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~ Preface

Welcome to the fourth edition of Business Marketing: Connecting Stravegy, Relationships,
and Learning. What makes this edition different, necessary?
For this edition, we had several goals:

« Expand the coverage of services and focus on the concepr of "offerings” rather
than product or services. This coverage is consistent with a service dominant logic
of marketing.

= Give students a glimpse of who does marketing so they can see what their
aptions are, One From the Field in each chapter is now a personal profile, written
by a marketing practitioner about what he or she does, These boxes are also inte-
grated into the chapter content in an effort to pique student curiosity and encour-
age reading of the sidebars.

» Focus students on consideration of ethics; we accomplished this objective by
developing ethics-based discussion questions for each chapter, in addition to ex-
panding coverage in the chapter. Each chapter also has at least one Business 2
Business box that considers ethics in relation to that chapter.

» Incorporate more international or global examples and topics. This text has
always been well received in Europe and Asia; the requests for more global coverage
come from U.S. users. We've accomplished this goal in two ways. First, one From
the Field in each chapter has global examples or covers a topic of global imporrance.
Second, we've expanded global examples within chapters.

« Update pedagogical features such as discussion questions, caselets, and cases. You
will find at least scveral new discussion questions and a new caselet in each chapter.

» New cases, original to the text. In this edition there are six new cascs, all original
to this text. Cases are hard to come by, especially good ones. We hope you agree
that these are the good omes!

Other changes to the book include:

Chapter 2—Stronger examples of refationships in business marketing, along with
the latest research.

Chapter 3—FExpanded coverage of supply chain management, including new topics
such as strategic sourcing, and the impact of demand planning and the customer's
customer on supply chain management. New trends in purchasing are also covered.
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Chapter 4—Integrated individual buying theories for better understanding; in-
cluded latest research on marketing to buying centers and how relationships form.
Chapter 5—Covers recent customer lifetime value methodology improvements, as
well as updates segmentation approaches and tools to assess market potential.
Chapter 6—Provides a fresh look at forming a market orientation, including strategic
perspectives derived from a customer “service logic.”
Chapter 7—Recent research on marketing/finance interface, marketing/selling issues, '
and customer-centric culture is covered.

Chapter 8—Service dominant logic is covered; emphasis is on “offering” rather than

product development. Customer relationship management’s impact on new offering

development is a focus, and the finances of new offering evaluation are clarified.

Chapter 9—Sharpens its focus on contemporary issues in channel management

using construction and IT settings.

Chapter 10—Simplifies the approach to developing integrated marketing commu-

nications and gives increased emphasis to B2B brand building.

Chapter 11—Introduces topics such as event sponsorship, outdoor advertising effec-

tiveness in B2B, and better coverage of media selection and creative development.

Chapter 12—Provides an updated view of online marketing, including SEM,

e-mail within a permissions marketing context, and social media.

Chapter 13—Emphasis on sales as the position in which most students begin their

B2B marketing career, along with discussion of the opportunity. Expanded coverage

with strong examples of nonselling roles for salespeople, with special focus on cus-

tomer knowledge responsibility. CLV-based segmentation strategy and effort alloca-

tion are also covered.

Chapter 14—Boosts its tutorial flavor on pricing tools and provides expanded cov-

erage on negotiation.

Chapter 15—Greater focus on dashboards, as well as CLV-based metrics. Intro-

duces concept of customer equity and ROMI (return on marketing investment).

Chapter 16—Incorporates recent research on CRM and streamlines coverage of

several topics.

Teaching Features

Opening company profiles—we've retained this popular feature; however, in addition
to updating favorite company profiles like BASE we've written new profiles for new
companies in ac least half the chapters. We've also purposely searched for services
providers in order to strengthen the services flavor of this wexr. Companies profiled are:

Chapter Company Comment

1 BASF Updated

2 Cessna Updated

3 Ericsson New

4 WebEx New

5 FedEx Updated

6 Dell New

7 Eaton New

8 EMC New; shift from Chapter 13
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g NEBS/Deluxe Updated
10 Charrette Updated
11 Tektromix New
12 Zoominfo New
13 HP New
14 DuPont Updated
15 Rockwell New
16 Plumtree/BEA Updated

Learning objectives—each chapter opens with action-oriented learning objectives
reflecting Bloom’s taxonomy. An excellent Test Bank has been created based on these
objectives; however, you can also use these to creatc your own essay questions.
Personal profiles—as mentioned earlier, we've created personal profiles (one From the
Field in each chapter) that illustrate what people actually do in business marketing. Our
thanks to the following individuals for providing their personal profile.

Ernily Tanner E-Rewsards

Brad Bischof Stimulys Performance Marketing
Bobby Johnson Tymco

Jeff Pedowitz Eloqua

Kirn Harris dunnhumby USA
David Stein Convergys

David Dubroff Cypress Care

Tim Paviovich Dell

Ed Jaroszewicz Ground Heaters
Patty Bloomfield Northlich

Paul Taroli csC

Dave Allen Jaap-Crr

Kurt Knapton E-Rewards

Dan Ward Reynolds + Reynolds
Bruce Culbert i-Symmetry

Bernie Joyce Harte-Hanks

Business 2 Business boxes—cach chapter has at least two of these boxes which are de-
signed to encourage students to reflect on the chapter material. At least one contains
consideration of echical issues related to the chapter material. We find students will read
and consider these guestions if you will point out that exam questions are often based on these
features.

From the Field boxes—two, including one personal profile, are found in each chapter.
The second From the Field includes greater depth of issues around technology and
global considerations. Many of these are original to this text, based on our own inter-
views of business marketing practitioners.

Key terms can be found ar the end of each chapter. Each key term is in bold print in the
chapter’s sentence in which the definition is located. Further, each key term is also found
in what is arguably the most comprehensive Glessary of any business marketing text.
We've made a significant effort to include both academic terms and the jargon of the field.
Discussion questions—cach chapter has at least 10, including two or more that focus
on ethical considerations. We also attempt to integrate material across chapters in these
questions.
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Caselets—rwo or three follow each chapter; all are original to this book. These short
cases are designed for homework or in-class use. The purpose is to provide opportunity
for greater synthesis than in a discussion question without the depth of analysis of a full
case. Some, though, do have data that must be analyzed.

Additional readings arc provided for upper-level or graduate courses. These readings
represent the most recent relevant research, and may also be used by students as a place
to begin research on term papers.

Comprehensive cases are found ar the end of the book. These full-length cases are de-
signed to integrate material across several chapters. There are at least six new cases, three
of which were written specifically for this book. Frankly, finding good, current business
matrkering cases is difficult, which is why we've written our own. We also encourage you
to write cases and ask that you consider allowing us to incorporate them into future
editions.

The Instructor’s Manual contains several features that adopters will find useful as indi-
cated below,

Lecture notes—we've included some ideas for class lectures based on our experience.
We'd love to hear from you as 1o what works for you, so we can include that in future
manuals (with credit of course!).

Case teaching notes—each professor teaches cases somewhar differently, but authors of
cases have submicted teaching notes that can provide you with an idea as to how v stu-
dents will respond to the case.

Slides—in the previous edition, John Thompson at TCU did a masterful job of creat-
ing slides that go beyond the exhibits in the book. This time around, though, we've also
added more exhibits from the book so you will find more slides than ever before.
Answers—of course, we've got our answers to discussion questions, the B2B box fea-
tures, caselets, and so forch,

Test Bank—this edicion’s Test Bank has been improved based on feedback provided di-

rectly from the people who use it in the classroom.
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ongratulations! You have opened the book—really the door—to the dynamic
world of business marketing. Get ready to explore a world that is brand new to

maost students.

We have organized Business Marketing into four parts. Briefly, Part 1 orients you to
some of the unique phenomena and players in business markets. Part 2 delves into the
world of strategic scanning, planning, and spanning in a business context in order to de-
liver superior value to customers. Part 3 covers the key areas of business marketing pro-
gramming, from product development and channel management to the integration of
advertising, trade shows, personal selling, Web sites, and more into a fitting communica-
tion strategy. DPart 4 closes the book with critical concepts for evaluating and controlling

marketing efforts and retaining customers.

Has Nestlé ever sent a specialist to your home to help you make the perfect iced tea for
your weekend barbecue? In business markets, a seller’s personnel sometimes work directly
with the customer. They help the customer define specifications and test new products;
plan delivery schedules; train production, sales, and service personnel; and, inevitably,
“fight fires.” In fact, exchange of personnel is just one means that buyer and seller in busi-
ness markets relate. Part 1 provides the spectrum of buyer—seller relationships in business

markets and addresses key motivations and challenges for their longevity. -

Part 1 also distinguishes the business market from the more familiar consumer market
in terms of its magnitude and volatility. More than a limited exposure to the varied rela-
tionships between organizations, we bet you have not purchased $40,000 of Steelcase fur-
niture or invited participation by Service Master, Cintas, and other in a reverse auction for
the opportunity to clean your apartment, nor have you received an invitation to stop by
the Westvaco {envelopes) booth at the Promotion Management Association’s Trade Show
and Convention. Thus, Part 1 previews important distinctions on the concentration of

participants, the types of products and customers, and formal and social dimensions of the

purchasing process.

So let’s get down to business. Part 1 introduces the fundamental character of business

markets and the nature of decision making and purchasing by organizational customers—

the very foundation for the strategic thinking we take up in Part 2.




Chapter
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BASF

For over a decade, BASF has advertised on TV that “We don’t make the products
you buy, we make them better.” What is BASF? You may own a videotape or
DVD made by BASF, but most of its products are not available directly to con-
sumers. From its advertising campaigns, it appears that it doesn’t exactly make
anything (actually it makes chemicals), but it does make snowboards stronger,
mattresses softer, boots drier, houses livelier, and carpets longer lasting. Can you
go out and buy a BASF product to make your carpet longer lasting? No. So why
does BASF continue to advertise on TV? Who is its audience?®

Its advertising is directed at the women and men who purchase products
for their companies and to those people who design products such as snow-
boards, mattresses, and carpets. The purpose of the television ads is to create
the image that BASF creates value in those products. BASF hopes that when its
salespeople call on the buyers for snowboard, mattress, and carpet manufac-
turers, those buyers will recognize the BASF name, remember what BASF
does, and let the salesperson in.®

BASF further supports its salespeople with a Web site, advertising in trade
publications, and exhibits at trade shows that continue the same theme of
making things better. All of these marketing efforts are aimed at reaching the
persons responsible for deciding what the final product (be it a mattress,
snowboard, or carpet) will be, how it will be designed to compete, and the
bundle of benefits it will provide. ®



The German company has annual revenues greater than 50 billion euros
(or $74 billion), with 24 percent of its business in North America. Growth in
North America accounts for most of the company’s growth for the past few
years. The company operates five divisions: oil and gas, plastics and fibers,
chemicals, colorants and finishing products, and health and nutrition. As you
can see, most of its products are intended for commercial users.®

BASF says, “We don’t make a lot of the products you buy; we make a lot of
the products you buy better.” ®

Visit BASF’s home page: www.basf.com.®

LEARNING OBJECTIVES

As you can see from the BASF story, you've probably encountered business-
to-business marketing (or just business marketing, for short) without actually
realizing it. Students are more familiar with consumer marketing, because
they are the targets of consumer marketing. But the opportunities for careers
in marketing are particularly attractive for students who enter business
marketing (the marketing of products and services to other businesses). In this
chapter, we introduce business marketing.

After reading this chapter, you should be able to

@ Define and explain the nature of business marketing.

@ lllustrate the different types of business markets and how they differ from
consumer markets.

® Discuss the nature of demand for business products and services.

® Explain the different approaches to business marketing, as typified in the
relationships between buyers and sellers.

Business marketing is not the same as marketing to consumers. As you will
see in this chapter, there are many differences that make business marketing
unique and stimulating. At the same time, you will find what you learned in
previous marketing courses to be helpful as you advance through this course.
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Exhibit 1-1
Distribution of
Salt

Business marketing Business marketing Consumer marketing
McDonald’s
Salt is added
to fries.
You

Salt mine —— > Morton’s Sat ———————» Krogers
Salt is sold in

shakers.
Salt is mined. Salt is processed
into food-grade T
or industrial-
grade salt, General Foods

Salt is added to
frozen dinners.

THE IMPORTANCE OF BUSINESS MARKETS

How much salt does the average household in the United States use each year? Total
food-grade salt sales for the United States are 1.33 million pounds annually. Consump-
tion in the household, however, is 7 to 8 grams per day per person, which only equates
to 824 thousand pounds. Why the difference? The consumption figure doesn’t count the
amount of salt that is in processed foods (such as frozen dinners) or foods we purchase
in restaurants. Businesses purchase and use over 500,000 pounds of foed-grade salt per
year, or almost 40 percent of rotal salt sales, for such purposes as making pickles, break-
fast cereals, and other food products.! Add to this amount the volume of industrial-
grade salt (for such uses as chemical processes and salting frozen roads), and the
industrial purchases of salt tower over consumer purchases.

To look ac the magnitude of industrial purchases a little differently, consider that
General Motors spends more than $58 billion per year on products and services—more
than the gross national product of Portugal or Greece. General Motors employs over
1,350 purchasing agents, who each spend over $31 million annually! There are few con-
sumers with that kind of spending power!

Most students, when they think of marketing, consider the marketing aimed at in-
fluencing their personal purchasing, which is marketing to consumers. Consumer pur-
chases, however, represent 2 smaller dollar value than business purchases. Although
marketing to consumers may be more obvious, more students will enter business mar-
keting after graduation than consumer marketing.

Business marketing is marketing products or services to other companies, govern-
ment bodies, institutions (such as hospitals), and other erganizations. McDonald’s
and other companies buy products, such as salt, and services to use in the production
of their product. Exhibit [-1 illustrates a few of the possibilities for food-grade salt.
Morton Salt also sells salt to food processors like General Foods {which use it in the
food products they make) and to retailers (which sell salt to you). With the exception
of the purchase you make, all of the buying and selling in the exhibit involves business
marketing.

Business marketing also includes the marketing of products and services that fa-
cilitate their operations. For example, McDonald’s purchases paper to run through
its copiers. Copies facilitate McDonald's real business, which is making hamburgers
and fries. Marketing to government agencies and institutions (which also buy salt
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for cafeterias and other such uses) such as your college or university is also business
marketing.

Why Study Business Marketing?

Business marketing is an exciting area of study. Students may be more familiar with con-
sumer marketing; after all, everyone is a consumer. Business marketing, however, is new
to most students. It is not the same as consumer marketing, and there are several com-
pelling reasons for studying business marketing.

Marketing Majors Begin in Business Marketing

Are you a marketing major? More marketing majors find jobs with businesses that
scil products or scrvices to other businesses rather than with businesses that sell to
consumers. For that reason alone, it seems worthwhile to study business marketing.
Recent college graduate, Emily Tanner, describes her start in business marketing in
From the Field 1-1.

Indeed, the majority of business school graduates—whether in accounting, finance,
logistics, management, production, real estate, or quantitative methods—will find
themselves working at firms doing business with other organizations. Many compa-
nies have awakened to the fact that they must be market driven if they are to survive.
Being market driven means that customer satisfaction and operational efficiency are
the arder of the day for every department and individual employee or associate. Mar-
ket driven means that at many organizations, individuals with complementary
expertise and skills work in teams to constantly strive to serve organizational cus-
tomers better, to innovate, and to develop the means to approach new institutional
markets. This book prepares you to make positive contributions to such teams in the
business marketing environment.

Magnitude of Business Marketing

One reason that more marketing majors begin their careers in business marketing than
in consumer marketing is because of the magnitude of business marketing. Purchases by
organizations such as companies, government agencics, and institutions account for
more than half of the economic activity in industrialized countries such as the United
States, Canada, and France, making business marketing an important activity. As men-
tioned earlier, few consumers have the purchasing power of an organization. Under-
standing how organizations buy is important to marketers who want to capitalize on the
size of the business marker.

Business Marketing Is Unique

There would be no point in having a separate business marketing class if business mar-
keting were the same as marketing to consumers. If one type of marketing fits all situa-
tions, then only ane set of classes would be required. The way organizations buy is
radically different from the way consumers purchase products and services, which results
in different marketing requirements. Ler’s examine some ways in which business mar-
keting is unique.
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FROM THE FIELD

Starting a Career 1in Business Marketing

hen | took Business Marketing at TCU my
junior year, | really had no idea what |

would do after | graduated. | just hoped my first
job would be fun and exciting and present op-
portunities to develop a set of skills to use
throughout my career. | got more than | could
have ever hoped for. In the past two years since
| graduated, I've been able to touch a number of
different aspects of my company's marketing
and sales initiatives, and have been able to really
control my career path. The following is a look
back at how | have arrived at where | am today.

The summer after | graduated, | obtained an
internship at e-Rewards, Inc., an online market
research company. The company was relatively
small and growing, and due to that growth,
the summer position presented me with many
unique opportunities including assisting the
EVP of Sales in developing sales performace
tracking and forecasting. Upon completion of
the internship, e-Rewards offered me a full-time
position to support some of the day-to-day sales
and marketing tasks of organization. In this
role, | expanded my knowledge of the company
and the overall market research industry by sup-
porting the sales team in helping develop mar-
keting brochures, advertising campaigns, and
coordinating trade shows.

The company continued to grow rapidly,
and after a year, we had hired seven people to
support the sales and marketing function, creat-
ing a role known as Sales Support, which

I managed as the team leader. In addition to coor-
dinating marketing initiatives, we also wrote
sales proposals and assisted sales managers and
directors in calculating pricing for quote requests.
After a year in a half in my role leading the
Sales Support team, | decided to pursue arole as a
sales manager on the Healthcare Sales Team. I had
developed a strong interest in the area and felt
there was a lot of opportunity within the group.
Healthcare market research was a new division in
the company, and as e-Rewards had previously
focused on other markets. | felt there was great
growth potential in this niche market. in the first
six months with the division, we had grown the
team to four people and grown our customer
base substantially. In this new role, | have also
been presented with opportunities to represent
the company at various conferences and trade
shows, both domestically and internationally.
Looking back on the time since graduation,
| can't imagine any other opportunity that could
have been better. Business marketing companies
may not be househoid words, but we do every-
thing the consumer companies do and more. By
choosing to start my career with an emerging
organization like e-Rewards, | have been pre-
sented with the opportunity to contribute more
to an organization in a shorter time than
| would have anywhere else.

Emil¥_Tanner Sales Manager, Healthcare
Solutions, e-Rewards.

BUSINESS MARKETING VS. CONSUMER MARKETING

Business marketing differs in that channels of distribution are shorter and more di-
rect, there is more emphasis on personal selling and negotiation, the Web is fully in-
tegrated, and complex buying processes result in unique promotional strategies.
Relationships are also different between buyer and seller when both are organizations
than when one is an individual consumer. Because relationships are so important
(indeed, relationship marketing is a major theme of this book), we'll discuss it first.
Exhibit 1-2 summarizes how business-to-business marketing differs from consumer
marketing.
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Exhibit 1-2 : ST
Business How Business Marketing Dlﬂers _E{‘a["'_l_'“}____
Marketing Is Varying buyer—seller relationships Relationships can be deep and involve several layers
Unique of the industry: BASF partners with Gaskell and GM,
for example.
Shorter distribution channels BASF sells fibers direct to DuPont for the manufacture of
carpet and through distributors to smaller companies.
Greater emphasis on personal selling BASF salespeople work directly with fire departments
to sell the latest fire-fighting chemicals and ensure
that they are used properly.
Greater Web integration BASF uses its cc-markets Web site to create a
communication space with special customers.
Unigue promotional strategies BASF exhibits at trade shows like Powder Coatings
Europe, a show held every January in Amsterdam.
Consumption Consumption of business products is by organizations

who are then dependent on other markets, so how
much carpet protectant BASF can sell to DuPont
depends on how much carpet DuPont can sell.

Knowledge of customer’s customer BASF has to understand both consumers (of carpet, for
example) and manufacturers like DuPont, not just
consumers.

Marketing research In smaller direct markets (such as carpet manufac-
turers), marketing research techniques tend toward
qualitative.

Buyer—Seller Relationships

In consumer markets, there are few industries where close personal relationships ex-
ist between buyer and seller. Perhaps in those instances where personal selling is the
most important element of the marketing mix and where customer service is also im-
portant, relationships between buyer and seller may exist. These situations, however,
are rare.

In business marketing, situations where strong personal and business relationships grow
between buyer and seller are not as rare. The strategic importance of many purchases is too
great for companies to always shop around when making a purchase; they need to make
absolutely sure that the product fits their needs and that it will be available when needed
at the right cost. Therefore, many companies enter into long-term contracts, build rela-
tionships that enable buyers and sellers to plan jointly, and work to secure the future for
both companies.

For example, BASF is a world leader in carpet fiber manufacturing. General Mo-
tors is constantly looking for ways to make cars and trucks less expensive to manufac-
ture, as well as increasing the value delivered to consumers. BASF and GM work
together with Gaskell plc. (a British carpet manufacturer) to improve the quality as
well as the looks and life of automotive carpets. Note that the relationship extends
from BASF to Gaskell to GM; a common element of business marketing is deep rela-
tionships between organizations at various levels of the industry. From the perspective
of BASE, it makes sense to have a strong relationship with its customer, Gaskell. But
it also makes sense for BASF to include Gaskell’s customers so that they can all work
together.
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BUSINESS 2 BUSINESS

Fishing .f(")r -B;ISiIleSS

ne company holds a series of fishing communicate, yet whose livelihoods depended

tournaments in which company employees heavily on each other. Not only has business
are paired with customers and they compete grown as a result, both employees and customers
for prizes. At first, the company was unsure of are more satisfied with the company. Would it
these tournaments’ value. After all, not everyone matter whether the fishing trip was an all-
likes to fish. Over time, however, it found friend- expenses paid holiday at a Caribbean isle or a
ships developing between employees and cus- cookout at a local lake? Just how important are i
tomers who cordinarily wouldn't have a chance to social relationships in business?

Shorter Distribution Channels

In most cases, distribution channels do not include anyone between the manufac-
turer and the customer who uses the product, or user. Many manufacturers sell
directly to the user, which reflects a large difference between business marketing and
consumer marketing, {Note that in some consumer situations, such as with Allscate
Insurance or Burpee Seeds, there are direcr channels, but companies with direct
channels are much fewer there than in business marketing.) In situations where
industrial distributors are used, there are still fewer steps between the consumer and
manufacturer,

Shorter channels contribute to the closer relationship between manufacturer and
buver. Buyers can have more direct input into the product planning process. Direct re-
lationships berween various functional areas within both companies can result; for ex-
ample, the accounts payable department of the buyer may ralk directly with the billing
department of the seller if problems arise.

Emphasis on Personal Selling

Stronger relationships and shorter channels are two reasons why there is a greater em-
phasis on personal selling in business marketing. Salespeople are the members of the or-
ganization responsible for coordinating their company’s cftorts ar satisfying their
customers. That responsibility is greater when the organization is concerned abour creating
and matntaining partnerships with its customers.

Complex buying procedures involving many members of the buying organization
also require personal selling. Only through personally getting 1o know cach individual
and coordinaring the sales—purchase process can a business be successful. Multiple
personal relationships can strengthen organizational relationships, and these relation-
ships are the responsibility of the salesperson.

A customer’s size and a direct channel also inerease the importance of negotiation.
Large orders sold dircctly by the manufacturer to the user or OEM (original equipment
manufacrurer) buyer increase the likelthood of negotiation because changes can be made
to the product and price. There is greater flexibility in the sellers offering, increasing the
porential for negotiating the final deal and adding to the importance of personal selling.
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Greater Web Integration

One unique aspect of business marketing is how the Web is used. The Web becomes the
backbone of a supplier/customer communication network that enables customers to
track shipment information, order products at prices and terms agreed to by the sales-
person and buyer, and access other account information that helps manage the supply
process. For example, if you visit the BASF Web site, you wouldn’t know that they have
special Web sites for customers. But if you visited Dell’s site, you would sec password-
protected access for special customers. BASF has created special pages, in conjunction
with customers, that are not linked to the general public site. Although the strategy for
access differs berween Dell and BASE, the general principle is the same. The Web is fully
integrated into their customer relationship strategy. Contrast this form of inregration
with that of consumer marketing, in which the marketer does not involve the consumer
in the creation and development of the site, and therefore the marketer must advertise
to drive traffic to it.

Unique Promotional Strategies

The complex buying process and inclusion of several people from different functional
areas impact the business marketing promotional strategies, too. In a family, for exam-
ple, the person who determines the budget is likely to be the person who makes the pur-
chase and decides what is needed. When an organization makes a purchase, however,
personnel from several different departments will together determine what the organi-
zation needs.

Each different department may have a separate set of needs and interests, which
may influence how marketers promate their products. For example, BASF's carpet
fiber may be advertised as a low-cost product to the finance department of carpet
manufacturers, BASF’s advertising to carpet manufacturers’ marketing departments,
however, would focus on how carpet companies’ customers want longer-lasting carpet
made with BASF’s fiber.

Additionally, consumers can go to shopping malls for their purchases, Few business
shopping malls exist, so trade shows or expositions are created. These shows last for a
few days and bring together buyers from all over the world. As you can see, business
marketers engage in many unique promotional activities that are different from whar
yOu see as 2 Consumer.

As summarized in the Exhibit 1-2, business marketing is unique, with stronger
buyer—seller relationships, shorter channels of distribution, a greater emphasis on
personal selling, and unique promotional strategies. Another factor that makes busi-
ness marketing different from marketing to consumers is that the buyers are differ-
ent. In the next section, we explore the types of buyers for business products and
AETVICES.

Consumption

Because business markets consume products in the process of making other products,
demand for business products is dependent ultimately on individual consumers, We talk
more about the issue of demand later in this chapter, but the important point to recog-
nize here is that the buyer is not the final consumer. If BASF sells carpet fibers o
DuPont, who then make carpets for GM to put into cars, GM’s customers {people like
you) are the ones that ultimately judge the quality of the product.
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But BASF can't just be concerned with how consumers appreciate how long a carpet
lasts in a car. BASF also has to be concerned with how easy they make it for DuPont te
include the fibers into their manufacturing process. DuPont also has to be concerned
with how easy they make it for GM 1o install the carpets because the easier it is to in-
stall, the less it should cost. Consumption, then, is not only about how consumers use
the product, but how organizations integrate the product into their processes.

The Customer’s Customner

From the preceding discussion of consumption should come the recognition that com-
panies like BASF have ro have some knowledge of their customers customer. BASF
can just worry about their direct customers like DuPont, They also have to have an un-
derstanding of how GM manufactures cars and installs carpes, as well as how consumers
use the carpet in the cars and how that differs from how they use it in their homes.

For example, Philip Buskens, head of procurement for BASF in Belgium, was working
to develop fast-drying polymers that would go into epoxy-based paints. After a year of
work, the product was still some time away from being ready for the marker. But govern-
ments in the Middle East needed the product faster in order to seal underground water
pipes morte effectively. While the BASF product was sold to a paint company in Spain who
then supplied the pipeline contractor in Egypt, it was the direct understanding of the
Egyptian government’s need that provided the momentum to pilot-test the product more
quickly and produce several hundred tons in about half the time originally expected.?

Marketing Research

There are 300 million consumers in the United States, and over a billion in India and
another billion in China. But many business markets can be small. The auto industry,
for example, has only a few manufacturers. The types of research used to understand
consumer markets in the United States, India, or anywhere else in the world are likely 1o
be very different from those in business markets. We devote a chapter to this topic later
in the book; for now, the important aspect is to recognize that, like unique promotional
strategies, marketing research reflects the nature of the business markets: small, compact,
relational. For that reason, companies like BASF may rely on salespeople for marketing
information (such as in the case of Philip Buskens’ new polymer) and are more likely 1o
use qualitative methods such as depth interviews or focus groups.

BUSINESS MARKETS

There are numerous differences berween purchasing by organizations and purchasing by
consumers. Many of the differences are due to the fact that consumers purchase for per-
sonal consumption, and in most cases individuals within erganizations do not, but
instead purchase to satisfy needs of the organization. Qther facrors, too, influence the
nature of business buying, making it different. These factors are the rypes of customers,
the types of products they buy, the size and locatien of customers, the complex processes
and rigerous standards of purchasing, the nature of business relationships, and the na-
ture of demand. It is imporrant to understand these differences so that you can appreci-
ate the special challenges facing business marketers and so that you can better apply
what you have already learned abour marketing,
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Comparves That Consume institutions

Original equipment manufacturers Hospitals

Users Schools, colleges, and universities
Government Agencies Resellers

Country Wholesaiers

State or Province Brokers

Local—county, parish, city Industrial distribuitors

Types of Business Customers

There are four types of business customers, as illustrated in Exhibit 1-3: firms that con-
sume the product or service (such as original equipment manufacturers), government
agencies, institutions, and firms that purchase and resell the product. This book facuses
on the first three—those organizations that purchase for consumption. We will discuss
those firms that purchase and resell products, but we focus on industrial distributors
that distribute products consumed by other organizations, rather than wholesalers and
retailers of consumer products.

Original Equipment Manufacturers

When a company purchases a product or service to be included in its own final product,
the company is called an original equipment manufacturer (OEM). For example,
General Motors may buy gauges for installation in the dashboards of its autamaobiles. In
this instance, General Motors is an OEM.

Users

Companies are zlso users of products. From the manufacturer’s perspective, it is helpful
to know if the customer uses the product or includes it in the manufacture of their prod-
uct. So GM is also 2 user of products that help facilitate the operation of GM’s business.
When GM purchases paper from Boise Cascade, Boise Cascade considers GM a user. In
this scenario, the user (GM} is the equivalent of the final consumer, though we typically
think of a consumer as someone like you. This is important to recognize because prod-
ucts putchased for use within the organization may undergo a different form of scrutiny
than those that go into the product. Moreover, users in organizations are more like con-
sumers because satisfaction is determined through consumption. Yes, GM can be a user
and an OEM, but to GM’s vendor, GM is either a user or an OEM. We'll talk more
about this when we discuss the different types of products; but for now, consider users
as most similar to end consumers.

Government Agencies

In the United States, the government is the largest single purchaser of products and
services, buying more than $350 billion worth each year. The federal government is
also the country’s largest single landlord, renting and maintaining more propertry
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than any other individual organization. As such, the government buys and uses many
products.

In this and other countries, the government may be the only customer for some
products. In all countries, the government is probably the only buyer of tanks and other
armored weapon systems. In the United States, companies can own their own telephone
system for internal use. On the other hand, in some countries, all telephone systems
must be leased from the government. The government, then, is the only customer for
telephone switching equipment.

The purchasing processes used by the government can be frustrating and complex,
particularly because the government seeks to accomplish social objectives through
purchasing. Policies designed to encourage the growth of minority- or wemen-owned
businesses as well as small businesses are examples of social objective policies that influ-
ence government purchasing. The government goes to great lengths to find and support
these businesses. Once the qualifications for designation as minority- or women-owned
or small business are mer, however, such companies can grow significandly if they are
successful in selling to the government.

The federal government is not the only government customer. State governments also
purchase goods and services, as do local institutions. In addition to buying such prod-
ucts as copiers, buildings, and roads, they also buy salt, both for applying to roads and
for use in jails, employee cafeterias, and other places!

Institutions

[nstitutions include organizations such as schools (kindergarten through 12th-grade
systems as well as colleges and universities), hospitals and nursing homes, churches, and
charitable organizations. Some of these organizations may use purchasing procedures
similar to those utilized by government agencies, whereas others may follow less stan-
dardized procedures. Hospitals, nursing homes, and psychiacric and substance abuse
centers make purchases related to the medical services they provide and may use criteria
similar to those used by OEMs in making these purchases. Churches purchase products
and services for use to facilitate the services they provide, with criteria and buying
processes that may vary widely from church to church. Because of the special purchas-
ing needs of institutions, many firms have special divisions or sales forces for these mar-
kets. Xerox, for instance, offers educational and medical institutions the same prices
as government agencies (the lowest that Xerox offers) and has special salespeople for
institutional markets.

Industrial Distributors

Industrial distributors are those organizations that supply industrial companies with prod-
ucts and services. For example, Brazos Valley Equipment supplies farmers and ranchers
with John Deere tractors, harvesters, and other farm implements. Waco Hotel and Motel
Supply provides central Texas hotels and motels with janitorial, office, pool, and restaurant
supplies and just about anything else anyone needs to run a hotel or motel. C. M. Tanner
Wholesale Grocery in Carrollton, Georgia, delivers produce, meats, and other groceries to
institutions including several school districts. These distributors provide services similar to
those delivered by wholesalers and retailers of consumer goods; they make large purchases
of certain products and then sell smaller quantities of individual products—within a wide
assortment of products—to industrial users or OEMs.
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Types of Products

Products are generally classified on the basis of the type of organization purchasing
the products and for what purpose. Whether the product is part of the organization’s
final product or facilitates the organization’s activities is the primary difference in deter-
mining product type. Because the buying organization has its own customers with their
own demand for quality, doing a superior job of buying products that become part of
the final product can be a competitive advantage. Therefore, understanding the types of
products bought and sold in business markets is important.

Products used in the final product include raw and manufactured materials, com-
ponent parts or OEM parts, and assemblies. Raw materials, or materials processed
only to the point required for economic handling and distribution, are also sold to
OEMs for use in the products they manufacture. Gold and silver, for exarnple, are
purchased by companies such as Nokia and Motorola for use in the manufacture of
telecommunications equipment. Raw materials, such as iron, are often further
processed into manufactured materials, such as steel. GM may buy sheet steel, which
is called 2 manufactured material because the material, which has been transformed
from the raw material, requires further processing before GM can use it; the sheets
must be cut to the proper size and so forth. If BASF supplied its carper treatment
product to GM for application to carpets in cars and trucks, the BASF product would
be considered a manufactured material.

Component parts, ot OEM parts, are parts assembled into the final product with-
out further transformation. In some instances, a company may purchase OEM parts and
assemble these to make 2 component for installation into the final product by another
company. The component may then be called a subassembly or assembly. For example,
Gates Controls may purchase plastic casing {a component part} from Plastech and parts
from Metric Devices and then assemble these into a tachometer that is sold to GM. GM
would then put the tachometer into its cars or trucks. GM may refer to the parr as an
assembly.

Other producrs are facilitating products; they facilitate the company’s achievement of
its objectives, but are not part of the final product. Hand tools, such as sanders, routers,
portable saws, and other light tools, are called accessory equipment. Office equipment,
such as personal computers and desktop printers, would also fit in the accessory equip-
ment category.

Capital equipment, also called installations, refers to large equipment used in
the production process that requires significant financial investment. Capital equip-
ment would include overhead cranes, blast furnaces, industrial robots, and other
manufacturing equipment as well as forklifts, road graters, and other heavy construc-
tion machinery.

The difference between accessory and capital equipment is important when it comes
to marketing the equipment to users. Capital equipment is much more expensive, and
its purchase may involve more members of the organization than purchase of accessory
equipment. Marketing requirements are different as more members of the organization
must be reached by marketing efforts.

Products sold to users for use in the company’s operations are often labeled MRO
items (maintenance, repair, and operations products). Operating supplies would
include the copier paper mentioned earlier. Another term is facilitating supplies or
facilitating services, because they support company efforts but are not part of the
final product. Banking services, marketing research services, advertising services, and
transportation services also fall into this category.
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Maintenance products or services include janitorial products, painting contractors
who paint the buildings, plumbing services, and heating and air conditioning services.
The term repair products and services usually refers to repair of the manufacruring
equipment and tools rather than repair to the facility.

For example, GM purchases MRO items to maintain its plants and equipment. At
the same time, GM buys OEM parts for use in its cars. GM will purchase both, but the
classification system enables us to recognize the different decision processes used for each
and the different marketing requirements brought about by those processes, which we
will discuss in later chapters.

Size and Location of Customers

Size and location of customers create unique challenges for business marketers that are
not faced by those who market directly to consumers. As we indicated earlier, General
Motors purchases $58 billion in products and services per year (Ford spends $90 bil-
lion). There are no individual consumers with that kind of purchasing power. Business
customers are larger than individual consumers, so each business customer is more impor-
tant to the financial success of the business marketer. At the same time, there are fewer
individual business customers. For example, if a company’s product is components used
in new cars, there are only a few manufacturers to sell to. One dissatisfied customer can
have a significant impact on the firm.

Business customers are also more likely to be geographically concentrated. Industries
tend to arise around key resources. For example, steel manufactuting requires iron ore,
limestone, energy, access to labor, and access to customers. Through the mid-20th cen-
tury, the Great Lakes and major river systems enabled Chicago, Cleveland, and
Pitesburgh to access ore from the Minnesota Iron Range; coal from the Dakotas,
Kentucky, and Pennsylvania; and major steel markets in Detroit and the eastern
seaboard. Breakthroughs in water transport and scale economies in production have
now made steel an internationally traded commodity, buc the early steel industry was
located near those sources of supply.

For technelogy-driven companies, a key “raw material” is personnel, so some indus-
tries form around pockets of qualified personnel. For example, the “silicon prairie”
(Richardson, Texas, a suburb of Dallas) is the U.S. home of many global telecommuni-
cations companies, including Nortel (formetly Northern Telecom) from Canada, Alcatel
from France, and Ericsson from Sweden. New companies locate in the silicon prairie
because of the availability of engineers with telecommunications experience.

Geographic concentration has an influence on marketing to these organizations.
Firms that supply telecommunications companies also locate in the silicon prairie,
which lowers their costs of serving these accounts. Whereas Coca-Cola has to be
concerned with consumer access to Cokes in even remote parts of the country, elec-
tronics wholesalers may find most of their telecommunications market focated in one
metropolitan area.

At the same time that business markets tend to be geographically concentrated, chey are
also globally oriented. Because customers are fewer in number and tend to be larger and
geographically concentrated in various parts of the globe, competition for business tends
to be more global. Also, the laxge-scale operations and transportation systems that made
steel an internationally traded commodity have made other markets more global. Cement
is another example of an industry that was once regionally competitive. Constrained by rail
and truck transportation, cement companies located near their major markets and com-
peted in a limited geographic area. Today's specialized ships enable cheap water transport



Chapter 1 Introduction to Business Marketing 17

to complement production-scale economies. Cement companies are now more global,
with CEMEX headquartered in Mexico being the world’s largest producer.

Consider again the silicon prairie. Its importance at the advent of the handheld calcu-
lator was quite high, as Texas Instruments was a leader in developing both the silicon
prairie and calculators. Initial product success hinged principally on the sophistication of
the integrated circuitry. Now that the market has matured and circuitry is quite standard,
efficient assembly is critical for success. Offshore assembly is now the norm; marketers of
calculator parts may sell to assemblers in China one year, in Costa Rica the next.

Note that these generalizations about geographic concentration and global orienta-
tion do not hold for all business marketers. Xerox, for example, sells to all types of busi-
nesses and is less concerned with geographic concentration than with global orientation.
Xerox must provide the same level of service for the products it sells in the most remote
parts of the country as in urban centers. Xerox copiers can be found on U.S. Navy
submarines, in oil fields, and on ranches and farms, as well as in offices of companies
large and small. Although there are more copier users in New York City than in
Bismarck, North Dakota, companies like Xerox face many of the same distribution and
marketing challenges that consumer products companies must overcome.

Purchasing Standards and Processes

Family decision making and consumer purchasing are different from organizational pur-
chasing. Few consumers, for example, compare the cost of purchasing and leasing a new
automobile on a spreadsheet under varying driving conditions. Few professional fleet
managers, however, would buy a sedan because of how it looks. They would use stricter
standards for judging a vendor, as well as somewhat different processes. While we dis-
cuss these distinctions in great detail in Chapters 3 and 4, buyers’ strict standards and
purchasing processes do separate business marketing from marketing to consumers.

Strict Standards

When college roommates find that last weel’s reheated spaghetti tastes foul, they toss the
stuff and call for a pizza. But if the food served to first-class passengers on Delra flight
34] to Salt Lake City is foul, no pizza can substitute. Frequent flyers are apt to fume.
They may spend their company’s travel budget on United next time. When a power
company must brown out or purchase auxiliary power because a bad expansion joint has
left a boiler out of commission, you can bet both the utility’s purchasing agent and the
vendor responsible for the bad expansion joint will get called on the carpet.

As you can see, business buyers have to apply strict performance standards to their
purchases because their job is on the line, whereas Mom isn't likely to be fired if the kids
don’t like dinner. Professional purchasers and multiperson buying teams have formal
responsibility for product and vendor evaluation. Inputs often must conform to design
specifications, cost constraints, delivery windows, and the like.

Purchasing Processes

The larger number of people involved in organizational purchasing contrasts sharply
with typical household buying. Within families, purchasing roles are more flexible, often
arising from implicit negotiation, expertise, and habit. Although in both cases, someone
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Business marketers are more likely to conduct business globally and face global
competition than are consumer marketers. This Web site helps buyers find suppliers
anywhere in the world.
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may purchase a product for use by someone else, the sheer size and complexity of
organizations and the number of people involved often lead to a more complex pur-
chasing process.

Furthermore, many organizational controls are in place to assist professional
purchasers—and evaluate them. Comprehensive vendor scoring systems are common-
place. Quality inspection at origin, cost accounting systems, and cash flow management
have only crude equivalents among consumers. For example, almost every home owner
you know has probably complained about inadequate closet space. But do they calculate
the “warehousing” costs of their golf clubs, camping gear, and heirlooms? Do they
measure inventory carrying costs (e.g., spoilage, opportunity cost of money) on toilet
paper or apples by the case? Even before you take up the chapters on purchasing and dis-
tribution, you can well anticipate these important distinctions in business purchasing,

The Nature of Demand

Demand for business products does not always operate in the same fashion as demand
for consumer goods. In part, the nature of demand in business markets is due to the
types of products sold, varying for raw materials, component parts, and so forth.
Understanding demand is important for business marketers because decisions con-
cerning which markets to serve, what business to be in, and where to invest company
resources are based on projections of demand. Two concepts, derived demand and
joint demand, are useful in understanding how demand for business products can be
determined.



Exhibit 1-4
Demand for
BASF's carpet
treatment is
derived from
demand for new
homes. The
homes need
carpet, which

needs treatment.
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Derived Demand

When business analysts and economists focus on consumer spending and consumer
confidence, they are looking for indicators that affect the entire economy. Consumer
and government spending ultimately drives all of the economy. Business marketers must
recognize that the demand for their products and services is derived demandj that is,
demand for their products and services is derived from the demand for their customers’
products and services (whose demand may also be derived). Ultimately, most demand is
derived from consumer demand, the exception being demand derived from government
purchases such as arms sales.

In the salt example at the beginning of this chapter, it is easy to see how Morton Salt
can predict salt sales based on the predictions of sales for institutional foods, meals pur-
chased outside the home, and home purchases. The demand for salt is derived from the
demand for, among other things, fast food. Similarly, as illustrated in Exhibit 1-4, the
demand for BASF’s carpet treatment product is derived from the demand for buildings,
vehicles, and other products that use carpets as well as the demand for remodeling
existing facilities and homes.

For suppliers to manufacturers of consumer products, the issue of derived demand
may not be too great. In this situation, there is virtually a one-to-one relationship;
for every consumer product purchased, there is a one-to-one relationship with the
supplier of a component of that product. If we made bottle caps and sold them to
Coca-Cola, for example, then the demand for bottle caps would be the equivalent of the
unit demand for bottled Cokes.

As we move further away from the consumer market, however, derived demand can
cause wide swings in demand, called volatility. For example, assume we make a machine
that processes salt and makes it ready for human consumption. Morton Salt will decide
how many of our machines to purchase derived from the need for salt. Morton has, let’s
say, 50 such machines. Assume that in a year of steady sales, Morton Salt will purchase
10 machines to replace those that are old and worn out. In year one, salt demand goes
down 5 percent, and Morton Salt may decide that it can get by with purchasing only
seven new machines. In year 2, demand goes up 10 percent. How many will Morton
Salt now replace? If demand of 100 percent equals 50 machines, 95 percent demand
equals approximately 47 machines, while 105 percent demand means roughly 52
machines (52.5 to be exact). Based on a replacement rate of 20 percent, as illustrated in
Exhibit 1-5, demand for our machines went from 7 to 12 to 10. Demand for our
machine went up almost 50 percent, then down 20 percent, as compared to the change
in salt demand of 5 percent to 10 percent. Derived demand can cause wide swings, or
volatility, in the demand for industrial products.
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Exhibit 1-5
Volatility of
Derived
Demand

Machines Needed to

Time Demand Machines New
Period for Salt Handle Demand Machines Available Purchases
1 160% 50

2 95 47 10 40 7

3 105 52 7 40 12

4 100 50 12 40 10

At the beginning of Pertod 1, 50 machines are required based on forecast of sales. At the end of the
year, 10 are worn out but 7 are purchased because only 47 are needed. Over year 2, 7 machines
wear aut, but 52 are needed, so 12 are purchased.

Demand clasticiry is also affected by derived demand. Demand elasticity is the
percentage change in sales relative to the percentage change in price. In a consumer
market, demand elasticity means that as price goes up, consumers will look for
alternatives or do without, and sales will go down, Morton Salt may choose to do
without our salt processing machines (elastic demand), bur if the price of raw salt
went up, Morton Salt would have little option but to pay the higher price. So for
products without substitutes, there is inelastic demand—it is nort affected greatly by
price. Morton Salt cannot simply choose to do without salt, though you can if the
price is too high.

On the other hand, there are many more substitutes for some industrial products
than for consumer goods. When assembling a product, a manufacturer can choose be-
rween rivets, nuts and bolts, adhesives, and other forms of fasteners. When there arce
many substicutes and the choice of one or the other has no visible impact on the final
product, demand will be more price elastic, or more affected by price.

Because of the importance of the concept of derived demand, business marketers
are always paying close atrention to consunter demand forecasts and reports. You
may notice the importance paid by the news media to two types of consumer de-
mand: that of new housing (often reported in terms of new housing starts) and that
of new cars. The demand for so many industrial products and supplics is derived
from the demand for housing and cars that they are important bellwethers of the
economy as a whole. From the Field 1-2 describes the experiences of two very dif-
ferent companies as they deal with the consequences of derived demand.

THE ENTIRE SYSTEM

So far in this chaprer, we've used two companies as running examples: GM and BASE.
Let’s put it all togerher and examine the flow of goods and services that go into onc car,
Exhibit 1-6 illustrates this flow.

Ar the beginning are the suppliers of raw matertals. The plastic, steel and other met-
als, rubber, and glass used in automobiles are manufactured materials derived from such
raw materials as petroleum, iron ore, and sand. A mining company may sell the raw
material to a mill that produces the manufactured material. The mill may then sell the
material to a contract manufacturer, which creates the comporent part for GM. For
example, sheet metal may be stamped into hoods for Chevy Monrte Carlos.

Another company may supply gauges to GM. These gauges are assemblies composed
of parts purchased from other manufacturers. BASF supplies manufactured marerials,
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FROM THE FIELD

The Réality of Derived Demand

o you prefer diet drinks containing Splenda,

the artificial sweetener? When you shop for
a new computer, do you look to see if Intel proces-
sors are inside? If s0, you are demonstrating
derived demand, as the demand for Splenda
and Intel is derived from your desire for a diet
cola or new computer.

In fact, demand for Splenda has been so strong
that the company that makes it, Tate & Lyle, had
to halt taking on any new customers for nearly
two years. Demand through its current customers
grew so rapidly that all expansion plans were
filled just by supplying current customers such as
Coca-Cola (Splenda is in Diet Coke), Starbucks
{used in low-calorie Frappuccines), and Atkins Nu-
tritionals (Splenda is in their low-carb diet foods).

The challenge for Intel has been somewhat
different. Chinese Internet cafés contain some
11 million PCs—no small market. The average
café has 100 computers—no smalt customer. If
you are lan Yang, and your job is to sell Intel

computer chips in China, you can’t ignore this
market and the demand it creates for your prod-
ucts. Coming up with an answer for China’s price
sensitivity, though, took a white.

Stuck in a Beijing traffic jam, Yang, Minerva
Yeung, and other Intel execs began to brain-
storm. As the car crept along, they talked about
the challenges facing Internet café owners. By
the time they reached their destination, they
had the beginnings of a new product line. The
result was dramatic. China now accounts for
9 percent of Intel’s worldwide sales.

Understanding the demand from which your
products’ or services’ demand is derived is im-
portant to business marketers. These are just
two success stories that began with a better un-
derstanding of derived demand.

Bruce Einhorn, “In China’s Net Cafés, Intel Pours 1t On,"
BusinessWeek (November §, 2006), p. 52; Elizabeth

Esfahani, “What Works: Finding the Sweet Spot,” Susiness 2.0,
{November 2005), pp. 43-51.

Exhibit 1-6
The Entire System

such as a carpet treatment product to make the carpet last longer and a velour treatment
product to make the seats last longer. GM assembles and paints the cars, using robots to
spray each car with the correct amount of paint. The robots are capital equipment. Col-
ors are chosen through marketing research, which determines which shades will sell best.
That research is a facilitating service, as is the transportation of the cars o GM’s
customers.

Each purchase order is printed on a Xerox copier (accessory equipment). At the end
of each day, all offices are cleaned by the personnel of local janitorial companies, an
MRO service. All of this is necessary so that GM can serve its customers. GM’s cus-
tomers include government agencies, such as the armed services, which buy cars for staff
transportation; institutions, such as universities, which purchase vans to transport students

Transported via facilitating services

Raw ——= Manufactured 4’;mbly L Assembly L Compon;§—> Finished

materials materials parts car

Purchase order printed—facilitating product

Amount and type of car determined by research—
facilitating service
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BUSINESS 2 BUSINESS
BASF and Derived Demand

onsider the demand for BASF's product for treatment products soid to consumers? Why?
making fabrics brighter and longer lasting. How would volatility influence the way you
From what products would demand be derived? market these products?
Is this situation more or less volatile for carpet

on field and athletic trips; rental car companies; fleet users, such as BASE whosc sales-
people drive company cars to visit their customers; and retail dealers, which resell cheir
cars to you and other consumers. With all these customers to sarisfy, it is no wonder that
GM purchases over $50 billion each year in goods and services!

As you have seen, quite a few purchases must be made before GM can build a car, Shaw
Industries can make a carper, or McDonald’s can salt your fries. Each of those purchases is
part of a marketing process conducted by vendors such as BASF and Morton Salt. In this
section, we examine the marketing process that is the subject of the rest of the book.

Understanding the Market

Many organizations begin with a vision—the reason why the organization was created.
Usually, that reason for being is based on some general need or set of needs that has been
identified in the marker, and the organization is created to satisfy that need. Simply
recognizing the need, however, is not enough. Safer chemical processing was long recog-
nized as a need but it wasnt until two chemical engineers at BASF developed such a
process that chemicals could be mass-produced cheaply and safely. The means to fuifill
the need must also exist. When the recognition of a need and the means to satisfy it come
together, an organization or business can be created.

In recognition of the importance of understanding the market, the first part of the
boak is designed to give you an understanding of business marketing in gencral. The
second part continucs to build this understanding through a study of organizational
buying behavior or why organizations buy. Based on this understanding, you can then
appreciate how marketers evaluate markets, targeting only certain segments and creating
offerings thar meet the needs of those segments. Thesc offerings constitute the market-
ing mix, which is the topic of the third part of the book, and the method by which mar-
keting creatcs value.

The Marketing Mix Creates Value

The marketing mix consists of the usual four Ps you probably learned in principles of
marketing. The four Ps—product, place, price, and promotion—are based on the utili-
tics, or general benefits, provided by marketing, which are having the product the buyer
wants, where the buyer wanus it, at the right price, and letting the buyer know about it.

"The four Ps illustrate that marketing is a process of creating value. Value is equivalent
to profit for the buyer; it is the perception of how much the buyer benefited beyond what
was paid or invested in the product. A recent study of business buyers found that they
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break value down into three parts: value received from the product, value received from
the services that the seller offers, and value received from the relationship with the seller.

For example, Dacin and Dacin is a manufacturer’s agent who sells for various con-
tract manufacturers. Lloyd Dacin was working with a client to develop a milk dispenser
companent of a milkshake machine. The client benefited frem the product that was
made by the company that Dacin represents, but the bigger benefits came from Lloyd
Dacin’s engineering services in designing the component. Through the relationship with
Lloyd Dacin, the client was also able to meet another supplier who cut costs on another
component by over 10 percent.

Dacin and Dacin enjoyed a significant competitive advantage over the other manu-
facturer’s agencs vying for that business. A competitive advantage is something that
provides incremental value when compared to other offerings. The advantage can be
gained through any of the three basic values of product, services, or relationship, either
alone or in combinatien.

When BASF says that it doesnt make the carpet, it makes the carpet last longer, the
company is describing the value it adds to the process of bringing you carpet. If it
did not provide value, it would not be part of the process. Refer back to Exhibit 1-6
illustrating the complete system. That diagram illustrates what is called a value chain,
or system of value creation. Each organization adds its value to whatever it is that the
system Is creating, in this case a mode of transportation.

Therefore, the third part of this book discusses the process of creating value. The sec-
tion begins with a chapter covering the processes relating to developing an overall strat-
egy and is followed by chapters concerning product development, channels of distribution,
and integrated marketing communications. Two chaprers examine portions of the com-
municattons mix, first advertising and trade shows, and then selling and sales manage-
ment. A chapter on pricing rounds out this section.

Marketing Is an Integrative Process

The final part of the book reflects the integrative nature of business marketing. You
should already have glimpsed that a high degree of interaction and cooperation is
needed among members of a value chain. Each member is both buyer and seller to other
members of the chain, which often results in a different form of relationship berween
buyer and seller than in consumer markets.

Customer retention and relationship building are important elements of success in
today’s business marketing environment. For relationships to be strong, the entire
organization must be dedicated to solving the needs and satisfying the wants of
cach business partner. Careful internal integration and coordination are needed in
relationship-building strategies. This part of the book should integrate much of what
you learned in the prior chaprers.

Business marketing is an important element in the economies of industrialized nations,
accounting for maore than half of the economy. Business marketing includes marketing
to companies that buy products in order to make other products or to facilitate their
companies operations; marketing to government agencies, including state and local
governments; marketing to institutions such as universities and hospitals; and marker-
ing to resellers, including retailers and industrial distributors.
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Discussion

Questions

Rusiness Markets and Business Marketing

Most markecing majors will begin their career in business markering., Understanding
husiness marketing is also important because of the magnitude of business marketing
and because it is different from marketing to consumers.

Business marketing differs from consumer marketing in the types of customers
served, their relative sizes and locations, the nature of buyer—seller relationships, and the
nature of business demand. Organizations that consume products as part of their nor-
mal operations include OEMs, which use products as part of their own products. They
buy raw materials, manufactured marterials, assemblies, and component parts, which all
become part of their final product.

Users are those organizations that use a product in their operations but not as part
of their own product. Users use accessory equipment, capital equipment, MR items,
facilitating services and supplies, and other products. The government is an imporrant
user of products and services. Governments work to achieve political and social objec-
tives through set-asides, rechnology subsidies, target zone development policies, and
more. [nstitutions such as universities, churches, and hospitals also use preducts and
services.

Business marketers are more likely to find their buyers geographically concentrated,
but are also more likely to serve global markets and face global competition. Business
buyers are larger than individual consumers, giving each business buyer more power in
relation to the seller,

At the same time, relationships berween buyers and sellers tend to be stronger in
business marketing. Although some business relationships are transactional, many
companies seek partnership status with their customers.

Demand for business products operates differently than does consumer demand.
Business product demand is derived from the demand for consumer products. As a
result, business marketing demand can be quite volatile.

These factors make business marketing different from marketing 10 consumers.
Channels of distribucion arc shorter, and there is a greater emphasis on personal selling.
Relationships must be carcfully managed. At the same time, unique promotion strate-
gics such as trade shows arc part of the business marketing mix.

original equipment
manufacturer (OEM)
raw materials

facilitating services
(or supplies)

inelastic demand

accessory equipment
business marketing
capital equipment

competitive advantage maintenance, repair, user
component parts and operations value
demand elasticity products (MRO) value chain
derived demand manufactured material volatility

OEM parts

1. Identify three television advertisernents you see regularly that appear to target a
business market. What benefits are they trying to sell? How does their advertising
differ from beer commercials, car commercials, and other consumer ads? Why
do you think there is a difference?
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2. Across the top of the page, list each type of produer (such as an OEM product).
Then list a product that would fit each category. Tty to use products not men-
tioned as examples in the chapter, Use BASF as your buying company.

3. How can derived demand cause volatilicy when, at the same time, distribution
channels are short and tend 1o be direct in business marketing?

4. What is the relationship between price and value? How does marketing provide
value? Whar are the types of value that marketing provides?

5. You work for Black & Decker’s DeWalc division. DeWalt makes professional-grade
power tools like drills, circular saws, jigsaws, power hammers, and others. Both
consumers and carpenters purchase these tools. What factors would influence
demand among carpenters for power tools in general? What factors would influ-
ence carpenters to pick DeWalr over other power tool brands? What factors would
influence consumers’ demand for high-end power tools and how arc those factors
the same or different for professional carpenters?

6. How might Black & Decker promote DeWalt brand products differently for pro-
fessional carpenters versus consumers? How might their promotion be the same?

7. How would Black & Decker’s marketing of DeWalt brand tools be different for the
following markets?

a. The U.S. military for use in engineering divisions.
b. School districts that still offer shop in high school.
c. Furniture and cabinet-making manufacturers.

8. How does buying over the Web provide value that buying from a salesperson can-
not? How does buying from a salesperson provide value that the Web cannot pro-
vide? When would cach source (the Web or a salesperson) be more important to a
company?

9. One business marketing student said, “All this stuff on relationships just means
that it is who you know that counts. The good old boy network is what is impor-
tant.” Based on what you've read in this chapter, how would you respond to that
staternent? Whar value can be provided by good relationships?

When Tiffany Friar-Hakes graduated from college, she went to work for Coca-Cola,
working on special event marketing. She could have taken an easier position in her fa-
thet’s company, but he wanted her to go out on her own and learn more abour how
business is done before joining the family firm. After five years, she thought it was time
to return and her father agreed, But now, after six months, she was questioning her
decision.

“Dad,” she said, entering Mike Friar’s office. “Sales have been stagnant for the last
few years, at least five from what [ can see. Yet we're paying our salespeople more now
than we did then. Why is that?”

“Cost of living—they have to earn more just to stay even,” he replied. “But I see your
point. They aren selling more.”

“Well, what if we had our smaller customers order through the Web? Then the sales-
peopie could have more time to find new customers.” The company manufactures metal
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Readings

boxes, called cases, which other companies put their products in when those products
have to be used in tough environments. For example, AirLink uses Friar cases 1o house
high-tech communications equipment used by the military.
“I don’t know—I think we'd have a riot on our hands if we tried ro take customers
away.” He frowned as he contemplated the consequences.
“But our costs have risen and our sales haven't. I don’t think we’ll make money this
year, If we don't find less expensive ways to sell, we'll be our of business before too long.”
Her dad stared at her earnestly. “Look, this isn't Coca-Cola. We don’t have their big
budget for fancy marketing, and selling to people is a whole lot different than selling to
Companlcs.
1. What type of products does Friar make and scll? (Note: The type iso’t “boxes” or
“cases.”}
2. Whart type of customers do they have?

3. What characteristics of the Friar Casing market are different from those faced by
Coca-Cola, and how would that affect how Friar markets?

Case 1.2 Dan Li Manufacturing

Dan “Gracie” Li, after a brief stint with Procter 8 Gamble {P&G) in the United States,
returned to China and started her own manufacturing company. Her first customer was
her old employer, who wanted lower-cost rubber and plastic products used in manufac-
turing machinery. Li began by doing the engineering design, then working with manu-
facturers in China to source the products.

Now she employs three design engineers and five procurement specialists, in addition
to the usual office staff. Rather than design, she now focuses her atcention almost ex-
clusively on generating sales and running the overall company.

One challenge, though, is that these contract manufacturers want to do long pro-
duction runs, whereas customers don't want to take delivery and store products, They
want to receive the products as they need them. Li believes it may be rime to get a ware-
house in the United States so she is looking in the state of Washington.

“I think you'll find this space in Seattle to be your best bet,” said Wes Tiffin, a real es-
tate agent. “I realize a five-year lease may scem like a long time, bur the price is right and
it gives you room to grow in the future.”

“I don't know, Wes,” replied Li. “Two ycars ago, we sold twice what we sold last year.
1 think we can sell more if we can shorten delivery times by holding inventory in the
states, but it worries me that sales jump around so much. This year could be three times
last year buc then next year could be down again. Can we get a short-term lease?”

1. What would cause such wide swings in Lis sales?

2. How can Li stabilize sales? What other aspects of the business are affected by these
wide swings?
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~—CESSNA AIRCRAFT COMPANY

With a 57 percent share of the business jet market and sales at $2 billion, Cessna
executives knew they'd have to be more efficient and quality conscious to thrive
in the 21st century. When the Textron subsidiary launched its supply chain man-
agement initiative in 1997, Cessna had supplier on-time delivery running
around 45 percent, supplier prices and costs escalating, extensive rework and re-
dundant inspections making quality very costly, and top management raising
guestions about what should be made inside versus outside the company.®

Hired to move the paper-clogged, transaction-oriented procurement func-
tion to an integrated process, Michael Katzorke, vice president of supply chain
management, began to move the company out of its functional orientation to
one that integrated three critical processes: new product development, strate-
gic sourcing, and sustaining production. New product development required
more supplier involvement in design and administration of specifications, as
well as life-of-part contracting. Strategic sourcing implied specific sourcing
plans for categories of inputs, long-term agreement negotiations that speci-
fied supplier integration into Cessna business processes, as well as supplier im-
provement processes. Sustaining production meant sharing production plans
with suppliers, materials released against long-term agreements, and sus-
tained efforts to purge waste.®

Cessna uses full-time, cross-functional commodity teams to lead the transi-
tion. Each team has specialists from purchasing, manufacturing, engineering,
quality, product design, product support, and finance working to improve



supplier performance and meld them into Cessna’s design and manufacturing
process. For example, Cessna needed electronic data interchange (EDI) for just
the rudiments of company-to-company integration, but EDI has been im-
peded in the past by financial and personnel constraints at small suppliers.
Thus, Cessna developed a Web-enabled system that mimics EDl—avoiding
time delays and the need to rekey (correct) data.®

As Cessna untangled its legacy of vertical integration, management saw not
only letdowns in areas of capacity planning and inventory management, but
also hints of an identity crisis. One executive frankly confessed the need to re-
discover core competencies: “It seemed we were just doing too much. We had
no idea what our real costs were.” As a result of this assessment, Cessna
forged an outsourcing agreement with Alcoa for all coil, sheet, and plate alu-
minum that may one day establish a local Alcoa facility allowing electronic
ordering and daily delivery. In another Cessna supplier agreement, Honeywell
maintains a stockroom in-house and makes deliveries as needed on the pro-
duction floor. Honeywell handles all ordering and scheduling and, along with
other major suppliers, participates in the Cessna planning process for sales and
operations. Using a large storyboard on the wall at Cessna headquarters,
every associate knows his or her role in the supply chain management process.
Foremost, the overall objective is to deliver value to the airplane customer.'®

Visit the Cessna Web site at www.cessna.textron.com. ®

LEARNING OBJECTIVES

This chapter aims to broaden your exposure to the realm of business market-
ing, introduce a bigger lineup of players in the field, and preview some of
their roles for firms and the larger economy. We will emphasize the key mar-
keting challenge of coordinating work that creates value. We begin with a
brief review of the amazing performance of markets. For technically complex
and specialized products, markets may need tweaking. Buyers and sellers com-
plement their reliance on the price mechanism with a host of other means
for coordinating action. As you might guess, the chapter discusses business
relationships—long-run exchange between firms. We examine the motivations
for relationships and how they develop. We also consider the special chal-
lenges of managing and sustaining business relationships. The closing section
of the chapter underscores the connections each relationship has to a larger
network of organizations. We want you to strive to examine any marketing
problem within its broad context, the web of participants in value creation.
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After reading this chapter, you should be able to

® Describe the effectiveness of price for coordinating business transactions
to create value.

® Explain how value is determined in exchange.

® Identify conditions that impair the performance of pure markets to coor-
dinate business exchange.

® Summarize the range of buyer and seller motivations to develop and
maintain an exchange relationship.

® Describe a relationship development process for parties able to gradually
deepen their interdependence.

® |dentify three complementary mechanisms for coordinating business trans-
actions.

® Describe the network of participants in the value chain.

® (llustrate the marketing efforts one firm might take with each member of

the network.
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THE MAGIC OF MARKETS

A manufacturing firm often has a choice of whether to buy parts—standard switches or
valves—on the open market or to make the parts in-house. Clearly, ne firm does every-
thing in-house. When you think about it, markets provide amazingly for most business
needs. Consider that pencil on your desk. It probably sold for less than $.25 whether
purchased singly or by the box. But where did it comc from? Did the Regional Bureau
of Pencils contract for all inputs and schedule productions for the holidays or back-to-
school rush? No. Did you solicit bids for contract production of your pencil? Of course
not. This handy tool of business came from the marker.

Markets Coordinate

Often taken for granted, markets provide a most amazing mechanism for meeting individ-
ual and organizational needs and allocating productive resources within a sociery. Office
Depot knows that nearly every business needs pencils. Thus, it buys them by the gross from
Dixon Ticonderoga or another supplier without a moment of thought about how a pencil
might come into being. Similarly, anticipating summer orders from Office Depot, Dixon
Ticondcroga orders more dowels and gum erasers, perhaps without any detailed knowledge
of their origins. Ler’s look briefly at the work that almost magically gets done to yield a rool
to skerch a budget, mark a board for cutting, or fill in bubbles on an answer sheer.

Detailed in a remarkable litcle story, “1 Pencil: My Family ‘Iree as Told to Leonard E.
Read,”? pencil manufacturing involves the participation of scores of businesses, including
thousands of individuals in many distinct steps. Indeed, the pencil boldly asserts in this
story that “nor a single person . . . knows how ta make me.” First, straight grain cedar is
cut from farests in the Pacific northwest by loggers using saws, trucks, and other gear.
Then it is cut into slats, and the material is transported to the pencil manufacrurer. Here
is added the lead center, really graphite, possibly mined in Ceylon. The eraser or “plug” is
made by reacting Indonesian rape seed oil with sulfur chloride. And so it goes on.

No single person could measure up to this task of pencil making. Markets coordi-
nate nearly all the work necessary to give you or the Boeing Corporarion pencils that
do their job. The following sections review the fundamental elements and mechanisms
of markets. We briefly see how they work to improve productivity, quality, and living

standards.

Buyers Gauge Value

First of all, the buyer—you or Boeing—determined the value of the pencil when paying
for it. Circumnstances play a role in what buyers are willing to pay. Bocing’s purchasing
department may stock the supply cabinet with pencils ordered ar $1.40 per box. Yet a
forgetful industrial psychologist from Kansas City, staying in Minneapolis to give an as-
sessment test to employees at Honeywell, might well pay $1 each for pencils from the
hotel where she’s staying. Nothing in the pencil has changed its worth, Clearly, the value
of one pencil is less ta a party who has several than to a party who has none. The buyer’s
circumstances play a great role in determining the value of any product or service.

Sellers Opt In or Out

Of course, the seller has a role in valuation. If costs of delivering a pencil are higher than
what potential users are willing to pay, why make or deliver them? As producers reduce
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the number of shifts or lines devoted to pencil production, in time pencil supplies will
shrink. When buyers find that pencils are more difficult to come by, seller promeotions
and discounting will be less common and, in effect, buyers will tend ro bid up the price.
But notice that costs do not make for value. Would a handcrafied pencil made from
hickory wood find buyers at $7.50 each? It seems doubtful. Would your bookstore sales
clerk convince you that the $5 pencil was a real bargain because it cost $6 for UPS
avernight delivery? Of course not.

Price coordinates the activities of the various businesses, from loggers to retail clerks.
A boost in demand may tax current supplies. Price increases can slow purchases until
new supplies arrive. Input prices will rise the same way, prompting inpur suppliers to
hike the wages of loggers (1o draw more to the forests) and graphite miners. On the other
hand, a pencil gluc will prompt deep discounting and eventually rollbacks in production
and production capacity in various stages of manufacture. In this amazing system, prices
serve as both signals and outcomes.

Marketers in this type of business environment must be attuned to changes in
demand and sharpen their firm’s attention to quality, particularly the quality aspects
valued by end users. The system rewards efficient sellers with profits and penalizes
flabby sellers with weak profits or even losses, Competitive intelligence and adaprability
arc advised too.

BEYOND MARKET COORDINATION

Let’s now consider situations where the market may fail. This sounds ominous, doesn’t
it Actually, in today’s world of commercial trading, the prevalence of transactional
exchange—sometimes also called spoz markets or discrete markets—is severely limited by
technical complexity, exacting buyer standards, and a variety of dependencies between
buyer and seller that arise from the exchange. In this complex and dynamic environ-
ment, price (the market) must be complemented with other mechanisms for coordinat-
ing work between two parties, Otherwise exchange will not take place, or exchange will
prove unsatisfactory, even highly frustrating, for at least one of the parties. Some
examples will clarify how markers can fail.

Countless products need mechanical fasteners in their assembly. Markets work
extremely well for the provision of standard rivets, screws, staples, and bolts, Nearly
10,000 distributors carry the lines of scores of fastener producers in order to serve over
180,000 original equipment manufacturers. A manufacturing company using tens of
thousands of standard fasteners will have its purchasing agents seck to obrain the best
delivered price. Indeed, a handful of potential suppliers can vie for the order, and a savvy
purchasing agent will often make cach order a bidding contest. The low-price supplier
in March has no advantage in April’s reorder and may very well be replaced by a vendor
with a price difference of just pennies per case.

As you can see, transactional exchange works quite well to keep suppliers on their
toes, ever striving to offer the lowest price. Although there may be an adversarial char-
acter to the interaction (a consequence of short-run self-interest and the impersonal
mechanism of the market), buyers benefit from low-cost inputs. And they dont have to
needle underperforming suppliers to get proper service. Buyers work at arm’s length
from vendors and simply order from another source the next time around.

But transactional exchange has a limited range of effectiveness. Many products have
a level of complexity and significance in the creation of value that are poorly served by
transactional exchange. The purchasing agent seeking the lowest delivered price on




Chapter 2 The Character of Business Marketing 33

standard fasteners might really do a disservice for the firm by not properly accounting
for costs of defects, late delivery, inventory costs, ordering costs, and so on. In short, the
benefits of transactional exchange might be improved by using additional means to co-
ordinate activities between customers and suppliers. We can illustrate this more
concretely with more examples. Obviously, some product designs—for functional
or aesthetic reasons—require special fastening (e.g., tiny clips or large, lightweighr,
reverse-threaded bolts). Few discriburors carry these items, at least not at inventory levels
apt 1o satisfy start-up production levels. Possibly, the design calls for fasteners that do
not yct exist.

Supply Chain Management

If you are thinking that 2 company needing special fasteners ought to post its specifica-
tions on a Web site or take its distributor to lunch, you have a sense for supply chain
management, proactively planning and coordinating the flow of products, services, and
information among connected firms focusing on creating and delivering value 1o end
users.® Vividly illustrated by Cessna’s initiatives in the beginning of this chapter, supply
chain management involves information sharing, joint planning, and coordination to
improve business performance by eliminating waste, innovating, improving quality, and
providing flexibility.

In the case of our OEM needing new fasteners, supply chain management can be
used to coordinate work in situations where markets need a lictle push or lubrication. In
theory, it gives attention to the entire value-added process.

In the last two decades, the strategic role of supply management (discussed in
Chapter 3) has taken on new significance at many companies. Parc of this interest stems
from the global nature of competition in today’s business markets. Indeed, companies
formerly isolated from other players in the industry by cultural or geographic divides
now find aggressive and creative rivals for markec share. This has precipitated two related
thrusts in business: (1) a press for accountabiliry and effectiveness in marketing efforts
{discussed in Part 2), and (2) an invigorated quest for operational efficiency, the
elimination of any waste. Offen the profit impact from purchasing and logistical efficiencies
outweighs that from market penetration.

Efficiency Gains

To illustrate, Exhibic 2—1 shows the impact on profits from two different business efforts.
Case A shows a 10 percent sales increase over the base case as a result of a $200,000 pro-
motional effort that hikes promotion expenses to $1.2 million. Because gross margin is
25% of sales, gross profits also surge 10 percent to $3.3 million. And deducting the pro-
gram costs, net earnings before taxes show a 20 percent gain.

Case B shows the results of a $200,000 expenditure on supply management—
especially collaboration in production planning and quality control. Later in the book
we detail the purchasing and collaboration process, but for now let’s presume that as a
result of more frequent travel for meetings and software expenses to integrate the plan-
ning systems at its vendors, general and administration expenses risc to $1.7 million from
the base case of $1.5 million, but supplier costs are trimmexd, prices are reduced, defects are
nearly eliminated, and the need for rework processes is all but forgotten. Consequently,
costs of goods sold {COGS) are decreased by 10 percent from the base case. With sales
unaffected, gross profits jump 30 percent from $3 million in the base case to $3.9 in



34 Parc t  Business Markets and Business Marketing

Exhibit 2-1
Profit Impact
from Marketing
and Supply
Management

Case B

Case A: Supply
Base Case Marketing impact Management Impact

income Statements

$ {000} % § (0O % $ (000) %
Net ravenue $12,000  100% $13,200  100% $12,000 100%
Cost of goods sold $9,000 75% $9.900  75% $8.100 68%
Gross profit $3,000 25% $3,300 25% $3.500 32%
Pramoticn $1,000 8% $1,200 9% $1,000 8%
General and admin. $1,500 13% $1,500 11% $1,700 14%
Net earnings $500 4% $600 5% $1,200 10%

Case B and net earnings climb to $1.2 million—a 140 percent bump from the base case
and #wice the impact of the promotion program. A 10 percent COGS savings can be
tough to come by, but the payoffs of efficiency due to strategic purchasing management
can be striking. Successful suppliers fook beyond the receiving dock to recognize how
they can support the efficiency and effectiveness goals of their customerts.

In this vein, notice that Case B hints at a comprehensive approach to efficiency. That
is, rather than simply negotiating for lower and lower prices on inputs, as we would see
in transactional exchange, many buying firms—with the help of their suppliers—are
looking at the bigger picture. It takes a bit of analysis to answer the questions: Is a $4.19
part a better buy than another at $4.65 if defects average 0.01 percent in the former and
0.0001 percent in the latter? What if the former comes in monthly shipments by rail car
versus skids deployed on the shop floor as needed, just-in-time, for the latter? Clearly,
acquisition costs don't tell the whole story on efficiency.

Eﬁ"ectivmess Paygﬁ's

We must emphasize that there is more to the story than efficiency. Savvy buyers are us-
ing their suppliers to make marker share gains. A case in point is Brown—Forman Bever-
age Company’s collaberation with Inland Container of Louisville, Kentucky, which
makes corrugated conrainers.* Don Harris, Infand’s account executive, spends three days
a week in a Brown—Forman office. He gets involved in the design process from the idea
stage. Recently, Harris helped design a packaging and shipping container for ‘Tropical
Freezes, a frozen drink sold at rerail in pliable plastic pouches. Harris came up with 2 so-
lution that protected the pouches from being crushed, made them in the optimum size,
and made the product safe from accidental damage caused by retailers cutting open a
case. Thus, Inland’s role in making the product secure and convenient for retailers
enhanced the product’s strength in the marker,

We illustrate the nature of business markets by taking the fastener case a litde fur-
ther. Consider a design calling for a brand new fastener, a tension-spring clip, for
Hewlett-Packard’s (HP’s) new printer. HP must find a supplier with both interest in and
capabilities for making the tiny parts. HP might send specifications to candidate suppli-
ers and invite bids, but what assurance does it have that the low-priced supplier will be
able to deliver reliably or provide zero defects? What assurances will suppliers need in or-
der to invest in the capability to supply HP? Will HP be vulnerable to price gouging at
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renewal time? These are just a few of the issues pertinent to buyers and sellers in business
markets if they are interested in making a relationship work for an extended period.

Relationship Management

Buyer interest in maintaining a high-performance relationship often has its counterpart
on the supply side. That is, the supplier may be attracted by the promise of recurring
purchases due to their volume and relative certainty. But the supplier has valid concerns
about set-up, administrative costs, long-run payoffs, and vulnerability. Does it make
sense to assign a team to prepare a bid? How much managerial attention will this cus-
tomer require? Will the company need to dedicate personnel or production systems to
this account? Can the company work with the other firm’s people? How much training
is involved? Will it compromise operations with current customers? What is the long-
run promise of this particular account? In what competitive position does this put the
company at renewal?

A Map of Motives to Relate

Obviously, the stakes of both buyer and seller must be considered as factors of the ex-
change environment.’ Exhibit 2-2 is a useful summary of our discussion to this point.
It depicts each party’s range of motivations for forging and sustaining a trading
relationship. The horizontal axis represents the possibilities for a buyer. The buyer can
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Exhibit 2-2

The Realm of

Buyer-Seller
Relationships

Seller's motivation to relate
High

~, Seller-maintained

‘_‘_\/relatlon —hah,_\\ Joint
* relatjonship
maintenance

Buyer's market

\ Buyer's
— High maotivation
..., Buyer-maintained to relate
T relation

Low

Discrete exchange
(spot contracts}

Seller's

No
market

exchange

Low

source; Adapted from F. Robert Dwyer, Paul H. Schurr, and Sejo Oh, “Developing Buyer-Seller
Relationships.” Used with permission from the Journal of Marketing, published by the
American Marketing Assaciation, vof, 52 (Aprif 1987), p. 15.

be highly motivated to establish and maintain a relationship with a sole source supplier
or a small set of vendors. For example, a large retail chain is looking to energy consul-
tancy, eMotiv, to identify efficiencies in a panel of test stores, then devise systems for
long-run energy management. Alternatively, the buyer may have little interest in 2 rela-
tionship or even a transaction—a commercial builder who makes a once-in-a-lifetime
call upon a bee expert when a swarm at one job site slows springtime construction.

The vertical axis shows that a seller has a similar range of stakes in a relationship. This
surprises some readers. Doesn't a selling firm want to do business or forge long-running
relationships with all comers? The answer is no. Some business marketers choose not to
sell to government agencies because the paperwork is too thick and the margins too
thin. A business consultant in the Midwest declined business opportunities with a
prospective client because the expected follow-up business was inadequate in light of the
anticipated service burdens. Potential customers in a particular region or business sector
may be bypassed to avoid head-to-head competition with a specific rival firm. Suffice it
to say that sellers have motives to build and maintain relationships that vary from one
prospect or customer to another.

Spotting Transactional Excbange

Our discussion of pencils and standard fasteners in the opening section of the chapter
actually previewed the lower left sector of Exhibit 2-2, What are essentially transactional
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relationships or spot exchanges, money traded for easily measured commodities,
include General Mills buying various wheat and other grains on commodities markets,
a restaurant buyer at a cash-and-carry produce market, or a rail freight service offering
standard boxcars to any shipper. Communication content is quite narrow between trans-
acting parties, and their identity is hardly relevant. Trading terms are simple and clear.
Performance is practically immediate.

Today’s information technology has supported the creation of an important
entetprise—market making. For example, FreeMarkets uses the Internet and its propri-
etary software to conduct online auctions for raw materials, commodities, and industrial
parts. A successful auction sends business to the most-efficient suppliers and can yield
purchasers savings upwards of 30 percent, compared to other purchasing approaches.
But a successful auction demands a lot of front-end work. FreeMarkets consultants work
closely with managers on the purchasing side in order to specify needs precisely and to
accurately communicate them to potential suppliers (bidders) before each auction.
Bidders, in turn, receive training in FreeMarkets’ Bidware® software so they participate
in the live auction.

Online auctions have their limits. Many products and services, like complex com-
ponents, engineering services, or system installations, can’t be fully specified. Perhaps
their performance depends critically on a supplier’s personal experiise and deft problem
solving. Although market makers like FreeMarkets will strive to qualify supplier partic-
ipants in the auctions, not all such factors are captured in the process. Indeed, Gene
Richtet, former chief of procurement officer for IBM, concedes that reverse auctions can
work well between fully qualified suppliers—those meeting standards of delivery and
quality. Practically, however, “suppliers are almost never equal in every aspect and an
auction sends a dangerous message that the buyer only cares about price.” Richter
recommends picking the best source from the set of quotations—considering price,
quality, delivery, technology—and then negotiating a better price, but a price yielding
sufficient profits for the supplier to invest in new equipment, materials, and so forth.
Richter’s approach neatly moves us from a discussion of spot markets to a practical
examination of relationships.5

Unequal Interest in Relating

The upper right sector of Exhibit 2-2’s relationship map capuures our immediate discussion
of relationships, Here, at least one party is motivated to build and keep a relationship.

In the upper sector we find seller-maintained relations—the situation typified by
today’s wireless communications industry. The value of any system depends on the depth
and quality of ongoing support given by the vendor. Users are hardly locked in. For in-
stance, if Verizon does not provide its users with high-quality reception, upgrades, and
accurate billing, it risks losing accounts for good. Sellers in this secror of Exhibit 2-2 in-
creasingly use a family of information technology tools for Customer Relationship

ent. Typically dubbed CRM systems, these suites of software assist marketer
efforts to: {1) collect and store accessible data on each account—the name and position
of key personnel, purchase history, delivery specifications, sales calls, trade show inter-
actions, e-mails, and other contacts, (2) evaluate customer, program, and product per-
formance, and (3) support the development of customized services, communications,
and more in order to maximize the long-run profitability of each account.

The right sector maps the realm of buyer-managed relationships. The chapter’s open-
ing vignerte described the proactive management of the tiny suppliers o Cessna
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Aircrafe. In che field of professional services, we note how Procter & Gamble manages
relationships with a network of marketing research suppliers, sometimes providing busi-
ness to start-ups to change the unfavorable (to P&G) landscape of capable research ven-
dors, or securing high levels of vendor service from branch offices in Cincinnati where
P&G is headquartered. Similarly, Toyota shares its production schedules and orches-
trates a giant nerwork of suppliers in its Toyota City complex.

]oint Interest in a Relationsbip

Between these two lopsided cases of seller-managed and buyer-managed relationships is
an area where buyers and sellers have mutual stakes in a sustained trading relationship.
A strategic partnership results when both parties have keen interests in maintaining an
ongoing exchange. The strategic essence of the partnership rests on the significance of
the resources and long-run consequences of the efforts. Thus, a three-year contract for a
single supplier of lubricants to provide for all factory needs is apt to be regarded as less
strategic than a joint R&D effort on new pollution controls.

Many of the strategic partnerships that characterize business markets have been sparked
by the “quality revolution,” a management process of renewed dedication to customer sat-
isfaction and efficiency. Leaders in the quality movement—Xerox, Procter & Gamble,
Dana Commercial Credit Corporation, and others—evidence an all-hands effort at con-
tinuous improvement in the systems of business: social (teamwork, creativity, motivation,
etc.), technical (tool, machines, analytic techniques), and management (information flow,
policies, adaptation of the other systems). Quite fittingly, suppliers have been brought into
this process. From the Field 2-1 sketches supplier involvement at Palm.

Key Managerial Implimtions of Relationsbips

Many companies have found it necessary to reduce the number of suppliers as they ex-
pand their involvement with source firms. When buyer and seller share forecasts and
plans, they usually find they can reduce inventories. Buyer participation in the vendor’s
production setup and quality control processes eliminates the costly process of coping
with defective inputs (rework, reorders, and scrap). This sort of managerial attention by
the buyer could be spread o thin if given 1o several competing suppliers.

Reducing the number of suppliers, of course, reduces the number of competitive
bidders and thereby dampens the power of the marketplace to affect prices. But often the
parties can establish a commodity index or some standardized costing method to cope
with this hazard. At the same time, when the buyer consolidates purchases, it often
obtains a volume-justified price break from the supplier. Furthermore, with fewer suppliets,
buyers often experience reduced variation on key part characreristics and service. This
reduced variation enables higher uniformity and quality control in buyer operations.

On a related front, OEM buyers have worked with suppliers of component parts and
materials to eliminate costly inventories and frequent handling costs by establishing
just-in-time (JIT) reladonships. Chapter 3 will address JIT as a purchasing strategy.
Here we introduce its relationship character. A JIT relationship “requires the supplier
to produce and deliver to the OEM precisely the necessary quantities at the necessary
time, with the objective that products produced by the supplier conform o performance
specification every time.”” Unfortunately, some of the early JIT relationships were un-
derachievers because buyers simply used their purchasing muscle to push inventories up
the supply chain; no system efficiencies resulted. Others represented a simplistic attempt
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FROM THE FIELD
Palm’s Up!

You'll find lots of new handhelds in the
$400-$500 price range. When Palm’s Zire
PDA was introduced in October 2002 for $99, it
quickly became the fastest selling PDA in his-
tory. Credit Palm’s strategic sourcing initiative
for getting the Zire under $100.

Palm worked with original design manufac-
turers (ODMs) and its engineering and sourcing
teams to hit cost targets for each component.
The display target proved especially challeng-

ing, initially more than 50 percent above target.

Looking at every specification and relying on
input from four display vendors, it took less-
expensive components, new processes, and a
new Chinese manufacturer to trim the costs to
target. An about-face from its past tendencies
to “tell suppliers how to tie their shoes,” Palm’s
reliance on vendor input has proved invaluable

to its sourcing team—and its market position in
the PDA arena.

Palm has sifted its suppliers and forged al-
liances with a select few. Texas Instruments, for
example, is Palm’s partner for supplying micro-
processors. Calling the Tl alliance one of the
most complex, Palm senior VP for global opera-
tions sees “a lot of activities in marketing, co-
marketing of products and funding of marketing.
It also involves funding of new technology
investments in hardware and software.” Indeed,
TI's willingness to invest in certain microproces-
sors gave it an edge over Intel and Motorola with
Palm.

Jim Carbone, “Strategic Sourcing Is Palm’s Pilot,” Purchasing
(April 17, 2003), pp. 32-36; http://www.palm.com/us/; Texas
Instruments at http:/fwww.ti.com/.
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to mimic Japanese systems without thorough examination of the distance and climatic
challenges posed for stockless throughput. Indeed, maybe the inefficiencies of a safety
stock are more desirable than risking all-night truck driving on black ice or worse.

An assessment of JIT by suppliers to U.S. automakers showed evidence of missed
opportunities. Fully 30 percent of the suppliers see JIT as merely an upstream shift
of inventories, and only half the suppliers get stable delivery schedules from their
customers.®

Clearly, the terms relationship and strategic partnership often convey trendy images or
managerial intentions more than actions. In an in-depth interview with a marketing ex-
ecutive at a leading manufacturing company, one of the authors asked some of the stan-
dard questions used to assess a firm’s intentions to forge relationships. The executive
indicated his degree of agreement or disagreement to items such as “We expect our rela-
tionship with our supplier to last a long time” and “This company is (not) just another
supplier.” Intentions were good. Then the interview got to specific activities: Do you
share market forecasts with your supplier? (No.) Do you involve this supplier in your
production process? (No.) It went on like this. Good intentions and platitudes are not
enough to make a relationship work.”

DEVELOPING RELATIONSHIPS

Because we have already introduced the notion of motivations to sustain a relationship,
we should elaborate on what it means when a relationship works. We can then consider
the process by which relationships develop.
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High—Performance Criteria

As you might guess, managers want their relationships to be profitable. But the particular
routes to profitability for trading partners don' strictly coincide with each other. Let’s look
at the preferences of sellers and buyers.

Preferences of Sellers and Buyers

Sellers

Sellers want substantial and reliable purchase volumes at adequate margins. And they
want account management expenses, promotions, and other allocated costs to leave a
large portion of the gross profit intact. A little cost accounting and historical compari-
son can reveal the profitability of newly established customer relationships. For example,
a steel service center will strive to carry the specialty wires, I-beams, and alloys needed
by manufacturers in its trade area. Its salespeople make regular calls and quotes, perhaps
to attain a 40 percent share of State Fabricating’s (SF’s) purchases. If the steel service cen-
ter can negotiate a contract supplying 80 percent of SF’s needs at a price break of 10 per-
cent, it can compute the incremental gross profit and add, say, 15 percent of the
inventory reduction from knowing SF’s production schedule and the cost of 10 sales
calls per year, It would then deduct the equivalent of 25 percent of the full cost of an
inside salesperson now dedicated to the SF account.

Buyers

Buyers often turn to supply partnerships motivated by evident inefficiencies in the pro-
duction process—costly safety stocks, high return rates, numerous reorders, or long lead
times. These forces have prompted purchasing directors to seek suppliers that will work
collaboratively to eliminate waste and improve system economies. In the beginning of
such a relationship, any efficiency gains can be measured against historical data. Con-
tinuing our example from the previous paragraph, as State Fabricators moves to a JIT
system from its steel supplier, the regionat steel service center, SF can determine its own
inventory reduction savings, productivity gains from decreased line shutdowns, and
labor savings in its purchasing operation.

Designing New Standards

After three or four years of JIT service from the steel supplier, the usefulness of histori-
cal data has waned for both parties. There is no obvious new performance yardstick. In
this situation, partners rely on two broad types of assessments: internal and external.

Internal Assessments

Some companies do periodic supplier evaluations, combining data on internal operations
with assessments from their own managers on supplier professionalism, responsiveness,
quality, technical capability, and vision. Hewlett-Packard, for example, evaluates its
suppliers on technology, quality, responsiveness, delivery, and cost. The last two
dimensions have gotten the focus of supplier attention since the ratings were insti-
tuted in 1983, largely because they are objectively measurable. That most suppliers
have improved their on-time delivery by 20 to 30 percent, some even by 50 percent,
supports the adage that what gets measured is what gets done. Cessna’s supply chain
initiative resulted in a scoring system for defects that considered not so much the
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No. of Estimated Gamma Competitive

Agencies Reps  Market Size Sales Gamma % Intensity Index!
Webster {Milwaukee—Madison) 3 $16,500 $2,800 17% 4 a
Batham (Rachester) 2 $15,200 $1,600 11 5

Smalz (Phoenix} 4 $17,100 $4,800 28 3

Lincatn {Durham) 3 $16,800 12,320 14 3

Maxington {Pecria} 3 $15,900 $3,240 20 4

Average 3 $16,300 $2,952 18 4

'5 = high, 1 = low.

cost of the part, but the cost to rectify given the stage of the assembly process. Thus, a
defect discovered in final assembly is weighted 100 times higher than one detected at
lnCDmlﬂg lﬂSPCCUOn.

Likewise, sellers track key accounts against sales and profirability objectives, reorders,
inventory and service burdens, and promise of future business. It is possible to do the
cost accounting to result in a simplified income statement for each key account or group
of accounts. Unisys, the $6 billion IT service and technology company, is even more
diligent with its customer base, Once a year it conducts a 16-question, customer rela-
tionship survey to gauge customer satisfaction, loyalty, and advocacy—proven predictors
of revenue growth.

External Measures

Sometimes a company can evaluate relationships on a relative basis against external
norms provided by trade associations or consulting companies. Large firms may even
produce their own profiles using supply relationships with various company opera-
tions. In this case each particular relationship can be compared to an external standard
or profile derived from other relationships. It is not uncommon for electronics man-
ufacturers ro compare the performance of their independent sales agents across the
CDUﬂtrY.

Although agencies are autonomous businesses and are paid a standard commission on
sales, most participate in manufacturer training programs and may purchase demon-
stration equipment. Terminations and start-ups are far from costless. Cooperation
berween the manufacturer and agent enhances marketing effectiveness, Thus, compar-
ing sales and market penetration rates between agents in similar markets helps the
manufacturer to identify and analyze high-performance agency relationships.

‘We can see how external measures can be applied in an example. Exhibit 2-3 reveals
that the Smalz agency in Phoenix is a high performer. Its market is less competitive than
Batham’s in Rochester, but the compararive data also reveal Batham’s use of what appears
to be an undersized sales force. Gamma might now effectively press Batham to add
selling resources. Models such as these can be critical to the evaluation and direction of
sustained business relationships.

Higher Standards

When buyers or sellers in business markets are asked what makes a good relationship,
they always punctuate with more than dollar signs. They want integrity, fairness, loyalty,
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flexibility, consideration in partner’s strategy, partner’s participation in their own strate-
gies, and compliance with established administrative procedures. Most companies have
internal value systems thar support these behaviors in contractual relations. They stand
behind the product and honor commitments. With perhaps millions of business trans-
actions conducted each week, these nonlegal sanctions seem to work reasonably well.
Sellers who shirk obligations, misrepresent their abilities, and issue empty promises
stand ro lose accounts. Their tarnished reputation {imits their ability to gain new oncs.
Buyers who are rigid in their demands and foreclose supply partners from planning im-
pair their own producrivity. Good suppliers in some industries have chosen not to deal
with such customers. Others simply pull back on their inputs to the relationship, per-
forming ar minimum levels to retain the account or milk it of its waning value.

So what's the relative importance of profits and propriety in business relationships?
An executive who had terminated a well-known supplier summarized his decision: “Ir
was not so much what they failed to do for us, but what they tried to do to us that led
us to quit.” Indeed, commercial trading cannot be sustained in the absence of virtue.

Fortunately, many forces in the business environment induce good conduct. The po-
tential for repeat business and the reputational ripples through the marker from each
excellenc—or awful—exchange provide simple but powetful sanctions for ethical behavior
and cooperation in relationships. As this behavior s reinforced, reciprocated, reinforced
again, and 50 on, businesses often deepen their relationship.

Hydrotech, a Cincinnati-based distributor of hydraulics, proved instrumental in ma-
chine rool development at Cincinnati Milacron in the late 1980s. Hydrotech developed
expertise in new hydraulics from Europe and—based on deep knowledge of Milacron’s
product line—was able to help Milacron improve the hydraulic systems in its tools. Since
then, Hydrotech’s involvement in applications engineering at Milacron has expanded, par-
ticularly to its plastic molding machines, now the core business at Milacron. The next sec-
tion explores 2 provocative model for the development of such buyer—seller relationships.

A MODEL OF RELATIONSHIP DEVELOPMENT

We have found the meraphor of courtship and marriage to illuminate facets of busi-
ness relationships. The language of business marketers reflects this. You may have
heard them talk abour “getting better acquainted,” “courting a prospect,” “setting up
house with XYZ,” or “tying the knot.” Theodore Levitt has offered a concise and illustrative
observation:

The relationship between a seller and a buyer seldom ends when a sale is made.
Increasingly, the relationship intensifies after the sale and belps determine the buyer’s
choice the next time around. Such dynamics are found particularly with services and
products dealt in a siream of transactions berween seller and buyer—{financial ser-
vices, consulting, general contracting, military and space equipment, and capital

goads.

The sale, then, merely consummates the courtship, at which peint the marriage
begins. . . . The quality of the marriage determines whether there will be continued or
expanded business, or tronbles and divorce'?

This section of the chapter develops the marriage metaphor using business examples
to illustrate concepts and implications from research on interpersonal relationships.
Exhibit 2—4 complements our discussion, showing buyer and seller in four stages of
relationship development.
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Exhibit 2-4 ,
The Relationship Development Process
Relationship
phase Phase characteristics
1. Awareness 1. No interaction. Unilateral
considerations of potential
partners.
2. Exploration Enabhng Subprocesses for Deepenlng Dependence 2. Interaction between the parties

LI AT e ;‘L‘h’;-u"u

- Q-\ttractlon Communication } Power )

oceurs. A gradual increase in
dependence reflects probing
and testing. Termination of
this fragile association is
sirnple.

& bargammg & justice

Norm Expectations

development development 3. Cne pal'l‘y has made a successful

request for adjustment. Both
parties are satisfied with some
customization involved.
Additional benefits from
products, services, or terms are
sought from the current

ALY L\ Z partner rather than from an
alternative partner.

3. Expansion

Shared values and decision-
4. Commitment making structures 4. Some means of sustaining the
support joint investment in relation. relationship result: contracts,
shared ownership, social ties.
Inputs are significant and
consistent. Partners adapt and

> - resolve disputes internally.
0 Seller's dependence on buyer Buyer's dependence on setler 0

source: Adapted from F. Robert Dwyer, Paul H. Schurr, and Sejo Oh, “Developing Buyer-Sefler Relationships.” Used
with permission from the Journal of Marketing, published by the American Marketing Association, vol. 52 {Aprif
1987), p. 21.

Awareness

In the awareness stage, buyer and seller independentdy consider the other as an ex-
change partner. Supplier advertisements and trade show exhibits might be noticed by
the prospective buyer. At the same time, the supplier may collect information abour
product specifications, buying process, and the like at the prospective customer. This
stage may last indefinitely, or the parties may move to the next stage of the process by
engaging each other in some form of interaction.

Exploration

In the exploration stage, we find the parties probing and testing each other. The
prospective buyer may attend a seminar given by the supplier. The supplier may make
several sales calls. Even initial purchases can take place in this stage. They are part of a
trial process. In the exploration phase, a relationship is very fragile. The parties have not
significantly invested in the exchange. Neither party depends highly on the other. The
association is easily terminated. But in this stage, the interplay of five enabling processes
suppotts the developing relationship.
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Attraction

Artraction is the degree to which the interaction between buyer and seller yields them
net payoffs in excess of some minimum level. The payoffs are tangible and intangible
rewards from the association less economic and social costs. Practically, this can be illus-
trated by the buyer’s purchasing director and a supplier’s sales manager sharing college
memories and striking a friendship ac a Big Ten Alumni picnic in Atlanta. Atop these so-
cial rewards from the association the buyer looks for quality, technical know-how, a fair
price, and logistical service. The supplier looks for steady orders at a fair margin plus a
chance to satisfy additional needs within the buying organization. Both want minimal
order costs, delays, and foul-ups.

In a fascinating case study in the automotive industry, business professors James
Comer and B. J. Zirger (1995) detail the relationship development stages between an
auto manufacturer, dubbed Zenith, and a supplier of vibration dampeners, labeled
Alwa.!" Mechanical systems and road use in automobiles cause harmful vibrations that,
unless dampened, cause mechanical stress and limit durability. Vibration dampers typi-
cally consist of 2 metal inner ring and outer rings separated by 2 ring made of a complex
rubber compound. The product is not technically sophisticated, but a large number of
variables in the design—width, thickness, metal and rubber composition, fit to other
designs in the automobile—complicate product development.

The attraction between Zenith and Alta was triggered by the emergence of a new par-
adigm in the industry. Cost containment and reengineering in the late 1980s and early
1990s prompted automakers to examine long-standing supply relationships and explore
value-added opportunities from engaging suppliers in product development. Suppliers,
which had often dealt exclusively with a single automaker and simply priced dampers on
the basis of blueprints received, began to send sales reps to engineers at prospect ac-
counts. Their job was to find out what the prospective customer was working on and
what problems it was facing, and then to develop credibility as a provider of solutions,

In the case study, Alea’s salesperson responsible for new account development invited
Zenith officials, primarily product engineers, to Alta’s plant to demonstrate abilities, in-
troduce the highly competent personnel, and ask for an opportunity to compete for an
upcoming damper project. A few months later, Zenith had some problems with its cur-
rent supplier’s damper, and engineers suggested blueprints be sent to Alta for a bid. Alta
received the prints and gave them number one priority by assigning ropflight people to
a bid management team.

Communication and Bargaining

In the development of relationships, communication and bargaining enable the parties
to rearrange the distribution of their obligations, rewards, and costs. Parties to most
budding relationships hesitate to clearly state their needs, preferences, or goals. They talk
around the issues or provide only vague hints of whart they are after in the exchange. Not
until they develop a level of comfort and familiarity do they begin to make disclosures.
These disclosures will probably require reciprocation—a similar action returned by the
other—if the association is to grow into a productive relationship.

Dramatic effects on a relationship happen when parties bargain. After all, for parties
to “take the trouble, go to the bother, and expend the psychic and physical energies nec-
essary to negotiate,” the partners must see some potential for 2 rewarding association.'?
See if this principle applies to your own social relationships. Asking your third-time date
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to meet you promptly might be a bold request. It could fracture the fragile relationship
or it could lead to an accommodation that signals your date’s interest in sustaining the
association too. Likewise, a buyer who asks for delivery between 3:00 and 3:30 A.M.
from a supplier whose delivery runs begin at 4:00 A.M. risks forgoing service from
this supplier. Should the supplier arrange to make 3:00 A.M. deliveries, the exchange
relationship may start to crystalize or even expand.

In the case of vibration dampers, Alta used a multifunctional team to provide a set of cost
estimates for the design provided by Zenith. Purchasing people at Alta contacted paint, ma-
terial, and component suppliers, while manufacturing identified assembly time, tooling,
scrap, and so on. Tech center personnel determined that more computer-controlled
machining equipment would be needed for the job. After four weeks Alta sent Zenith a
preliminary bid that met specifications for Zenith and profitability requirements at Alra.
Morteover, Alta recommended some design changes to improve performance.

Power and ]ustice

Adjustment in an exchange is a critical facet of relationship development. Concessions
sought or granted in the bargaining process result from the just or unjust application of
power. Power—an ability of one organization, Alpha, to get another organization, Beta,
1o do what it would not do otherwise—derives from Beta’s dependence on Alpha for val-
ued resources that are not easily obrained elsewhere. These valued resources can take
many forms: status, economic rewards, expertise, and applied or ended punishments.
Justice—the rendering of what is merited or due—results from the fair and respectful
use of power. Evenhandedness and honesty characterize the just use of power. In con-
trast, the unjust application of power attempts to control another’s actions against his
will or without his understanding or in the absence of faulr.

Akin to the significance of bargaining for marking progress, the successful (just) ex-
ercise of power sparks the transition from an exploratory relationship to one heading
into the expansion phase. The premium dog food manufacturer IAMS enjoyed a strong
market position among kennel owners. When it sought to penetrate the consumer
market, it paid each kennel owner $5 per name for every new owner of a dog purchased
from its kennel. Thus, instead of having to comply with some new requirement to ob-
tain JAMS products or credit terms, kennels were delighted by the advent of a new
profit center and a foundation for new kinds of cooperation with the IAMS company.
It was the just application of power that established this basis for additional joint efforts
berween [AMS and kennel owners.

Zenith engineers reviewed Alta’s bid for about three months before ultimately giving
tentative acceptance. This meant that Zenith was willing to continue to work with Alra.
Prices were in a reasonable range, and the redesign proposal was worthy of further ex-
amination and collaboration. This was a milestone in the developing relation, a platform
for deeper cooperation.

Norms Development

We forge business relationships to accomplish tasks and attain goals sought by each
party. Simply put, there is work to be done. Norms are standards of behavior for the
parties, the guidelines by which the parties interact. Some norms exist prior to and are
brought to the explorarory phase. For example, buyer and sales rep share many elements
when asked to outline a “script” for different types of sales calls.!® Such scripts have less
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Expansion

commonality when the parties come from different cultures or professions. As the par-
tics interact, they customize their patterns of interaction. Practically, this means they
may teach each other the language of their respective companies, meet with a negotiated
frequency, communicate by mucually agreeable—even automated—channels, and begin
to organize evaluation, planning, and decision-making tasks,

Zenith and Alta relied on common norms of exchange in their initial interactions.
Professional courtesies, the language of automotive engineers, plant tour protocol, and
the conveyance of blucprints inviting bids are general norms that enabled the two firms
to begin to coilaborate. The preliminary acceptance launches an opportunity for more
customization of their patterns of interaction: frequency and locale of meetinggs, prototype
development schedules, and product testing procedures.

Expectations

As the parties interact and explore the potential for ongoing exchange, they develop
expectations. Foremost among expectations is trust, “the belief that a party’s word or
promise is reliable and a parcy will fulfill his or her obligations in an exchange relation-
ship.”!" The trusting party derives confidence from a belief that the other party is con-
sistent, honest, fair, responsible, and helpful. These expectations can be shaped in part
by the other party’s image advertising and repuration in the industry.

Based on industry reputation and limited interaction, Ala expected Zenith 1o give it
a fair opportunicy for its business and it risked four weeks of team cffort in the prepara-
tion of a serious bid. On the other end, Zenith regarded Alta as a credible potendial sup-
plicr, sent its personncl to Alta’s plant, and ook a risk itself by disclosing its designs.
Neither Zenith nor Alta saw large investments yet, only small exposures to risk for the
promise of cooperation and higher payoffs. Positive cutcomes from these occasions of
vulnerability build trust.

We should look for direct experience to play a key role in the migration of the rela-
tionship past the exploration phase. The relationship must be solidified in the expansion
phase, to be taken up next, and satisfy the critical prerequisites for the commitment
phase!

[n the expansion stage the association moves from one of testing and probing to one of
enlarging rewards and the scope of exchange. Account development, cross-selling, and
up-selling are manifestations of the expansion phase. Consider the experience of TMSS,
a company providing consulting and administrative services in select fields. It is not un-
common for an advertising agency or financial service firm to use TMSS inirially for
mail, courier, and distriburion services. Clients may then turn to TMSS for printing and
reproduction services, later deskiop publishing and creative services, and finally perhaps
file and document management. As a client increasingly outsources or spins off inter-
nal functions to an outside provider, ’MSS may realize 2 higher and higher proportion
of its business from this particular client. Both firms find their dependence on the other
has escalated. From the Field 2-2 illustrates today’s collaboration in the automortive
supply network.

The essence of the expansion phase is increasing dependence between the exchange
partners. For Alta and Zenith the expansion is manifested in their interactions following
their agreement on two critical documents: the “Presource Agreement” and a “Release
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FROM THE FIELD
Technology & Trust for B2B Collaboration in Autos

HAS soon as we think that we want to de-
velop a new car, we bring in climate con-
trol, interior trim, chassis suppliers, and others,
before we endorse a design,” says Ford's vehicle
line director for Lifestyle Vehicles, Nancy Gioia.

This level of collaboration between suppliers
and OEMs aims for efficiency in product devel-
opment, as well as low-cost production and
ultimate consumer value. It takes not only a
mindset that seeks to integrate processes in
the supply network; it also takes technology
to enable digital representation of the vehicle
and seamless communication among firms
involved.

For development of the new Thunderbird—
from approval to showrooms in just 36 months—
Ford engaged 52 suppliers to manufacture
components and subsystems and participate
in design and performance measures. Ford
required all its vendors to work on the same
software known as CP3, opened its internal
design database to suppliers, and located many
in its own offices.

As a key supplier in the increasingly collabora-
tive automotive industry, Johnson Controls works
both downstream and upstream. To build and
deliver the cockpit module, seating systems,

overhead consoles, and various electronic com-
ponents for Chrysler’s Jeep Liberty, Johnson
Controls has just 200 minutes from order. And
composed of audio systems, electrical controls,
and instrument panel trim, the cockpit module
by itself contains 11 major components! The
components from 35-second tier suppliers must
be integrated and delivered as one module.
Information technology and developing stan-
dards for the exchange of product engineering
and manufacturing data support even deeper
B2B collaboration in the auto industry. But tech-
nology won't go far in the absence of integrity.
With over 50 percent of vehicle content out-
sourced, and approximately 80 percent engi-
neered to order, we're looking at intellectual
capital at risk. “You are basically sharing your
family’s famous secret sauce recipe. | have to
trust you as a collaborative partner so that we
can go to market together with a product
plan, a product design, a bill of materials, etc.,”
sums up Johnson Controls' executive director,
John Waraniak.

Laurie Toupin, “Needed: Suppliers Who Can Collaborate
throughout the Supply Chain,” Supply Chain Automotive,
supplement to Supply Chain Management Review (July/
August 2003), pp. 5-8; http://iwww.johnsoncontrols.com/;
Automotive Industry Action Group at http://www.aiag.org/.
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to Tool.” The former precipitated the formation of a development team consisting of
representatives from various areas of Alta’s manufacturing, purchasing, and technical
centers, along with fixed and floating representatives from Zenith's as well as Alta’s sup-
pliers. Weekly meetings alternated between Zenith’s and Aleals facilities as the changes
were made to damper designs as a result of ways that Alta and its suppliers knew to cut
costs. Some of the lower-cost approaches involved redesign of other engine components.
The ripple effect of such collaboration clearly reflected the growing interdependence of
the two companies.

The “Release to Tool” agreement was a consequence of testing several hundred pro-
totypes at Zenith's facility over the course of more than a year. But the words of the
agreement—essentially a contract to purchase a specified quantity over a period of time
at an agreed-upon price—were complemented by key bonding behaviors by each party.
Zenith “desourced” its previous supplier of dampers for this application. Alta purchased
special manufacturing equipment and made financial investment in prototypes beyond



48 Parc | Business Markets and Business Macketing

Commitment

Dissolution

Zenith's reimbursement schedule. Both parties made concrete bebavioral pledges to the
relationship, in addition to reaching a verbal agreemens. They were nearing the commitment
phase.

Commitment is a lasting desire to maintain or preserve a valuable, important relation-
ship. In practice, the parties tend to fall shore of this life cycle stage, despite their inten-
tions. They may wrongly presume the progress in the prior stage has sufficient
momentum for even greater levels of coordination and effectiveness or may underesti-
mate the investment needed to make a relasionship perform.'> Indeed, this commitment
phase is characterized by the partics’ exchanging of significant resources. When the par-
ties share a common belief in the effectiveness of future exchange in the commitment
phase, they dedicate resources to maintain the relationship. Some buyers usc a panel of
suppliers to act as tribunals to arbitrate disputes. Buyer and seller may exchange em-
ployees in order to fully identify with the trading partner. Other means of cementing re-
lations include the dedication of equipment and systems and even anniversary
celebrations to reinforce the crirical social bonds between the two companies. Commit-
ment enables relationships to survive either party’s foul-ups and environmental distur-
bances—blizzards, fires, truckers’ strikes—that are neither party’s fault.

Two months after reaching the “Release to Tool” agreement, Zenith hired a new
purchasing director who was charged with instituting major cost reductions in parts
purchasing. Alta renegotiated a new price schedule. Meanwhile, Alta’s paint supplier caused
several prototypes to fail corrosion tests. The relationship survived this breakdown because
Alta secured a more capable paint supplier prior to the testing of production samples.

In the carly phases of relationship development, either partner can walk away from the
exchange without trouble. Many do. But as mutual dependencies increase and the costs
of switching to another exchange partner rake on significance, ending a relationship can
become a knotty problem. Dissolution—rtermination of an advanced relationship—can
make assets dedicated to the relationship obsolete and require additional search, negoti-
ation, and set-up costs for both parties. Indeed, it took more than a year for Alta and
Zenith to forge a supply relationship. In some cases, costly licigation and emotional scars
can add to the toll of termination.

What lirtle research we have in this area suggests thar dissolution is a counterpart to
the process of relationship development.'® Briefly, we know that parties remain in busi-
ness relationships for two broad reasons: (1) they want to remain—the relationship is
financially, strategically, or psychologically rewarding—or (2) they have 1o stay—exit
is too costly, or no alternatives exist.

[f a party wants to be in the relationship, it doesnt matter so much thac it might have
to be. Thus, the effects of a dissatisfying event depend on the overall attitude of the of-
fended partner toward the relationship. If the attitude is favorable, episodes of dissatis-
faction will be endured or redressed. When the partner has had to endure several
lerdowns, lingering dissatisfaction darkens the view of the future held by the “custodian”
of the refationship, perhaps a sales manager or purchasing director. This person with
day-to-day respounsibility for the relationship sorts through the options, then makes a
case to the firm’s top management. For example, the marketing manager at a medical
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insurance company may note the sustained weak performance of a particular agency,
despite a variery of assistances and slack for exrenuating circumstances, and make a
presentation to the home office to terminate.

Formal dialogue between the two firms may strive to address the status of the rela-
tionship. Likely, the insurance company will give 30 days' notice of termination of the
agency. Cause may be given as substandard performance or policy breaches. Then in the
afrermarh, we can look for the dissemination of public accounts of a breakup and coun-
terpart accounts for internal consumption only at the respective firms. Let’s not expect
company and agent always to tell the same story.

Model Assessment

The marriage metaphor seems to apply to business relationships in many contexts. For
situations that allow gradual testing and expanding reliance on a trading partner, the
metaphor seems particularly useful. It focuses on mutual problem solving, the develop-
ment of efficient routines, and the reinforcement of trusting behaviors. The perspective
also lends its insights particularly to exchange relations between firms that have a key
individual doing deals and renewal.

Because it does not recognize (1) the dynamics of decision making by the cross-
functional work teams, which are becoming common at large firms, and {2) different
levels of authority of relationship custodians across organizations, the marriage metaphor
represents a gross simplification of the process. The model also is nearly silent on the
effects of the larger exchange network on the relationship, such as Alta’s suppliers or even
their suppliers. We will amplify these in a later section. Likewise, because the model neg-
lects the business equivalent of marriage without courtship, the next section will discuss
alternarive means of securing relationships.

SAFEGUARDING RELATTONSHIPS

House Calls

A variety of mechanisms can be used to cement strategic relationships. These mecha-
nisms take on particular significance when there is no real chance 10 test the relation-
ship. Indeed, some exchanges involve large-scale and long-run commitments. It may
take 15 years to complete an oil field installation or start up a chemical plant. The De-
partment of Defense has planned for 20-year horizons in the development of certain
new weapons systems. When Apple brought Samsung in as a supplier of flash mem-
ory chips in its iPods, there may have been little opportunity for either partner to
prove itself directly in the specific relationship prior to committing to substantial
quantities at preset delivery schedules. Savvy business purchasers and marketers will
set up terms and unique strucrures for the exchange to ensure its effectiveness over the
long run.

Perhaps HP could send a couple of its managers—or an agent—to visit prospective sup-
pliers. Do they have smooth-running shop floors? Is a supplier’s personnel competent
and dedicated to quality? Does it have access to the technology to do the job in the fu-
ture? Activities such as these were part of the development of the Zenith—Alra relation-
ship and are cafled supplier verification. They are formal efforts to obtain evidence of
supplier capabilities and commitment. From a marketing perspective, it is important to
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BUSINESS 2 BUSINESS

M any Western companies are trying to build
business relationships in China. Although
rigorous research has only just begun to study
the process, we can identify a number of obsta-
cles to the development of effective and lasting
business partnerships. Perhaps due to the Con-
fucian ethic stressing harmony in society and
strong interpersonal bonds, business partner-
ships and joint ventures in China hinge on inter-
personal relationships.

In initial interactions, managers from Chinese

%
) The Challenge of Cross-Cultural Partnerships

of trust that allows greater interdependence.
How do business professionals overcome lan-
guage barriers and a history of hundreds of
years as adversaries? The Chinese culture ex-
hibits a reliance on an extended family or in-
group called zijiren. Western culture is more
individualistic and measures time in shorter in-
crements. Does it surprise you that some Western
firms fracture relationships by prematurely press-
ing for written contracts? Would you expect
some Chinese businesses to seek deals thatin a

and Western cultures must first develop a level demonstrable way “serve China” 77

recoghize that the expertise, dedication to quality, professionalism, teamwork, and all-
around customer focus of the supplier organization—not merely the sales rep—speak
volumes to the prospective customer,

Trading Places

Buyerts and scllers may exchange personnel to provide assurances. Procter & Gamble en-
gineers assist their suppliers with setup and testing of new production processes, such as
cutting material for use in disposable diapers. Inrel invited its furniture supplier to bring
its expertise to reside in Inrel’s growing 1,600-person office in New Mexico. The sup-
plier mer with the building planners, Intel customers, and construction centractors,
thereby reducing planning time. The furniture supplier then placed all orders, ensuring
accuracy and tight coordination with its factory.'® In this same way, HP could request
its custom fastener supplier to come to its plant to become familiar with its workings
and oversee the supply function.

Managing Dependence

Alternatively, HP might sct up two suppliers or do some of the manufacturing itself to
avoid vulnerability to failures or “hold up” by the sole supplier. This is one example of a
generic safeguarding strategy called dependence balancing.'® In this approach a buyer
reduces its dependence on the supplier by cultivating relationships with other exchange
partners. You can easily scc how the number one supplier might be motivated ro give ex-
ceptional setvice if HP has a very attractive backup supplier. Recognize that this strategy
may confound work flow by (1) introducing variation in delivery and parts performance
and (2) stretching the supplier coordination and management resources across two part-
ners. That is, the buyer may need to host twe or more supplier teams in its product
design efforts.
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Supplier Pledges

Contracts

Ownership

We saw this versatile stratcgy at work in the vibration dampers casc when Zenith de-
sourced its previous suppfier. That bold move came afier months of trust development
with Alta at a time when it was important to signal its commitment. It also motivated
Alta to reciprocate by investing in specialized machinery.®

Similar pledges could likewise be initiated by a supplier. Consider a supplier with a
proprietary product. The supplier can empathize with a prospective buyer that is very re-
luctant to commit to any exclusive source, perhaps risking price gouging or restricted
supply after production or marketing commitments that make switching impractical. As
a pledge of good faith intentions to give good service and fair prices over the course of
the relationship, the supplier could license its proprictary know-how to another com-
pany. This licensee would then be poised to serve the buyer in the event of performance
breakdowns by the original source.”!

The same cffect, sustained commirment to the exchange, is sometimes achieved by in-
ventive means of distributing the ownership of assets involved. For example, if HP wants
a specially manufactured part that no other firm is known to need, prospective suppli-
ers will require assurances that their investments in the ability to produce this product
will pay out. Perhaps the parties could hammer out a complex contract with terms for
long-run purchases at preser prices, with contingency clauses for every foreseeable
circumstance—good and bad. But chances are good that the negotiators cannot antici-
pate every possible circumstance. Writing a rule now for how the parties will behave in
the new enviranment four years from now could take more meetings than either firm
wants to attend.

"T'his problem of indefinite haggling can be solved by HP’s ownership of the machin-
ery to produce the part. HP can buy the machines to install in the supplier’s plant, ac-
quire and set up the supplier, or start up its own facility from scratch. Ownership of just
the machines still leaves some control tssues unsettled—issues such as training, mainte-
nance, repair, and exclusivity. But these issues are not beyond the limits of contracts.
Relational contracts are contracts that don’t try to bring every future contingency up
for consideration in the present, bur establish means of continuous planning, adjusting,
and resolving conflicts. Relational contracts can specify decision-making authority
by issue (material standards, shutdowns, training, and maintenance} and establish pro-
cedures or structures for planning to ensure ongoing effective exchange.?* Relational
conuracts play a key role in Cessna’s supply chain management initiative.

Vertical integration, bringing a function or technology within the boundary of the firm,
ensures continuity in the relationship because suppliers are now hierarchically connected
employees. That is, employces work in an environment of formal rules, autherity, reporting
structures, and special responsibilities, Goals tend to be shared and, overall, control of ac-
tivities is enhanced. Firms make a strategic choice to use distributors or their own sales force,
outside research agencies or their own research department, third-party logistical services or
their own traffic department, contract suppliers or inhouse manufacturing, and much more,

Coordination of selling, research, transportation, manufacturing, or other functions
can be enhanced by a firm’s own formal and informal communication systems, structured
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C Rachester develops and produces fuel in-

jection and emissions systems. Product test-
ing is quite extensive because fuel distribution
systems play such a key role in a car's or truck’s
operation and because systems must perfarm in
a wide range of situations. [ndeed, the systems
need to operate in both Alaska and Tucson, in

using gasolines that conform to different stan-
dards across the country. Are you surprised to
learn that AC Rochester is a division of General
Motors? Assess the benefits this gives to GM.
What other means besides outright corporate
ownership could GM use to be assured of good
fuel systems?

both Denver and Miami. They need to perform

work roles, and decision-making processes. Bur there are real downsides to this solution
to the safeguarding problem. Vertical integration swells fixed costs and may not well du-
plicate the motivation of owners of independent businesses. As Cessna discovered, inte-
gration also broadens the acrivities a firm tries to perform well and can dilute managerial
focus. In short, it can't solve very many problems withour seriously complicating the
question, What business are we in? We will expand on this issue in Chapter 6.

RELATIONSHIPS IN LARGER NETWORKS

We began this chapter with a quick review of the magpnificent ability of markets to co-
ordinate work. Then we focused on the special challenges of developing and safe-
guarding relationships, which are necessary for the exchange of complex, specialty, and
risky products. This focus on buyer—seller relationships can be myopic, however, be-
cause the parties are not the only entities in the marketplace. They are connected in a
network, a much larger and strategically significant wef of organizations. We provided
a preview of the significance of the network in our brief discussion of dependence bal-
ancing. In two examples, a party attempred to manage a focal relationship by purposely
structuring another relationship. Hikan Hakansson, a leading expert in business net-
works from Sweden, paints the picture quite vividly. He reminds us that Swedish film-
makers like to make movies abaurt marriage. The intrigue in these movies, however,
invariably comes from introducing a third person. Intrigue in business relationships
comes from new buyers (rivals to the incumbent), from new vendors, or from cus-
tomers of the buyer ot suppliers 1o the supplier. In any case, we agree with Hikansson
that a triangle makes for drama.

Bur relevant business networks can be much larger than triangles, Rob Bestwick runs
a public relations company with just four employees. His sustained growth is a result of
a nerwork of independent copywriters, designers, phorographers, and other technical
specialists that enable him to compete as a fleet-footed “virtual company.”? In the
automotive field again, Chrysler has reorganized its entire product development process
around the concept of simultaneous engineering. In practice this involved six Mexican
firms in the engine design for a new-generation vehicle.?!
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SUMMARY OF TYPES OF BUSINESS RELATIONSHIPS

Markets are highly efficient mechanisms for the sale and purchase of commodities and
general-use parts. Exemplified in cash-and-carry wholesaling, and online auctions, we've
classified these exchanges as spot or transactional relationships. Self-interest motivates
the exchange, and parties give little thought to future interaction.

At the other end of the business relationship continuum is the partnership, which
many writers liken to a marriage. A partnership is a relationship characterized by mutual
commitment, intense communication and collaboration, high trust, and common goals.
With partnership status come opportunities to develop new business, a chance to gain
access to valuable information, and many other benefits. Recall the partnership between
Palm and Texas Instruments in From the Field 2-1.

Many marketing organizations aim to achieve partnership status with a range of cus-
tomers. Likewise, many buying organizations look to form partnerships with a subset of
suppliers. Obviously, a buyer—seller match in partnership motives yields a mutually
maintained relationship whereas mismatches skew the relationship management
responsibility to the party more interested in relating.

It should also be clear that business relationships can be distinguished on two other
dimensions: the social dimension and the contractual/structural dimension. Social
relationship is the term we use to describe a trading association supported principally
by social bonds and habit. The “glue” holding together a social relationship includes in-
terpersonal attraction and friendship between buyer and seller, similarity in background,
a track record of successful cooperation, efficient communication, and general satisfac-
tion. A transactional exchange could evolve into a social relationship as the parties forge
customized routines, provide extraordinary performance, develop implicit and explicit
understandings about needs and roles, trade favors, discover they both (dis)like fly
fishing, French wines, the pope, Bob Marley . . ., and start liking each other.
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The social bonds and the positively reinforced interactions that support the social
relationships are important to most business relationships. Sometimes parties need
more assurance than friendship-—or prior to the possibility of developing social ties—
that the relationship can be sustained. This includes assurances that the other party
will stay motivated to perform up to established standards. These assurances usually
involve some type of contract or “hostage” that constitutes a pledge for performance.
Thus, such relationships are called safeguarded relationships because concracts or
structural and technical ties bond the parties to the ongoing exchange. Contracts may
have large penalties for termination and detailed procedures for resolving conflicts and
adjusting to new working environments. For example, Unamin sells silica sand to
Dow Corning, delivering 300 tons per day. The sand must meet very specific size and
quality standards. If Unamin fails to deliver the right quality at the right time, the
company must pay Dow Corning a substantial fee. Of course, Dow Corning has
structurally tied its operations to Unamin and would also have to shut down the plant
in the face of late deliveries and defects. The contractual provisions for the penalties,
then, balance Dow Corning’s implicit pledge in sole-sourcing silica and are a way of
safeguarding by sharing risk.

Corporate relationships are exchanges safeguarded by ownership or vertical integra-
tion. A university assures itself of sustained access to printing services by having its own
printing operation. A medical equipment manufacturer may acquire a wholesaler to pro-
vide the sefling and distribution services. In each example the trading relation becomes
crcumscribed by an employmene relationship. Generally, employees work with a set of
explicit rules and under an authority structure that is difficult—but not impossible—to
duplicate in contracts between independent organizations.

When grocery giant Kroger resolved to become more relevant to its customers and
more efficient in its operations, in 2003 it formed a 50-50 joint venture with the British
research and analytics firm, dunnhumby. The new entity, dunnhumby USA, seems like a
fiting arrangement for tackling the immense volume of data generated by Kroger Plus
Card-catrying customers, creating actionable market intelligence, and rracking short- and
long-term results. Indeed, ar the time of this edition, Kroger's same-store sales growth bet-
ters Wal-Mart’s and other grocery rivals.?

The success of Cessna Aircraft depends on much more than its own humming pro-
duction process. It critically rests on its selection of top-drawer suppliers, collaboration
with key suppliers and their supplies in the development of high-performance compo-
nents, and sound design and administration of the dealer network thar serves its ultimate
customers,

Many business marketers would point to some 15 years of supply chain management
as our most significant breakthrough in nerwork thinking. The market leadership of
Grainger and Cisco can well be traced to strategic supply management that yields quality,
speed, performance, and service levels that net out to superior value for their customers.

Historically, bringing elements of the value network together and into managerial
focus has been no mean feat. It has happened only with the impetus of dynamic
leadership and imagination. We sce some of that in From the Field 2-3.

Today, global nerwork convergence is one of the most useful Interner phenomena
for business marketing. At VertMarkets.com, “hubs”or virtual market spaces for over
65 business-to-business product and service categories in eight distinct industries are just
a few clicks away from any manager’s deskrop. Each hub is a nexus of wrade groups, white
papers, and product data for prospective buyers and che “storefronts” of sellers. Vendors
pay VertMarkets a few thousand dollars a year to be in the network. In return they real-
ize online sales revenue and high quality leads from as many 2 million registered users
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FROM THE FlELD
Relationship Marketing . . .

My marketing career began straight out of
college when Dun & Bradstreet recruited
me for their Duns Market Identifiers division.
Essentially, | began marketing “business infor-
mation,” previously used exclusively for credit
purposes, to organizations to target, identify,
evaluate, and prospect for new customers. This
position gave me exposure to businesses in
every industry and to each organization’s
unique marketing “challenges” and "pain
points.” The opportunity to learn about all
kinds of businesses was fascinating!

With that initial experience working with
businesses across many industries, | entered the
Performance Marketing sector and began work-
ing with organizations to maximize their sales
and profit performance. | designed and imple-
mented Relationship Marketing initiatives utiliz-
ing incentives, rewards, and recognition

Building and maintaining strong relation-
ships is critical in the world of B2B. | was in-
volved every day in identifying, measuring, and
segmenting markets and then providing rele-
vant messages to drive performance. This
process was ongoing—not a one-time promo-
tional campaign.

That said, providing consistent brand mes-
saging, tracking key outcomes, and rewarding
top performance takes many forms. It can
involve sending 1,000 Honda Dealers to exotic
destinations or distributing sales reps rewards
as debit cards or gift certificates, cash, and
other rewards. Loyal customers can earn points
for purchases. Whatever the specific rewards
and recognitions, building solid relationships
and securing strong brand positions takes time
and well-conceived relationship marketing
strategies.
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programs aimed at organizations’ three key
audiences—their channel partners, employees,
and customers.

Brad Bischof
VP

Stimulys Performance Marketing, Dallas, TX

and 4 million page visits per month. Furthermore, the network is connected to other
networks, because in the VertMarkets Supplier Syndication program, explains vice pres-
ident, Tom Roberts, “syndication of our suppliers’ data allows us to deliver more leads
to each supplier, while providing industry marketplace users access to our depth of de-
tailed product content across 68 industry marketplaces.”® Even third-party industry
marketplaces such as Office.com can incorporate supplier catalog data contained within
VertMarkets extensive supplier database.

If we back away a bit from the intimidating complexity of networks, we should be able
to focus on the essential linkages for resources and skills in the creation of value. Consider
George Washington Carver, a scientist most often celebrated for his development of
scores of products made from peanuts. But Carver was not simply a productive labora-
tory dabbler. His efforts with “goobers” followed his vital research and demonstration
projects involving crop rotation. His work at Tuskegee Institute was aimed at increasing
cotton yields among Alabama’s struggling small farmers. Planting peanuts restored nitro-
gen to the soil, enabling rich cotton harvests in subsequent seasons. Carver and the farm-
ers seemingly had a productive relationship. But the farmers’ success with peanuts glutted
the market. Their bountiful harvests had no value. Thus, not until consumer preferences
for peanut butter cookies built demand for peanut butter processors, which bid up the
price of peanuts, did cotton growers benefit significantly from crop rotation. George
Washington Carver’s endeavor to develop markets for peanuts reflects his insight into the
connectivity of any enterprise to the larger network creating value.
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You know from Chapter 1 that today’s business marketing is not just peanuts. Mul-
tiple firms interacting, or networking, with one another are using and discovering a host
of mechanisms to coordinate their activities, of which price is buc one. The concept of
neeworks is not new. Indeed, in the fong history of trade the prevalence of family enter-
prises, cartels, guilds, and conglomerate trading companies is undeniable. The scarcity
of truly autonomous enterprises with strictly defined boundaries belies their dominance
in formal economic models of the marketplace.

Unfortunately, the complexity of business networks and the infancy of scholarship in
the field limic us to largely descriptive insights. Even the progress in supply chain man-
agement is confined largely to optimized linkages—two-firm interfaces—rather than
systemwide flows. But Dave Wilson and Kristian Moller, top business scholars from the
United States and Europe, respectively, contend, “Network thinking represents the most
novel conceptualization about the nature of industrial markets and industries. . . . The
emerging results suggest, however, that network concepts help to understand industrial
markets in a more realistic fashion.”%”

Markets represent a powerful system for coordinating exchange. They allow work to be
divided among specialists and allow value to be determined by customers, But there are
technical limits to the effectiveness of markets. Incomplete information about preduct
performance, buyer or seller integrity, and hidden costs not well reflected in price limit
the utility of market exchange. For complex products and uncertain transaction envi-
ronments, buyers and sellers must find additional means—compltementary to the price
system—for coordinating their behavior.

In some environments, buyers and sellers can forge high-performance relationships
by a process akin to courtship. It includes gradual probing, reinforced risk taking (trust),
language and norm customization, and overall deepening of dependence. The request
for adjustment and accommodation are key signals of the value of the association and al-
low expansion into other exchange activities. We used the running example of the new
product development efforts for automotive vibration dampers to illustrate the processes
of relationship development.

But some contexts simply do not allow parties to taper into a relationship. These
must be set up in advance to safeguard each party’s investment and ensure long-run per-
formance. Supplier vetification, exchange of personnel, and dependence balancing pro-
vide some assurances of continuity and performance. On another plane, the parties can
strategically manage dependence through third-party relations. Relational contracts and
vertical integration complete our illustration of the vast array of options.

Finally, we must not neglect to consider the nesting of each relationship in a larger
business network. Each firm’s connections to other players in the web of exchange
relations will determine their competitive position to provide value.

attraction Customer Relationship expansion stage
awareness stage Management (CRM) exploration stage
commitment dependence balancing just-in-time (JIT)

corporate relationship dissolution relationship
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justice safeguarded supply chain
norms relationship management
outsource social relationship transactional
power spot exchange relationship
reciprocation strategic partncrship trust
relational contract supplier verification vertical integration
Discussion 1. Evaluate the ability of spot markets to provide adequate resources for an organi-
. zation seeking to purchase
Questlons O-rings storage racks
dara entry services project management software
marketing research services  office furniture
applications engineering roofing

10.

. Would a company marketing these products be interested in developing long-run

relationships with any custorner? Why?

. Wirite a series of events that might well typify a developing relationship berween

an office furniture dealer and a growing investment company.

Is it possible to develop a corresponding series of events reflecting a relationship
between this investment company and its phone system vendor?

. 'The chapter mentioned that Samsung sells memory chips to Apple for its iPod

Nano. At the same time Samsung sells its own MP3 players in competition

with the Nano. On another front, Samsung sells flash memory used at Nokia,

a Samsung competitor in telephones. Is it inevitable in B2B that some competi-
tors will be customers? How does competition in cettain markets between the
parties affect their business relationships?

Marketing authors Robert Morgan and Shelby Hunt argue that trust and com-
mitment are the central variables for understanding relationship marketing, Other
scholars have suggested that power is the key variable. Explain which variable you
believe is key.

A small group of parents in Kentucky formed a private, independent school. It
opened recently in classrooms rented from an urban church with an oversized phys-
ical plant and a shrinking congregation. School officials forecast enrollment growing
from abourt 40 in year one to about 120 over the next four years. Ample space for
over 100 was available at the church, low-cost terms were agreed on, and an option
to renew for up to four years at the same terms was signed. The pastor answered to
the church council and recently wrote the school board president that because the
school opened with 80 students instead of 40, the consistory wanted to double the
rent. How do you respond? Could this relationship have been set up berter?
Describe a situation in which an important business relationship developed
because of other loosely connected business relationships involving the parties.
Many franchisers require their franchisees to follow strict operating procedures or
face termination and forfeiture of large sums of money. In some circles this state
of affairs prompts discussions of the abusive power of franchisors over their
franchisees. But the chapter suggests these termination provisions might be
considered for their use as a safeguard. Explain.

Explain the student recruitment imperatives for a top business school using a
network perspective on value added.
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11. Professor Susan Schertzer at Ohio Northern University studied over five years’
wortth of client satisfaction surveys derived from hundreds of marketing research
projects. Time and again, the research supplier’s repucation for quality emerged as
a key predictor of the client’s actual reuse of the agency—even stronger than
interactions with the project manager and specific project outcomes. So might
this indicate we have understated the role for branding in B2B relationships?

Case 2.1 Market Failure or Management Breakdown?

Many U.S. pets suffered illness and worse in 2007, seemingly, when tainted wheat
gluten from China was used to make tons of dog and cart food. This appeats to be a ma-
jor supply chain failure in the B2B world. Beyond the harm to animals, this incident
puts several brands in jeopardy, dents the credibility of regulators, and brings friction to
international relations.

What Happened?

Many facts have yet to become clear, but, according to U.S. regulators, it appears that

Xuzhou Anying Biologic Technology Development (ZAB) is in the eye of the storm. It

is accused of mixing melamine in whear gluten. Melamine has no nutritional value but

can elevate the apparent protein content of gluten. ZAB posted an offer to buy
melamine scrap on its Web site in March 2007. It does not manufacture wheart gluten
but purchased its products from 25 different manufacturers.

ZAB seemingly skirted Chinese inspections of food products by exporting through a
textile company. Menu Foods, the first U.S. pet food maker to issue a recall of its prod-
ucts, obtained its gluten from ChemNutra, a Las Vegas pet food supplier. ChemNutra
says it believed ZAB was the gluren manufacturer, but obtained its shipments from a
third party—you guessed it—Suzhou Textiles Silk Light & Industrial Products.

Normally melamine is nontoxic, but scientists suspect the melamine scrap contained
other poisons. The U.S. Food and Drug Administration currently has resources to in-
spect just 1% of food imports.

1. With just a small fraction of food imports inspected by the FDA, how is it that food
supply episodes such as this seem rare?

2. Is this the gross underbelly of global sourcing?

3. Can the market fix this problem? In other words, what does this mean for
ChemNutra’s relationship with Menu Foods?  And how should Menu Foods now
manage its supply chain?

sources: David Barboza, “Chinese Firm Diodged Inspection of Pet Food, U.S. say.” futernational Herald Tribune

(May 2, 2007} hrep:/ fvrwrw.ibt.com{farticles/2007/05/02/africaffood.php; John Carcy, “"How Safe ks the Food
Supply?” BusinessWeek (May 21, 2007}, pp. 40-42.

Case 2.2 Just-in-Time HT

You're the director of purchasing at a telecommunications company in Seattle and you've
just gone to meet your sister-in-law for coffee at a litcle cafe off Rush Street. Earlier this
week you arrived in Chicago to attend the National Association of Purchasing Managers
Convention, As you waited in the cafe, you couldn't help but hear the conversation
in the opposite booth. A group of three increasingly rowdy purchasing agents from
different companies were clearly from the same convention,
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One they called Xavier was from Tex Implements. He was warmed up and getting
leud. “I just want to know how I'm supposed to get the best price from Prespec Spring,
when I cannot even ask for a bid from anyone else.”

“You think that's bad?” retorted a stocky guy called Hank, a streerwise purchasing
manager at a Big Three aute company. “I got this dude from Magma in my department
telling us how many hoses of which type we've got to ger each month.”

“We've got the same JIT II baloney. [ call it ‘JIP Too,” said the woman in the teal suit.

You hoped you had done a beteer job getting the purchasing people at your firm
committed to the concept of vendor consolidation, sole sourcing, and partnering, but
the conversation prompted you to jot a few notes. At tomorrow’s conference luncheon
you were slated to accept an award for your company for purchasing excellence.
You had been planning to make a few simple remarks off the cuff, but your napkin
now has a short summary of the motivation and strategic payoff for this “new era in
procurement.”
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Chapter 3

The Purchasing Function

‘ERICSSON

Ericsson, the $26 billion Swedish maker of telephones and telephone equip-
ment, employs over 50,000 people worldwide. With a net profit margin of
just over 15 percent, the company has enjoyed a surge in net profit from just
two years ago, when net profit was languishing just above 12 percent. The
difference? Cost control through a global purchasing initiative. ®

At the heart of this initiative was standardizing on SAP’s supplier relation-
ship management (SRM) software. Over time, the various business units lo-
cated around the world had developed a number of their own purchasing
software solutions. In addition, they created their own networks of local sup-
pliers. While Tomas Elken, who led the initiative at Ericsson, says that “This did
not mean that we wanted to centralize all buying operations,” an important
goal was to standardize products and consolidate purchasing in order to re-
duce costs. Consolidation of purchases enables Ericsson to negotiate better
prices, and “buying at retail prices is now a thing of the past.” ®

In addition, the software has automated many purchasing processes. The
company identified that it cost about US$100 to process a purchase order
before implementing the SAP SRM software—post-SRM implementation
costs are now only $26. Given that the company issues some 200,000 purchase
orders annually, the savings just in processing costs are well over $5 million
alone. Other savings are also realized through shortening purchasing cycles,
automating some purchasing and inventory management, and additional
applications. @



Key to successful implementation is that over 30,000 employees use the sys-
tem. “That's a large percentage,” says Elken. But they aren’t finished. While
the system has been implemented in 30 countries, next is the United States,

where additional savings await. ®
Sources: “Ericsson Case Study,” SAP.com, 2007; Ericsson annual reports 2005-2007.

Visit the Ericsson Web site: www.ericsson.com. ®

LEARNING OBJECTIVES

A key competitive advantage for Ericsson and for all other firms is an ability to
control costs. One major input in their overall cost structure is their purchases.
Therefore, attention to the purchasing function is important for firms trying
to create or maintain a cost advantage or, at a minimum, a cost competitive-
ness. At the same time, marketers must understand the purchasing function in
order to create effective marketing programs.

After reading this chapter, you should be able to

® Discuss how effective purchasing and materials management provide a
competitive advantage.

® |llustrate strategies designed to provide the proper supply and tell why
these strategies are used.

® Explain total cost of ownership, value analysis, and other forms of eco-
nomic purchase evaluation.

@ Describe the processes that purchasing uses to evaluate vendors and their
offerings, as well as how the process varies depending on the organiza-
tion’s experience.

® Recognize the major ethical issues facing purchasing agents and how they
respond to those issues.

® Understand differences in government purchasing and compare govern-
ment needs in industrialized nations with those of developing countries.

The purchasing department has an important role to play in any organization.
Controlling costs and managing cash flow are key issues that affect the ability
of an organization to thrive. These issues are impacted by marketing programs,
as you will see.
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THE IMPORTANCE OF PURCHASING

Purchasing is a strategic weapon. Companies like Ericsson that can source effectively can
create a competitive advantage by building better value into their own products.! As
you've already learned, value can be increased by delivering more benefits or by fowering
costs; straregic purchasing can make contributions in both areas. In fact, strategic pur-
chasing has become so important that many firms are adding chief procurement officer
to their company officers.

Business marketers can also make contributions to the value delivered by their cus-
tomers. Astute business marketers find ways to offer more benefits at the same cost or
lower costs to benefit their strategic purchasing partners. In the next section, we exam-
ine the contribution purchasing makes to the firm so that we can understand how we,
as business marketers, can support their contribution.

Purchasing’s Contribution to the Firm

As you've just read, a key contribution to the success of the firm is purchasing’s ability to
keep costs of supply down. That is not, however, the only contribution that purchasing
makes. The three most important elements of the purchasing department’s function
are to:

* Provide appropriate levels of supply of the right product or service
® At the correct level of qualiry
* For the lowest rotal cost?

Providing Supply

An important contribution of the purchasing department is to provide the right product
or service in the correct amounts when needed. There are several important elements
to recognize. First, purchasing has the responsibility to ensure that the right product or
service is provided. For example, PPG Industries manufactures coatings, glass, and
other products. Sand, a key component in glass, comes in many different grades de-
pending on how much silica and other minerals are in the sand. Lower grades may cost
less but require PPG to process the sand differently than higher-grade sand. If pur-
chasing accepted a lower-grade sand, then manufacturing costs would increase and eat
up any savings from lower prices. Worse still, the quality of glass might be compro-
mised, resulting in unhappy customers. Purchasing must ensure that the right product
ar service is provided.

The other important element is availability. The product or service must be available
at the right time. PPG sand buyer keeps a watchful eye on the prices of sand, ordering
several months of production needs when the price is right. If the price isnt right, how-
ever, she sometimes has to buy anyway. Otherwise, all three plants would shut down,
costing the company hundreds of thousands of dollars per week. If she buys too much,
it costs more money due to higher carrying costs. Managing availability can be a delicate
operation for the purchasing department.

One availability strategy is just-in-time (JIT), the concept of shipping products
such thart they arrive at the customer’s location exactly when needed. As sketched in
Chaprer 2, this strategy reduces inventory carrying costs to next to nothing because
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little or no inventories of supplies are needed. Too often, though, suppliers bear the
costs of carrying the inventory if the buyer and supplier don't share information and
coordinate plans.

In order for suppliers to reduce their costs (for if the costs are simply shifted from
buyer to supplier, the costs would be reflected in a higher price), they are turning to
concurrent manufacturing, which means the suppliers schedule their own manufac-
turing based on the shipment needs of their customers. The ideal situation is that
the part rolls off the supplier’s manufacturing line and into the truck, and then it’s
shipped to the buyer’s plant and rolled off the truck right into the manufacturing line.
Concurrent manufacturing means that the supplier can also keep inventory costs down,
because the supplier can engage its own suppliers in JIT systems. If the entire supply
chain produces and ships based on demand, then inventories for the entire chain are
kept to a minimum, reducing costs for the entire chain.

JIT and concurrent manufacturing are not just for suppliers of component parts. JIT
is used in shipping supplies to hospitals, in shipping paper to offices for use in copiers,
and in many other instances where the buyer is not a manufacturer using the product in
the manufacturing process. For example, some plumbing supply manufacturets sched-
ule their manufacturing based on sales of their products. When a plumber purchases a
bathtub or sink from the plumbing supplies distributor, the distributor orders another.
‘The manufacturer makes a small run of tubs or sinks, depending on the orders received.

A JIT supplier must quickly know when the customer needs a shipment. An impor-
tant technological development that enabled many firms to use JIT was electronic data
interchange (EDD), the use of electronic transmission of data between buyer and seller
to order and maintain product inventory. EDI is not just ordering on the Web, but
involves customer purchasing systems integrating with supplier software.

The Correct Quality

A critical issue in purchasing today is ever increasing quality specifications from the cus-
tomer because of the impact poor quality has on the firm. For example, PPG also makes
paints and finishing products used on automobiles, farm and construction equipment,
planes, ships, and other vehidles. If PPG sends Ford a lower-quality finishing product, then
Ford may have to issue a recall to repaint cars. As Ford, Deere, Boeing, and other vehicle
manufacturers improve their quality, so does PPG and other suppliers.

In some areas, though, higher quality can mean a higher cost for the product. In these
instances, higher quality does not mean better quality. The finishing products used on
aircraft, for example, may withstand heat and cold situations that automobiles never
face. Therefore, PPG’s automotive cuscomers would not be willing to pay the exira it
takes to have that quality because their customers—consumers—would not be willing
to pay for it either. Choosing the right level of quality is an important elemenc in the
purchasing function, because quality impacts manufacturing and marketing in both cost
and potential contribution.

Many companies recognize the importance of providing the right level of quality, and
even work with suppliers of their suppliers to make sure that quality is high enough.
Church & Dwight, makers of Arm & Hammer baking soda, buys little yellow boxes for
the baking soda. Church 8 Dwight purchasing agents worked with cardboard makers
that supply Church & Dwight’s carton suppliers in order to know what quality of card-
board to specify so that bright yellow box would always look the same.?
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The Lowest Total Cost

As we said in Chapter 2, controlling the cost of supply can have a significant effect on a
firm’s profitability. As shown in Exhibit 3-1, suppose a firm’s annual sales are $50 million,
with a profit margin of 10 percent of sales, or $5 million. In general, companies spend
more than half of their sales on purchased parts, materials, and services,? so this company
would spend about $25 million per year. If the company was able to save 10 percent on its
purchases, it would add $2.5 million to its profit, an increase to profit of 50 percent! The
company would have to sell another $25 million to have the same effect on profit. Each
dollar saved through careful purchasing can have a direct impact on the bottom line.

When Ericsson buys keypads, for example, it costs the same to deliver a truckload
whether the truck is full or half empty. Preferably, the company can order and receive a
day’s requirements for keypads on the day the keypads will be turned into phones. But
if the company carries inventory to protect against missed deliveries of to take advantage
of temporarily low prices, then storage facilities have to be used to store the keypads.
Building those warehousing facilities, maintaining them, carrying insurance on the
warehouses, and other costs can eliminate any price savings.

The purchase price, therefore, is not the only cost that the purchasing department
must contend with. Delivery, storage, service, and more can add costs. Several concepts
are used by purchasing departments to examine and compare costs; these are the total
cost of ownership, economic order quantity, and value analysis.

Total Cost of Ownership

Many factors can influence the total cost of ownership, the total amount expended in
order to own a product or use a service. If we are talking about a piece of equipment,
total cost of ownership includes delivery and installation costs, service costs to maintain
and repair the equipment, power costs to run the equipment, supply costs, and other
operating costs over the life of the equipment. All of these costs must be added to the
actual purchasing and financing prices in order to determine the total cost of owning
that equipment.

Similarly, services have a total cost of ownership. We have to take into account sup-
plies, inventory (in the case of services, what we are paying to have a trained person
available, whether that person is our employee or a service provider’s), delivery, and
other costs of ownership. For example, if we do our own marketing research, we have to
pay the research personnel each month, whether they are currently engaged in a research
project or not, Many companies are outsourcing services so that they can reduce the
total cost of ownership. Outsourcing, discussed in detail later in this chapter, means
buying from another firm.

For raw materials and component parts, like the computer chips purchased by Ericsson,
we have to account for delivery costs, inventory carrying costs, the impact of the prod-
uct on manufacturing costs, and other costs. In all situations, we also have to include the
costs associated with purchasing,

Economic Order Quantity

A method of evaluating ordering and inventorying costs is to determine the economic
order quantity. The economic order quantity (EOQ) is the quantity thar minimizes
both ordering and storing costs. Any more than that would raise costs and not be eco-
nomical. Those costs would include paying for additional space for storage, additional
insurance on the inventory, fire prevention costs, and the interest on the money that the
firm would lose by having to pay early for supplies used later.



Exhibkit 3-1
Saving Money
Goes Directly
to the Bottom
Line!
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Cut Purchases by 10% Raise Sales by 10%

Annual Sales $50 million $55 million
Profit Margin $5 million $5.5 million
Cut Purchase Costs—Savings $2.5 million Don’t cut purchases
Total Profit $7.5 million 5.5 million

NOTE: Assuming rhar cost of goeds sold represents 50 percent of sales revenue, cutting those costs by 10 percent has
an effect five times that of increasing sales by 10 percent! That's why so many companies warch their purchasing
expenses very carefully.

One strategic outcome of EOQ analysis that can occur is forward buying. Forward
buying is buying in larger quantities than are currently needed because the discount is
greater than the carrying costs, Although a seller may appreciate forward buying if it
helps clear out inventories, forward buying is usually an unintended negative conse-
quence of a poor pricing decision. Forward buying creates a spike in sales (see Ex-
hibit 3-2}), which can lead to stock-outs and damage to relationships with accounts
that can’t get orders filled. Buyers will buy a lot more than they immediately need in
order to get the cheaper price, which can then cause the manufacturer to run out.
Latet, when prices return to normal, demand is low so the company begins to produce
less, which can increase manufacturing costs per unit, cause plants to sit idle, and create
other problems.

An effective response to the problem of forward buying is to separate the order quan-
tity from the shipping quantity through an annual contract. We'll talk more abour this
in Chapter 14 on pricing, but the idea is that 1t costs less for a company when it can plan
ahead and stabilize its manufacturing over the year. These savings can be passed along to
the customer, which will agree to purchase the year’s needs from the manufacturer but
accept delivery throughout the year. This schedule allows the seller to lower the price but
mainrain margin because costs will be lower. JIT can represent one form of such a con-
tract, but a JIT system doesn’t have to be in place for annual contracts to be effective.

Value Analysis

Value analysis is a method of comparing the benefit, function, and cost of materials,
components, and work processes. A component part is a part of the finished product—
for example, a gas tank on a lawn mower or keypad used on a telephone. Value analy-
sis can be used to reduce costs or improve design. The value analysts concept was
developed in the 1940s by General Electric and is often a part of the product design
process. Value analysis, though, can be done afterward as well. For example, a PPG
supplier suggested using one product that could do the job of two. The standardization
meant a lower purchasing cost, because they could buy in bulk, also saving on
inventory and other costs.

Complexity management is another method of controlling costs. Complexity
management is the process of identifying links among components that raise costs if
any changes are made. For example, Ford found that adding a new interior color meant
having to purchase over 50 components in that new color, Such components might in-
clude interior lights, visors, coat hooks, lock buttons, and others. By simplifying the
number of colors or by creating color schemes that allow for standardization of some
components (all black door lock buttons, for example), Ford could reduce inventory
costs, ordering costs, and other costs associated with greater complexity.
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Exhibit 3-2
Forward buying
in March and

September causes

spikes in sales,

followed by low

levels of sales as
inventories
smooth out.
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When conducting value analysis, the firm considers what, if any, alternatives exist.
The key question is whether the firm can achieve the same or greater value for less cost.
Sometimes, the vendor’s salesperson can conduct a value analysis and suggest savings.
For example, Emerson Electric had up to three labels on the back of their products.
Their vendor, R. R. Donnelley, suggested combining the labels into one, saving Emer-
son Electric significant label costs but also saving Emerson manufacturing costs because
only one label had to be applied. The value of the single label was greater than just the
reduction in the cost of the labels themselves.

PURCHASING PHILOSOPHY

In Chapter 2, you learned about the different types of relationships that are possible be-
tween buyer and seller. In this section, we will discuss a related topic, purchasing
philosophies that buyers may use to guide their actions. This topic is related to the types
of relationships because a company’s philosophy toward purchasing will limit the types
of relationships in which it can engage.

A traditional purchasing philosophy, the adversarial purchasing philosophy, is to
have several vendors for each product. This philosophy was developed in order to in-
crease competition for the buyer’s business. Such competition is believed to lower prices
while increasing the level of service and attention paid to the account. In one study, for
example, having two sources reduced costs for some purchases.’

Buyers using an adversarial approach see the supplier as an enemy or at least as the
opposition. The approach is based on caveat emptor (let the buyer beware) and assumes
that the supplier will take the buyer for all there is, unless the buyer takes an adversarial
position and fights for all it can get.

In the late 80s, the Total Quality Management movement influenced purchasing
philosophy by creating an alternative to the adversarial approach that is still popular to-
day. This alternative, called partnership purchasing or preferred supplier systems,’
seeks to maximize the benefits of collaboration between the buyer and a few suppliers.
Buyers operating under this philosophy seek out the best suppliers they can find and
then work to develop close relationships, particularly in areas of strategic importance
to the firm.
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In general, partnering relationships are more likely to be established with vendors
who provide one or more of the following:

* High purchase-volume materials, components, or products of strategic importance
* Specialized products requiring information and training for effective use

® Services thar require specialized knowledge for cost reductions or performance

® Materials that no other supplier can provide’

These areas are usually those that contribute directly to the value provided by the
buying firm in the supply chain, such as in the component parts of the finished
product. Within the relationship, the two organizations work to increase value for
both parties.

One frequent outcome is that fewer suppliers are needed. For example, Ericsson has
eliminated about 90 percent of the vendors it used to do business with through its pre-
ferred supplier system. Ford announced recently thar it inrends to reduce the number of
its vendors from 2,500 to 1,000 in order to have berter relationships, lower cost, and
greater joint commitment with suppliers. In both cases, preferred suppliers get first shot
at any new business before nonpartners, make more profit than nonpartners, and pro-
vide Ericsson and Ford with higher quality than nonpariners could provide at a lower
cost than nonpartners can charge.

Single sourcing occurs when a company selects one supplier to satisfy all needs in a
given area. Some students confuse single sourcing with partnering, bus single sourcing
can occur in an adversarial setting and need not imply a long-term collaborarive rela-
tionship. For example, a company may decide to buy all of its maintenance supplies
from one vendor, but negotiate adversarially, trying to cut the best deal for itself withour
any thought of the consequences to the supplier. There is much more to partnering than
single sourcing. Indeed, single sourcing without partnering can prove risky, for without
the commitment of a parcnership, the supplier will be free to operate adversarially roo.
Caveat emptor!

One difference between single sourcing and partnering is that buyers make in-
vestments related to the partner. These investments {which might mean the pur-
chase of a computer compatible with the supplier’s EDI system, for example) help
bind the parrners together.® In a single-sourcing situation without partnering, there
are no such investments, and the buyer is free to look elsewhere when demands are
not met.

Single sourcing can lead to higher costs, as the Department of Defense has learned.
It has long used single sourcing based on the theory that (1) high investments are
needed to build weapon systems for which there is only one customer and (2} compa-
nies willing to make such investments should be rewarded with all of the business. What
the Department of Defense has learned through experimentation, though, is that costs
are lower when two vendors are used instead of just one. Organizations that engage in
single sourcing should not assume that costs will be lower and should balance any higher
costs with other benefits that can be obtained.’

Purchasing is an important contributor to the profit potential of any organization,
Purchasing contributes to the profitability of the firm by controlling acquisition costs,
assisting in the control of manufacturing costs, and ultimately influencing marketing
costs. Purchasing also contributes by making sure that the right product or service is
available when needed, in the right quantity and at the right quality, all for the lowest
total cost. In the next section, we explore the processes that purchasers go through when
examining products.
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When Rélétionships Change

n the past decade or so, many organizations

have consolidated their purchases, reducing
the number of suppliers, in order to (1) forge
stronger ties and more collaborative relation-
ships with a select few and (2) obtain signifi-
cantly lower prices based on high-volume
discounts. Over time, though, people move on
but the companies continue. Consider this testi-
mony about a key customer from a business
marketer in the electric motors field. Are there
ethical issues at work here? And what does this
example have to say about matching corporate
culture, changing business needs, and other fac-

"Our dealings with this account have been
both fruitful and difficult. The business volume
is significant but it is labor intensive, and prob-
lematic to service this account. . . . My personal
complaint is their tendency to say ‘fix this prob-
lem or we will go elsewhere.’ There are not that
many other places for them to go. Other people
in the purchasing department there were not as
quick to respond this way as the current staff.
Also, this account is not as significant as it once
was, due to lost market share for them. Their
corporate culture is still like it was when they
were larger and more powerful.”

tors influencing single sourcing relationships?

SUPPLIER EVALUATION

An important job of the purchasing agent is to evaluate potential suppliers and their of-
ferings. The effects of purchasing on a firm’s competitive ability are great, so companies
pay close attention to how they evaluate suppliers. Marketers must also understand the
process, for they are the ones being evaluated. Understanding the process is like under-
standing the rules of any game; if you don’t know how to score, you are unlikely to win.

Buy-Grid Model

The buy-grid model is a version of a theory developed as a general model of rational
organizational decision making, explaining how companies make decisions about, for
example, where to locate a plant or make a purchase. The buy-grid model has two parts:
the buy-phase model and the buy-class.

You've probably seen the buy-phase model in a management class as the rational or
extensive problem-solving model or in consumer behavior as a high-involvement model.
This buy-phase model suggests that people go through a series of steps (or phases)
when making a decision, beginning with problem recognition. They then search for al-
ternatives, evaluate the alternatives, and select a solution, which is then implemented
and evaluated. (See Exhibit 3-3.)

For example, when an organization needs new office space, crowded conditions help
force recognition of the need. The next step is to define the type of product needed:
Does the organization want to build a new office building, add on to an existing build-
ing, or simply find a larger place to rent or buy? As the organization continues to exam-
ine its needs, detailed specifications such as the size and number of offices are created. If
the decision in the second step was to build, an architect would help create specifications
by drawing plans. Then suppliers would be contacted, including those recommended
by the architect. Step 5, acquisition and analysis of proposals, involves receiving and
reviewing bids from each contractor. The architect and the executives would meet,



Exhibit 3-3
Steps in the
Buying Process
(Buy-Phase
Model)

SOURCE: Barton A.
Weitz, Stephen B.
Castleberry, and John
F. Tanner, Jr, Selling:
Building Partnerships,
Sixth edition,

Burr Ridge, IL:
Irwin/McGraw-Hill,
2007.
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Step 8
Evaluation of product performance

Step 7
Selection of an order procedure

Step 6
Evaluation of proposals and
selection of a supplier

Step 5
Acquisition and analysis of proposals

Step 4
Search for qualified suppliers

Step 3 I
Development of detailed specifications

Step 2
Definition of the product-type needed

Step 1
Recognition of a need

evaluate the proposals, and select a contractor (step 6). Step 7 involves the creation of a
contract specifying when the building will be completed, what it will look like, and
when payments will be made. Evaluation begins as the project begins, but continues well
after the organization moves in.

Many firms have well-established purchasing policies and procedures that formalize
the steps of the model. In particular, government agencies establish and follow purchas-
ing policies. For example, many state agencies are required to solicit bids from at least
three vendors for any purchase over $10,000.

As observers of buying behavior quickly realized, many organizational purchase deci-
sions do not involve that much work or include each and every step every time. A sec-
ond element, the buy-class, was added to buy-phase, resulting in a grid. Buy-class refers
to the type of buying decision, based on the experience of the buyer with a purchase of
a particular product or service.

Organizational researchers realized that once a decision was made, products were
bought automatically over and over; recognizing a problem might simply mean recog-
nizing that the company is low in an item and needs to order more. The complete
process was used only for new buys, products or services never purchased before. Auto-
matic purchasing described what happened with straight rebuys, and only two steps
were required. These steps are need recognition and placing an order. Note that straight
rebuys do not imply a partnership or other strong relationship. Straight rebuys simply
mean repurchasing regularly, which can be a function of a strong relationship, low price,
e-procurement practices, or other factors.

At other times, however, a product or service would be bought again but not automat-
ically. When a company was contemplating a rebuy but wanted to shop around, the
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process would include most or perhaps all of the steps—hence the term modified rebuys.
In this instance, the process may involve need recognition, an evaluation of suppliers, and
a decision—a process that can be similar to a new buy. The difference is not in the num-
ber of steps but in the amount and type of information that must be collected before a pur-
chase can be made. Modified rebuys can also be similar to straight rebuys or new buys,
depending on the specifics of the situation. In a new buy, the buyer has no experience with
the producr or service and must become educated about the product or service in order to
make a purchase. In a modified rebuy, the buyer has purchased the product or service be-
fore. Therefore, the buyer will not spend time on education about the product itself, but
about the various vendors and their offerings as the buyer shops around. The buy-grid
moadel, therefore, describes how purchasing practices vary along a continuum depending
on the buyer’s experience in buying that particular product or service.

The personal computer industry is an example of how a market changes with experi-
ence. When the PCs were new, salespeople were needed to fully explain benefits and
educate buyers. Buyers, particularly buyers in departments other than the darta processing
department, needed a lot of information in order to understand what PCs could do for
them, how PCs work, and what was needed to be fully operational. Now PCs are sold
in stores or through the Internet with litde personal sales effore. Buyers are knowledge-
able and can make their decisions without the marketer’s help. In some organizations,
computers are ordered through a Web site on a straight rebuy basis.

Some product decisions may never become true straight rebuys because of the im-
portance of the decision. For example, fleet managers buy automobiles, trucks, and vans
for their organizations each year. In some situarions, they may simply pick up the phone
and order a few more Ram vans or F-150 pickup trucks, but in most cases, more work
wilf be done. Offerings of several vendors will be considered, and a contract will be ne-
gotiated because the size of the purchase is too great to do automatically. Modified re-
buys are those situations where the same product or product type is being purchased
that has been purchased before, but most of the decision steps are still taken.

Modified rebuys occur for several reasons, and we've already discussed the importance
of the purchase. Other reasons include changing technology that improves product per-
formance and requires reevaluation of vendors and their offerings, dissatisfaction with
the performance of a supplier and/or the product, changing prices, or even a change in
the personnel involved. Some organizations periodically review all vendors and regularly
conduct value analyses, even though there may be no obvious problems.

Value analysis is one situation that can turn a straight rebuy into a modified rebuy.
When a company is closely evaluating a particular part, one question that is asked is if the
part is available elsewhere for less. As the answer is sought to this question, out-suppliers
(those suppliers whose products are not considered in a straight rebuy) are given the op-
portunity to earn the business. In-suppliers (those suppliers whose products are ordered
automatically in a straight rebuy) must prove value or create new value by redesigning
their offering. Thus, the purchase moves from being a straight rebuy to a modified rebuy.

Buy-Grid and Marketing Practice

The theory suggests that more information is needed by the buyer 10 make 2 new buy
than when making a modified rebuy, and almost no information is needed for a straight
rebuy. To use this model, a company would look at the degree to which a marker is
buying a product for the first time. If most of the market is buying the product for the
first time, methods of communication such as personal selling may be used in order to
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Marketing
Implications of
the Buy-Grid
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Buy-Phases Marketing Element

New Task

All steps of the buying process are Advertising Detailed, educational; must try to get users
taken, with emphasis on product to try product, substitute for old method.
definition and development of Promation Use demonstrations at trade shows to show
product specifications. how it warks.

Offer free trials or demonstrations at the
customerss site,
Selling Heavy emphasis on understanding customers’
needs and showing how new product
satisfies needs better than old methods.

Modified Rebuy
Less emphasis is on product Advertising Use comparison advertising to show
definition and more emphasis differences between your product and
is on search and evaluation similar products.
of suppliers. Promotion ~ Customer site demonstrations, hospitality
events at trade shows.

Selling Protect relationship with current customers
with plant tours, special trade-in pricing,
and other offers.

Anticipate or respond quickly to changes in
customer needs.
Straight Rebuy
Need recognition and purchase Advertising Use reminder advertising.
are the only steps used. Build image for company.
Promotion Hospitality events at trade shows.
Selling Any personal selling is designed to build

relationships.

Automate the purchasing process, perhaps
through EDI.

provide the most information. Advertising would contain a lot of detailed copy that de-
scribed the benefits and how the product worked. Over time, as the market grows more
familiar with the product, less-educational methods of communicating may be used,
such as catalogs. Exhibit 3—4 illustrates some of the marketing differences depending on
the amount of the market’s experience in buying the product.

Another marketing implication is that an in-supplier would like purchases of its
products to be straight rebuys. Annual contracts are one method of creating straight
rebuys. For example, Xerox offers its customers an annual supply contract. Each time a
department is low in copier supplies, the purchasing department orders automarically
from Xerox, perhaps using EDI. Out-suppliers would be locked out until the next time
the contract comes up for review.

Research has found that marketers who can get involved early in the decision process
are more likely to be successful.'” In part, this higher probability of success is due to
greater understanding of the buyer’s needs, an opportunity to help shape those needs,
and a better understanding of the process. The lower probability of success when start-
ing later in the process is also due to the fact that buyers become committed to a course
of action over the process of making the decision, and that course often leans towards
alternatives presented early in the process.
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Exhibit 3-5

Importance Compirter Feature You Another Buyer

Level of Modem speed 8 3

Computer Hard disk size 6 9

Features Screen size 4 5
Processor speed 7 7

Exhibit 3-6

Computer You . Another Buyer

Ratings Computer Feature HP Dell HP Dell
Modem speed 6 7 a &
Hard disk size 9 4 7 g
Screen size 8 6 9 &
Processor speed 6 9 5 8

When buyers don't have experience, marketing strategies can provide buyers with the
informarion they need to make a decision. Marketers consider how buyers use that in-
formation to be very important. In the next section, we examine how buyers compare
vendors and products.

Multiattribute Decision Making

In both new and modified rebuys, the vendor and producrt evaluation stages are im-
portant times for prospective vendors. One method used to explain the vendor and
product evaluation stage of the buy-phase model is the multiartribute model. The
multiattribute model is based on the idea that people compare products across aturib-
utes, or features, weighted by importance. Where this model fits the buy-grid model is
in the evaluation-of-alternatives stage for new or modified rebuys; in the straighe rebuy,
there is no evaluation of alternatives, as the product or service is ordered automarically,
perhaps using EDL

For example, you may want high gas mileage, a comfortable interior, and a sporty ex-
terior in a car (threc needs). Although an acrodynamic design may improve gas mileage
and provide for a sporty exterior, it does nothing for the inside! Therefore, there must be
some method of accounting for a particular product’s ability to solve all three needs,

Each need is more or less important than other needs, depending on the organization or
individual making the purchase. For example, a company may be purchasing computers for
salespeople to use (ignore for now that companies can buy computers made to order and as-
sumec they are comparing two off-the-shelf products). Hard disk size may be important to
store the company’ sales force automation software. A company purchasing notebook com-
puters for salespeople to use may place the same emphasis on modem speed, bur not care a
great deal about processor speed. Each firm would place a different importance level on each
attribute, as shown in Exhibit 3-5. On a scale of 1-10, with 10 being most important, one
firm might rate modem speed an 8 whereas another rates it only a 3. This rating system is
important, but isn't enough to determine which computer to purchase.

Each firm must also then rate each computer for each feature. For a Dell, you may
rate it a 7 for modem speed and a 4 for disk size, whereas you give the HP a6 and a 9.
(See Exhibit 3-6.)



Exhibit 3-7
Computer
Scores
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You Another Buyer
Importance Impartance

Computer Feature  Llevel HP Dell Level HP Dell
Modem speed 8x 6(48} 7{56) 3x 8(24) 6(18)
Hard disk size Bx 954} 424 9% 7{63) 3(81)
Screen size 4x 8(32; 624} 5x 5(45) &(30)
Processor speed 7% 7(49) 8(56) 7% 5(35) B(56)
Total 183 160 167 185

The next step s to multiply the weight by the rating and then sum the scores, as
shown in Exhibit 3-7. So you would multiply 8 by 7 and 6 by 4 to obtain scores for the
Dell, and then sum the products to arrive at the total. For the HP you would multiply
8 by 6 and 6 by 9, then add the products to arrive at the total for the HP. RBased on these
scores for the features, you would buy the HP. Even though the Dell outperformed the
HP for your most important feature, the difference in hard disk size was so great that it
outweighed the modem speed.

Mathematically, each product is given a score, which is the sum of the ratings times
the weights. So when you multiply your importance weight of 8, times the rating
of 6 for HP's modem speed, the score is 48. This score is added to the other scares for
the HP, resulting in a total score of 183. You would choose the HP over the Dell because
for you, the total score is 183 compared to 160. The other buyer would buy the Dell,
because the toral score was 185 to 167. You both arrived at different scores for two rea-
sons: First, you value the features differently, and second, you rate the performance of
cach computer differently. Multiplied, then added together, these ratings result in a dif-
ferent decision.

We've asked our students if they actually calculate scores using ratings and weights. A
few admit to this practice, but most believe that no one would be this formal. In organ-
izations, however, you will find formal rating sheets used by purchasing departments to
rate different suppliers and their offerings. Exhibit 3-8 is an example of a rating sheet
used by DaimlerChrysler to evaluate potential suppliers.

A marketer would usc this information by first determining what the most important
attributes are, and then designing the product to rate the highest on those attributes. If
you are a salesperson, however, and a particular buyer rated a competitor higher on an
important artribute, you may work to change the importance of the attribute in the
mind of the buyer if the product can't actually change.

Muldattribute models are not just for evaluating potential suppliers. Companies usc
multiattribute methods to analyze the performance of current vendors, too. Purchasing
teams that include purchasing agents, engineers, manufacturing personnel, and other
managers are used to develop the rating systems. Rockwell International’s Defense Elec-
tronics Group was one of the pioneers of formal supplier rating systems with the devel-
opment of its Supplier Rating and Incentive Program (SRIP). This system first identifies
events, or problems with supplier service that require Rockwell personnel to take action.
Examples of events are overshipments, undershipments, and rejection of products on re-
ceipt due to damage, Each event requires a Rockwell employee to take some action, such
as seeing that overshipments are returned and a credit issued,

When the Rockwell employee has to take an action, a cost is involved for that
employee’s time. For example, Rockwell found that it cost $275 to return something to a
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Exhibit 3-8
Sample Vendor
Analysis Form

Supplier Name: Type of Product:
Shipping Location: Annual Sales Dollars:
5 4 3 2 1 0
Excellent Good Satisfactory Fair Poor N/A
Quality (459%)
Defect rates

Quality of sample
Conformance with guality program
Responsiveness to quality problems
Overall quality
Delivery (25%)
Avoidance of late shipments
Ability to expand production capacity - e
Performance in sample delivery
Response to changes in order size . - e
Overall delivery
Price (20%)
Price competitiveness
Payment terms - - - R —
Absarption of costs
Submission of cost savings plans
Overall price
Technalogy (10%)
State-of-the-art compcnents
Sharing research & development
capability
Ability and willingness to help with
design
Responsiveness to engineering
problems
Overall technology
Buyer: Date:
Comments:

SOURCE: DaimlerChrysler.

supplier and $120 to follow up on a late shipment. These costs can be summed for each
supplier, which Rockwell does on an annual basis to develop a Supplier Performance In-
dex. The company can then analyze the quality of performance for each vendor. Rockwell’s
system has been adopted by such companies as Northrup, Motorola, and Honeywell.

Companies with high performance on SRIPs advertise their high ratings in order to
attract more business. Buyers recognize that the quality of service is reflected in the to-
tal cost of ownership; poor quality does raise the cost of doing business. Companies that
perform poorly will face difficulties no matter how well their products perform.

Buyers also evaluate suppliers for elevation to partner or preferred supplier status, The
SRIP procedure is one method of evaluating suppliers, but it provides only supplier per-
formance information. Other factors are important when deciding with whom the
buyer wants to partner. When considering a candidate for preferred supplier status,
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Bethlehem Steel uses six sets of criteria: capability, which includes an SRIP analysis;
organizational motivation and quality of employees; financial health; corporate culture;
willingness to commit to a partnership; and ethics. Using a multiattribute model, sup-
pliers must pass minimusmn thresholds on each set of criteria and then reach an overall
score before being offered preferred supplier status."!

Business marketers use the score sheets to create the right package of services to aug-
ment their core products. Not all buyers need the same level of service. The better that
a marketer understands the buyer’s requirements, the more likely that the total package
of product and services, financial terms, ordering processes, and so forth will be what the
buyer wants.

TRENDS IN PURCHASING

Purchasing departments are very important to the success of an organization, as we saw
earlier in this chapter. As companies select and implement various strategies, purchasing
is always involved as resources are gathered to support those strategies. As a result, onc
trend is to increase the professionalism of the purchasing agent. Purchasing departments
are not immunec, however, to the influences of the economy. Therefore, trends caused by
the economy as well as trends in organizational strategy influence the purchasing
department.

These trends in purchasing reflect an overall trend toward straregic sourcing. Strategic
sourcing is defined as the process of designing and managing supply nerworks 1o
optimize operational and organization performance. A related concept is supply chain
management, or the integration of supply processes from end user through original sup-
pliers that provide products, services, and information that adds value for customers.
From the Field 3—1 illustrates how three organization are responding to the challenges of
strategic sourcing. As you can see, this concept of treating supply as a strategic compo-
nent of how the firm provides value raises the importance of purchasing to more than just
shopping and buying. Several factors and business trends are shaping the role of purchas-
ing in organizations, such as increased involvement in demand planning, the importance
of globalization, and others.!?

Demand Planning

Demand planning is 2 strategy of attempting to influence demand for products and
services made by your company so that the supply chain can be managed most effi-
ciently.'? While demand planning is related to sales forecasting, or simply determining
whar the company will sell, demand planning ties those forecasts back into strategically
managing the sourcing of services and products needed in order to supply the demand.

Jabil Circuit, for example, is a designer and manufacturer of electronic circuits that
other manufacturers use in making their products. In fact, many of their customers
actually make subassemblies that are then used in yet another company’s products, such
as cell phones, network routers, and others. Because Jabil is often three or four layers away
from the finaf product, derived demand and the need for Jabil to manage some inventory
for JIT delivery means that Jabil rakes a risk with every product they make. Some of what
they make may not ever be needed; alternatively, customers’ needs may change rapidly
requiring additional products on very short notice. Using demand planning enables Jabil
to plan for various contingencies, improving their purchasing processes.
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trategic sourcing, early supplier involvement,

and global sourcing aren't just terms in a
textbook to Jim Scotti, vice president and chief
procurement officer for Fluor Corporation
(global construction contractor), Karen Weinstein-
Millson, vice president of global sourcing for
Boston Scientific (global medical device maker),
or Marc Escande, vice president of global pro-
curement for SNC-Lavelin (global construction
company).

Scotti, for example, realized the importance
of early supplier involvement when his com-
pany bid for a project in the Middle East. A ma-
jor piece of equipment was bid by a supplier at
a certain price with a 55-week delivery time.
Three months later, Scotti got word that Fluor
had won the project so he went back to the
supplier and asked for another bid. This time,
there was a substantial price increase and deliv-
ery was now 80 weeks. “A valuable lesson was
learned. . . we must buy earlier in the process in
today’s market,” he said. As he notes, “There’s
no reason to spend time and money bidding a
project if you're not able to buy the materials
and get them delivered in time to meet the
schedule.”

FROM THE FIELD
Strategic Sourcing the Globe

Weinstein-Millson agrees and has the targets
to prove it. The sourcing organization at Boston
Scientific plays a critical role in the company’s
overall strategy. Her department is expected to
deliver 20 percent+ in cost reduction, quality
and risk management, and growth/innovation.
As she noted, 30 percent of Boston Scientific's
new product ideas are to come from suppliers as
part of the early supplier involvement program.

Escande has similar challenges, procuring for
more than 1,000 projects a year around the
world. Supplier relationship management and
e-procurement are critical processes for, as
Escande says, “| was able to tell one of our sup-
pliers that we were spending several hundreds
of millions of dollars with them on different
projects. That gave us a big edge.”

Early supplier involvement, supplier relation-
ship management, global sourcing: All are part
of strategic sourcing plans for Weinstein-Millson
and Scotti and their procurement groups.
Sources: William Atkinson, “Boston Scientific Aligns Sourcing
Organization with Corporate Goals," Purchasing 136, no. 7
(May 3, 2007), p. 17; John Yuva, *Procurement: Helping Fluor
Accomplish Its EPC Mission,” Inside Supply Management

(January 17,) pp. 28-30; Paul E. Teague, “Change the Way You
Source," Purchasing 136, no. 7, p. 49,

Globalization

Globalization of sourcing has greatly influenced purchasing and will continue to do so.
Justas an example, so much is now brought in from Asia Pacific through California ports
that the ports are full. Companies are now searching for new ports. While that may seem
like a small change, some of those ports may be in Canada or Mexico, adding additional
issues in managing the logistics.'* Thus, one aspect of globalization is sourcing in low-cost
countries of supply and managing the logistics of getting the products here.

As an alternative to think about, recall Ericsson’s need to standardize sourcing in busi-
ness units operating in over 30+ countries. Since so many business companies operate in
so many countries, or have customers who operate in many countries, globalization is
not just a purchasing trend but an organizational trend with purchasing implications."

Increased Price Pressure

Managing costs is a major part of a purchasing professional’s life, but with gas prices ris-
ing, the cost to produce and ship products has increased. Companies would like to
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increase prices but, at the same time, their customers are asking them to maintain prices
because they have the same economic pressures from productivity gains, greater compe-
tition, and other factors. The only way to stay profitable, then, is to decrease costs.

Purchasing and supply professionals are considering every possible way to cut costs,
including working with vendors to improve JIT systems, using RIFID (radio frequency
identification devices) to track the physical location of products and reduce shipping or
storage costs, involving suppliers in product design to eliminate unnecessary costs, or
consolidating purchases with fewer suppliers. For example, Ericsson reduced the costs of
compurers they buy by simply tracking how many were bought around the world from
several dozen vendors and consolidating those purchases into one contract.

Outsourcing is the process of finding another organization to supply the buying or-
ganization with a product or service, usually one that was previously created in-housc.
Qutsourcing is a strategic trend, caused in part by a trend in strategy where companies
focus on their core businesses. For example, many firms outsource their advertising to
advertising agencies because they believe the core competency of an outside agency is
better than what they could do in-house. Note that outsourcing does not necessarily
mcan scnding the job overseas; however, many companics have done just that in an
effort to also reduce costs.

The Internet has made outsourcing, especially from companies in other countries,
much casier.!® The Internet enables easicr communication between customers and ven-
dors, as well as creates “marketplaces” where buyers can shop. For example, Planct Busi-
ness is a Web site where companies can look for potential vendors by continent, or by
country, while the Australia Business Marketplace is an Internet site devored to Aus-
tralian products only. In both cases, though, buyers can look for companics to send
work ro.

Early supplier involvement (ESI) is one outsourcing strategy whereby companies
use suppliers to help design new products or processes. For example, everyone has heard
of Intel and knows of their leadership position in the computer chip market. Bur few
know that the reason for their success lies with their relationship with Applied Materi-
als, the company that makes machines to manufacrure computer chips. Most companies
would design a new chip, then ask Applied Marerials (or their competitor) to design the
machine to make it. Intel asked Applied Materials to participate in the chip design
process, designing the machines at the same time. As a result, Intel was able to bring
products to market two years faster than anyone else and at a lower cost. By having sup-
pliers working early in the process, both time and costs are reduced. We discuss this in
greater detail in Chaprer 8.

Qursourcing is one result of a make-or-buy decision. Make-or-buy is a comparison
of the value created internally versus if created by someone else. Make-or-buy can in-
clude services such as training, bur can also include compenent parts within the final
product. For example, companies like Cisco, Hewlett-Packard, and others focus their
efforts on design and marketing, rather than manufacturing. They assemble the final
products, but the components that they once made are now made by contract manu-
facturers. These companics switched to contract manufacturers because there was greater
value in doing so.

Qursourcing affects the purchasing department because it changes the way purchases
are made. For example, outsourcing a subassembly may mean char fewer purchases are
made, but the final purchase may require more input from the design department or a
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tighter communication link with manufacturing. As you can see from the examples,
outsourcing can also have a major impact on the organization because important re-
sponsibilities are being moved outside the business. Companies that oursource poorly
can be significantly hampered in their ability to compere.

Oursourcing has also meant continued growth in the services sector. Much of what is
outsourced is services, such as marketing research, advertising and promotion services,
training services, and other services that were formerly done by organizational employees,
althaugh mote companies are also outsourcing production.

Stronger Relationships with Sellers

As just pointed out, outsourcing means that important responsibilities are now being
moved outside the organization. In addition, companies are uying to reduce the num-
ber of vendors and increase the amount of business with each vendor. These factors
combine to increase the importance of strong relationships with suppliers. We've talked
about this trend in the previous two chapters, but, as you can see, other trends influence
the importance of relationships too.

Communication channels have changed greatly as a resule of this trend. With direct
communication, buyers can talk directly 1o key personnel and know that their needs will
be met.'” Buyers like Peak Electronics, for example, believe so strongly in the need for
direct communication that they gave manufacturing line employees authority to contact
suppliers directly and handle problems as they occur.’® Smart marketers are finding ways
to increase direct communication berween their company and their partnets.

Outsourcing can be part of supply chain management, but supply chain management
also includes integrating such functions as logistics and marketing with outsourcing. Sup-
ply chain managent is often related to reducing the number of suppliers. As the number of
suppliers shrinks but business with each one grows, supply chain management becomes
more feasible.!”

Supplier relationship management is another related concept. Supplier relationship
management (SRM), such as initiated by Ericsson, involves the use of computer mod-
els to identify the most valuable suppliers and to identify purchasing opportunities.
Thesc opportunities may include consolidation of purchases to obtain bigger discounts
or to automate supply chain funcrions. Kingfisher Asia Limited uses SRM software 1o
track over 150 suppliers providing over 8,000 products to companies in Europe. For ex-
ample, the software identified one supplier with delivery problems. While the prices
were lower, poor delivery was erasing those price advantages and the company was able
to take action to restore margins,®® We'll discuss supplier relationship management and
supply chain management in greater detail in Chapter 9, but for now, recognize that these
processes require strong relationships between purchasing and sellers.

Cross-Functional Teams

Cross-functional sourcing teams are purchasing teams that include members of various
functional areas within the firm, and sometimes include personnel from suppliers and cus-
tomers too. These teams are formed to develop cost-reduction strategies, create sourcing
strategies, and handle other purchasing functions, many times in global servicing situa-
tions,*! Cross-functional teams are designed t take advantage of the different types of ex-
pertise that reside in the various departments across the organization. Motorola, for
example, combines cross-functional sourcing teams with early supplier involvement, Rita
Lane, chief procurement officer, calls this process their Rapid Sourcing Initiative, because
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Factors That
Lead to
Successful
Cross-
Functional
Purchasing
Teams

Chapter 3 The Purchasing Function 81

Appropriate Leadership: The nature of the purchase decision dictates who leads the team.

Communication: Face-to-face communication should be supported, but not dominated, by e-mail
and teleconferences.

Continuity: Some purchasing areas require permanent cross-functional teams. One distributor of
gas and welding equipment has a team that focuses on supplier relationships; this team includes a
marketing manager to represent customers.

Top-Level Commitment: Management has to support the release of time for key individuals to
participate.

Embracing Diversity: Successful teams not only have different functional areas represented, but also
different races, backgrounds, and even corporate philosophies. Properly harnessed, the resulting
tension can result in surprising creativity.

SOURCES: “Cross-Functional Teams Flourish,” Supplier Selection & Management Report (Mareh 2002), pp. 1, 12-13;
“How Purchasing Can Build a Top-Notch Cross-Funetional Team,” Supplier Selection 8 Management Report
(March 2003), pp. 7, 11-12.

the process enables them to develop new products and bring those products to market
much more quickly than before. For example, Lonnie Bernardini, vice president for new
product development, reports that over 1 million units of a new phone was designed,
built, and shipped in under 30 days, a previously unheard-of rate of new product intro-
duction. That kind of ability to respond quickly to market demand was only made possi-
ble by building teams that included supply management, marketing, and suppliers.””
Exhibit 3-9 highlights the factors that lead to effective cross-functional teams.

From a marketing perspective, it is apparent that potential suppliers should seek to
actively participate in their customers’ cross-functional sourcing teams. For this to occur,
salespeople must understand what cross-functional teams are, how to recognize such
teams in their clients’ organizations, and how they can participate. In addition, sales-
people have to be given resources that allow others in their own organization to partici-
pate. Buyers need the expertise of the selling organization’s engineers, finance personnel,
and so forth in order to fully benefit from the seller’s participation.

Professionalism in Purchasing

Another trend is toward increasing the professionalism of the purchasing function. The
Institute of Supply Management has contributed much to the development of profes-
sionalism by encouraging and providing certification for purchasing managers. Those
who are certified as professional purchasing managers must pass a battery of tests that
indicate knowledge of (and adherence to) the profession’s code of ethics (which we will
discuss later in this chapter) as well as procedures of purchasing. Because of the impor-
tance of purchasing to the bottom line, many companies are also encouraging their
purchasing agents to seek certification.

In a survey of purchasing and corporate executives, the most important skills in pur-
chasing and supply management can easily be seen as consequences of the increasing im-
portance of supply management. As illustrated in Exhibit 3-10, negotation,
communication, and relationship building are very important skills. The survey also
noted that if those skills were inadequate, serious consequences including dissatisfied
company management, late deliveries, failure to understand and meet quality require-
ments, and unnecessary emergencies occurred, costing organizations lost productivity but
also lost market share, dwindling profits, and other hazards.?? For that reason, continued
professional development is an important aspect of the professional supply manager.
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Exhibit 3-10 . -
Skilis Training Areas

Key Skills and bl

Training Areas 1. Negofiation T. Negotiation

for Suppl