive sector’s
use of 175; benefits of 175; “best value”
decisions and 159, 162; “best value” supplier
selection techniques and 153, 154; cost models
as foundation of 157, 159; determining
155-158; framing value using 115; history
of concept 155; quantifying value with 101;
sourcing approach 137, 138, 139; true 159

Total Cost of Ownership (TCO) and Value
Sourcing strategy 151

Total Cost of Ownership Estimator (Reshoring
Initiative) 136

total cost of ownership (TCO) models 136; best
in class 145n4; obsolescence of 261

total landed cost (TLC) 135, 137, 138, 139,
141

Total Profit Added 255, 256, 257

total value of ownership 4, 9



total value contribution (TVC) 135-144;
limitations of 144; sourcing approaches
137, 138—144; total value of ownership
(TVO), superior to 144; see also total value of
ownership (TVO); see also bias

transaction-based business models 180; approved
provider model 185; basic provider model 184;
buy—sell economics of 164, 187; economic
models 186; limitations of 183; market
assumptions of 181; weakness of 189

Transaction Cost Economics (TCE) 181, 182

Troisdorf, Germany 207

true cost to owny (TCO) 85-86, 90-91, 93;
analysis 135, 255; best value and 159; cost
models as foundation for 157; costs, focus
on 136, 159, 255; determining 155-158;
intangible considerations and 115; foundational
importance of 155; obsolescence of 261;
pricing models based on 162; sourcing
approaches, comparison of 137, 138, 139,
strategy, importance of 151, 153; suppliers
applying concept of 154; total value
contribution (TVC) and 135, 144; transparent
or open-book approach to 158—-159;
quantifying value with 101

TVC see total value contribution (TVC)

TVC-based sourcing 138—140

United Kingdom 32

United States 109

unit-price-based procurement 136—137
unit value or selling price 242
University of Tennessee 3, 180, 183, 187
unmet needs 70

value: concept of 120; definition of 70, 71;
framing 115; quantifying 73—74; sharing
128—129; true measure of 219; see also best
value; customer perceived value; intangible
value; perceived value; supplier perceived value

value added: definition of 240

value added. . .: events 60; opportunities
241-242; solutions 241

value assessment 122

value-based exchange: challenges and
opportunities 129—130

value-based pricing 81, 100, 120; achieving
operational excellence in 62; assumptions
and customer testing based on 96; B2B
commodities 72; differentiation required by
30; key benefit of 77; literature on 75; models
261; performance-based pricing interpreted as
204; value verification, importance of 128

value-based sales tool 259

value-based selling 120, 128, 197, 227, 260;
see also implementation issues

value buying options 259
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value conception 122, 122; domains of 123

value calculator 41, 128

value created: sharing 116—117; verifying
128

value definition (parameters of value) 122

value drivers 261

value engineering 12, 44

value first approach 141

value hierarchy 120

value mindset 102, 114; introducing into the
company 115-116; sales force and 116

value perception: definition of 122, 122; see also
perceived value

value process, framework for 124—125; customer
insight 124-125

value proposition 72-73, 125—126; applied
customer value proposition approach 238;
best value 72, 73; collaboration, importance
of 75=76; customer orientation as key
component of 74—75; design thinking (DT)
methods and 226, 237; quantified 75, 77,
start-ups encouraged to use 225-238; see also
effective quantified value propositions

value proposition communication 124

value proposition development 11

V-Power 22

value preference: definition of 122, 122

value proposition 125-126; adapting 127;
communicating 127—128; quantifying 127

value proposition canvas (VPC) 226,
230-231, 237

value quantification 73—-74; case study
56—59; credible 197; customers and 10;
implementation and documentation 74;
intangible benefits 113—114; lack of 55;
next best practices 230; strategic account
management and 199; see also B2B value
quantification; value quantification for
intangibles

value quantification capabilities 4—6, 12, 15, 78,
198, 206, 258; antecedents of 10; importance
of 78, 119; nurturing 6, 48—55; performance
and 79; sales managers and 22; understood as
‘sales’ 5; see also salesforce

Value Quantification Tool® (Hinterhuber &
Partners) 98, 99, 117, 117

value quantification tools 9, 26, 73-74, 215,
234, 235; buying 261; customized 77, 258,
ease of understanding as key to successtul
implementation 86; need to and importance
of providing 119, 123; as output of a strategy
focused on value 94; value conceptualization
and 258; see also value-based sales tool; value
calculator

value quantification for intangibles 7, 11,
113-114, 117, 256, 261; see also intangible
benefits



272 Index

value selection 122, 126

value seller 63, 168, 170, 175—-179

value selling 43, 82—85, 88; experience 259;
versus tiebreaker selling 41, 42

value sharing 126, 128, 130

value verification 128

value word equation (VWE) 229

vendor managed inventory (VMI)
242

vested sourcing model 187—-188

VMI see vendor managed inventory (VMI)

Volvo 212

VPC see value proposition canvas (VPC)

VWE see value word equation (VWE)

Waterman, R. 181

Welrex company 110

Williamson, Oliver 181-184; “corporate
hierarchies” 181, 181; “Hierarchy” category
184; “Hybrid” category 181, 184; “Market”
category 182, 184

willingness to pay (WTP) 82; see also customer
willingness to pay

Wilkenson, Mike 254

Wynstra, E 142, 225, 226

Xerox 32

Zeithaml, V. 226
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