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It sthe classic sales book that has boosted profits for salespeople and for their customers for more than two
decades!

In this sixth edition, Mack Hanan continues the theme he has brought to thousands of slesreps. Y ou are no longer
avendor, out to sell acustomer a product; you are a consultant, out to help your client s business grow. New topics
include how to:

» makethe switch from "vending" to "consultative selling" while under pressure to make quota each quarter

» bresk past the purchasing "gatekeepers' and get to the managers, who can be partnered with value-based
propositions

» goply Consultative Sdling strategies to government sales (where profits are irrelevant and there |l dways be
alower-price bidder)

* involvethe value-added resdlerswho are key playersin your go-to-market strategy, so you can present a
united front for customers.

About the Author

Mack Hanan is arenowned consultant and the best-sdlling author of numerous AMACOM books, including Key
Account Selling, Sales Shock, Competing on Value, and Tomorrow s Competition.
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A Personal Note From the Author

Chief executives who used to ask me, "What do | need you for?" have learned that they need meto equip their sales
forces with an answer to that same question when it is asked by their own customersthat will give them acompelling
reason to buy.

In an erawhen customers control the way they want to be sold and, by doing so, have superseded their suppliers
pretensions of account control; when products and services, however new, are likely to enter their markets asinstant
commodities; when margins are the reward for improving a customer's profits rather than for improving your products
or services, either you never leave home without new competitive advantages to bring to acustomer or you stay in
thecar.

Customer managersat dl leves, even technicdly trained managersin R& D, engineering, and I T, are getting smarter
about their businesses, not just their technologies. In the words of one chief information officer (CIO): "When one of
our typica suppliers comesin, it's aways some account manager with a classic product-based pitch. That'stheir
comfort zone. They'rejust not prepared to say, 'Let's talk about where your businessis going, and here's how we
can help you meet your goals." Maybe their top management can talk thisway, but | never see them. They never see
me elther, so they have no concept of what my management istelling me |l have to start paying attention to.
Somebody says, 'He'sin technology, so go talk technology to him." But that's not really where I'm at anymore.”

Today's account managers no longer Arthur Miller's road warrior, who was "out there with a suitcase and asmile’
carry improved profits, not products, in their bag. Theirsisnot the gift of gab but the greatest gift of all, being ableto
help customers grow their business so the consultative sdller's business can be grown by high-margin salesin return.

Even at thetime of this book'sfirst edition in 1970, cregping commoditization was dready in hot pursuit of
proprietary brands. Sales representatives were aready sounding aike, on the way to becoming commodities
themsdlves. Pricelists were dready bargaining chips. Customers were dready looking for help from their suppliersto
make their businesses more competitive, but not many of their suppliers were listening; they were preoccupied with
protesting to customers why each supplier was better than the others. Venting had become nine-tenths of vending.

The pioneerswho were thefirst to put their handsin mine had the market dl to themsalves for improving customer
profits. Phil Smith partnered with Oscar Mayer around a va ue proposition that opened up the packaging of their new
product portfolio to his Continental Can Company in spite of duplicative competition with commaodity processes and
prices. Paula Brown partnered with United Technol ogies around a va ue proposition that opened up their
telecommunications networksto her AT& T in spite of obsolescent technology and higher prices.

Bill Franklin and John Maone pushed and pulled their engineering-obsessed company, Hewlett-Packard, into
proposing business values instead of operating specifications. Kevin Howell made sales history by closing a$1.25
million agreement in the midst of a Consultative Salling training program where his Digita Equipment account team
and their customer manager were learning together how to partner in profit improvement. Danielle Buth goes on year
after year being Sdesperson of the Month at Siemens by reducing her small-to-midsize manufacturing customers
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costs and increasing their revenues alittle more each time shewalksin their doors. GiGi McDougal comes away with
amillion-dollar-plus agreement from Microsoft for her Storage Technology System after a single Six-hour-mesting a
rate of almost $167,000 per hour.

The Smiths, Browns, Franklins, Malones, Kearneys, Howells, Buths, and McDougalls of the world of Consultative
Sdling keep their eyes on the eagle: their customers. They never see their competitors who keep their eyes on each
other and mutter medieva mantras about "killing the competition.” For every sgn on thewalls at Hewlett-Packard
that read "Kill DEC," there was an equa and opposite sign at DEC that read "Kill H-P." Meanwhile, their customer
midlevel operating managers, whose names they did not even know and whose problems and opportunities were
enigmas wrapped in mygteries, werelooking in vain for help to avoid being killed by their own competitors.

The power of Consultative Selling to compel customer awareness, positive attitude, and acceptance has been proven
over and over again by companies asdiversein size, industry, and nationality as Asea Brown Boveri and Zytron.

Lew Platt, the former CEO of Hewlett-Packard, liked to talk about the challenges that faced H-P and what H-P was
doing about them because he thought that it built credibility with customers. Let'stalk about you, he was apt to say.
What do you think about "the H-Pway" of reducing inventory? The way we're reducing receivables? The way were
reducing product design cycles? The way were reducing manufacturing costs?

Fait envisoned H-P as"afunctiona, generic commodity business™ When people challenged him with what
twenty-five words he would use to describe H-P, he could do it in only two: measure and compute, without
encumbering them further with athird word about their added vaue.

Asfar back asthe 1960s, Tom Watson Jr. was restructuring IBM so it could become its customers profit-improving
consultant. "We make computers,” Watson used to say, "but we sl customer growth by applying them.” In many
cases, Watson was able to prove that IBM could grow its customers more cost-effectively than they were growing
themselves. A dollar invested with IBM, he went around telling customers, can yield agreater rate of return than the
same dollar invested in your own operations. Then he would set about to quantify it.

Watson's competitors, meanwhile, had invented every reason in the world not to replicate his strategy:

"We cdl on awide range of contactswithin our customer base: purchasing agents, technica staffs, business
managers, and others. We like to think that we have access to multiple contacts at multiple level s throughout
our customers organizations. But in a practica sense, we spend more time with the technical groups and end
up selling to the purchasers.”

"Our customers are very well aware of our manufacturing costs and how they impact our product costs. We
can judtify priceincreasesonly if raw materia costsincrease or market conditions change. Regardless of any
value-added services we try to associate with our products, our customers still know what the price of the
product is, and that'sall they will pay usfor.”

"Our sales reps are making an average of 400 callsayear. That stretches them very thin. They know they're
on atreadmill of discounting their values away, but they don't have thetimeto get off it and do anything dse.
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If they try, our customers purchasing agents do everything they can to discourage them, which includes
threatsto stop doing business.”

"The best return we have been able to get for our investment in value-added servicesistheright of first
refusal, which doesn't cost our customers anything the way paying us a price premium would."

| once walked into a conference room where asign entitled "Why We Are Different” was on the wall. It read,
"Compugen's services are differentiated from our competitors by the caliber of our people and the flexibility of our
processes.” It was sSgned "Gerry Skipwith."

| wrote my own sign on the whiteboard underneath it and signed it "Mack Hanan." "Compugen's customers are
differentiated from their competitors by the caliber of their profits and the competitive advantage of their processes.”

The top sign was before Consultative Sdlling; the bottom sign was &fter.

Mack Hanan
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Preface

Conaultative Sdling isthe ddivery system for vaue. In return for improved customer outcomes, Consultative Sdlling
ddiversimproved margins back to you.

Instead of Sitting across from a purchasing manager or amanager of information services or
telecommuni cations who has a purchasing role consultetive sellers Sit Sde by sdewith amidleve operating
manager who runs a profit-centered line of business or a cost-centered business function.

Instead of selling the added cost of a product, service, or system feature by feature and benefit by benefit on
price and performance, consultative sallers sall the added value of an improved contribution to profits.

Instead of asking for money, they offer money in the form of areturn on their customer'sinvestment.

Instead of a spec sheet with line-item prices, they specify the value they can add on a costs and benefits
andysis of line-item cost savings and revenue benefits.

Instead of talking down their competitors, they talk up the enhanced competitive advantage customers can
Seize over their own competitors.

Instead of paying lip service to the concept of partnership, they create the new streams of cash flow that pay
their entry feeinto true customer partnerships.

Instead of professing added vaue, they proposeit in quantified, time-framed terms, measuring it milestone by
milestone, sdlling it, being evaluated on it, and being paid for it.

No wonder Ann Gessen'sinterna memo to her manager at Metaphor Computer Systemsistypical of every sdller's
firgt date with Consultative Sdling:

| presented my first Profit Improvement Proposal yesterday a preliminary PIP to asenior VP of operationsto get his
feedback before formaly presenting to him and the other senior managers next week. He went nuts! "This Suff is
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great. | can't believeit. Y our company isfindly doing something right by relating to me as a business manager. | came
in here dreading that you were going to give me astandard price-performance pitch. What arelief!" At that moment,
al | wanted to do was to kiss Mack Hanan.

If Ann Gessen had been avendor instead of aconsultative seller, her customer would never have been ableto share
the opportunity she represented to make his operation more competitive. Only hisdread, not his profits, would have
been redlized. Ann would have presented him with a"discussion document” or a"concept presentation,” two forms of
confessions of ignorance about the relationship of her customer's business and her own. Or, even more demeaning,
shewould havetried to sdll him a"study." Discounting isthe name of the luxury tax she would have had to pay for the
enjoyment of her ignorance.

The Profit Improvement Proposal 2 (PIP) @ jsthe origina vaue proposition. All proposasthat sdl on ROI (return
on investment) or that use a Cost-Benefit Analysis spreadsheet are derived from the PIP.

PIPs are converson machines. They convert the operating benefits of a suppliers technology into financial benefits
for their customers. Because technology is supplier specific whilefinancia benefits are the universal language of
business, customer managers can immediately perceive what even the most exotic technology can contribute to their
comptitivenessin terms of saved operating costs and increased earnings from operations.

The PIP process focuses on adding value to a customer's cost centers by making them less costly to operate. It adds
vaueto profit centers by making them more productive in generating revenues and enhancing their earnings.

In both of these respects, PIPs affect customers variables: their variable costs and the elasticity of their revenues. PIP
timeframes are short term, circulating customers capitdl fast and recirculating it as soon as possible through
continuous PIPping.

PIPs measure their incremental valuein dollars. As part of their conversion mechanism, they trandate time into money.

Similarly, they monetize reduced |abor intensity and increased manufacturing productivity. Customers pounds of
weight saved or the number of extra cases, gallons, or carloads shipped become their money equivaentsin aPIP.

While PIPs are generdly targeted to the improvement of profit contributions made by customers tangible assets,
PIPping works every bit aswell with theintangibles. Dell Computer's build-to-order assembly system isregarded by
consultative sellers as a cost reducer; they ask how its aready low current costs can be further reduced. Wal-Mart's
supply chain management system is aso a cost reducer, showing up as everyday low pricesin its ores. Conaultative
sdlers ask how improved productivity in managing the chain of suppliers can yield an even lower cost base and
thereby generate greater revenues.

The critica-to-success Internet management skills of amazon.com are revenue generators to consultative sdlers, who
st about to increase their moneymaking capabilities.

Conaultative Selling makes more money for you than vending because it generates new high-margin sdles volume that
vending would never have been ableto bring in. Theseincrementa flows of new cash dollarsinto your business have
agrester net worth to you because they can be achieved at lower sdlling costs than vending.
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Figure P-1 shows the 10-year composite before-and-after Consultative Selling norms of an information technology
product line according to five key performance indicators. average margin, length of salescycle, average annua
revenue per sales representative, average dollar value per sale, and revenue-to-investment ratio per ses

representative.

Key Performance | ndicator Before Consultative Selling After Consultative Selling
Average Margin 0.80 350.0
Length of SdesCycle 365 days 90 days

Average Annua Revenue per Sales
Rep $1.5M $4.5M

Average $ Vaue per Sde $300,000 $1.25M

Revenueto Investment Ratio per
SdesRep 51 100:1

Figure P-1: Beforelafter normsfor Consultative Sdling.

Conaultative Sdlling works equaly well for public sector customers whose businesses are nonprofit or not-for-profit.

Vending ignorance ends and Consultative Selling wisdom begins when sales representatives put their first Profit
Improvement Proposdl in front of acustomer manager and begin to sharpen up the PIP's problem or opportunity
diagnosis, firm up its prescription for an optimal solution, and close the proposa by going upstairsfor funds.

Conaultative Sdlling's three Strategies of positioning you as avaue-adder, proposing the financial value you can add,
and partnering with a customer manager to comanage the redlization of the value are designed to take you through the
PP cycleinminimd timewith amaximum hit ratio. If you use PPWARE™ software] 1] the Profit Improvement
Proposal on aDisc you cut your time outlay even more. The minima time to complete aPIP islessthan aminute,
Each additional iteration takes another sixty seconds.

When you partner with acustomer manager through the intermediary of a Profit Improvement Proposd in
PIPWARE form, your proposal isno longer yours aone. Realtime customer inputs makeit "ours,”" a partnered
business case in which the customer becomes preinvested in the joint creation of the solution asthefirst step to hisor
her investment in its funding. Asaresult, the hit ratio from PIPping isalmost dways one to one. Why not? With your
help, customers end up proposing to themselves.

Mosaix isamanager of customer telecommunications services. "For many years,” its people say, "Mosaix won dedls
with superior technology. Our salespeople focused on salling product great product, but product. We got into pricing
wars. We claimed technologica superiority. Competitors claimed technologica superiority. Customerswere
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confused. Our win rate declined to onewin in ten bids."

Redlization dawned: compete on value, by making positive contributions to reduce customer costs and improve
revenues. Mosaix experimented with Consultative Sdlling. " The performance of our consultative sallers eclipsed the
product sdlerswith eight high-margin wins out of every ten."

In addition to preserving margins and increasing the win rate, Consultative Selling proved to have another advantage
for Mosaix. "It kept out competitors.”

AsMosaix discovered, Consultative Selling restructures the entire vendor sales process:

It redefines the product from representing amaterial or piece of equipment or a packaged good to represent
profits.

It removes price from representing the cost of products, services, or systems and repositionsit asthe
investment required to realize an added value.

It redefines competition from representing a supplier's rivalsto conssting of acustomer's current costs or
sales revenue targets.

It repositions the supplier's core capability from creating improved products or servicesto cresting improved
profits for customers.

It redefines the customer from a Box 3 techno-purchaser to a Box 2 line of business or business function
manager.

It redefinesthe saller from vendor to consultant and redefines the customer to a client.

The advent of Conaultative Sdlling made vending on price and performance the default srategy for B2B (businessto
business) sales. Product-centered selling was | eft to suppliers who did not know their applied value and so could not
price or Al it. It remained asthe falback for suppliers who were content to sell commoditiesinstead of brands, who
believed that they could make up for discounted margins by more and more volume, and who were dedicated to
killing their competitors rather than creating killer gppsto grow their customers.

Conaultative Sdlling's critica success factor isits ability to free price from cost and competition by relating priceto an
investment. In thisway, it can be compared to the value of new profitsthat are to be improved by the seller in other
words, it can be compared to itsreturn instead of to its cost or performance.

By dtering the unit of sale from aproduct to an improvement in profits, Consultative Sdling changesthe basison
which salesare made. All sales are the result of comparison. Vendor sales compare competitive products on the
basis of their price and performance. Consultative sallers compare a customer's current operating performance with a
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future improvement. They differentiate themsdlves by sdlling the difference.

In thisway, Consultative Sdlling enables account managersto pull off the "hat trick” of sdlling:
1

Compe customersto increase their use of the seller's products or services.

Obtain ahigher marginfor it.

Provide customers with ahigher return than by discounting price.

Initidly concelved as a sdes strategy, Consultative Sdling has changed the terms and conditions of competition, the
supplier relationships of customers, and the organization structures of the companiesthat practiceit: not justin
expected operations such as marketing support and customer input into R& D (research and devel opment), but also
in the forms of virtual organizations with spun-out or outsourced sales forces and the two-tier salesforce modd with
atop tier composed of consultative sdllers dedicated to key account customers and a bottom tier of third-party
resdllers, tlemarketers, and retailers.

Outsourcing, facility management and category management, networking, systems integration, and process
re-engineering would al beimpossible to propose, evauate, or finance without Consultative Sdlling.

The consultative seller's added vaue liesin his or her ability to gpply intellectud capitd to an otherwise physica
capital proposa and thereby add vaueto it. Physica capital isacommodity. Only the vaue added by intellectual
capitd isbrandable, which meansthat it loneis capable of commanding margin. Intellectua capita isthe intensely
personal possession of each consultative sdller. Ultimately, it isthe saller's differentiator. It allows one sdller to
prescribe a solution that returns $1.50 for each customer dollar invested while another sdller can return only $1.00,
with both of them using the same physicd capita components.

Asthe contact point between suppliers and customers or providers and clients moves up the vaue chain from
sdler-buyer to comanager-manager, consultative salersaone, of al supplier people, possess the mindset and skillset
necessary to oversee their mutua growth. They are their customers and clients natura growth partners. Asaresult,
they aretheir own companies natura developers of continuous new streams of profitable salesvolume.

With the advance of Consultative Sdlling into the next generation of business, consultative sdllers are becoming the
sole survivors of direct sales forces. Who needs vendors when dl they do is discount price? Who can afford vendors
when they add more to the cost of sdlesthan they recover in margins? Who can justify vendors when customers
publish requests for proposals on their Web sites or fax RFPs, circumventing human contact? And whom do vendors
cal on as customers outsource and downsize their purchasing functions?

Figure P-2 shows the advance of Consultative Sdlling as vendor saes forces are retrained to sall consultatively or are
replaced by third-party resdllers, telemarketers, cata oguers, and Internetters. From now on, theruleisclear:
Whenever ahuman being adds his or her cost of labor to the sales process, only Consultative Selling can add back
the value to pay for it and till make a profit.
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1 MID-1990s CONFIGURATION
VENDOR MATIONAL
SALES FORCE ACCOUNTS
[MIDDLE 40%) CONSULTATIVE
SALES FORCE
(TOP 20%)
THIRD-PARTY TELEMARKETING
SALES CATALOG
IMIDDLE 20%) INTERNET SALES
[BOTTOM 20%]

2 MILLEMNMNIAL CONFIGURATION

COMNSULTATIVE
SALES FORCE

Figure P-2: Advance of Consultative Salling.

Consultative Sdlling was created to be the ultimate expression of one-to-one marketing: one Profit Improvement
Proposal for an improved profit contribution by one application to one operation of one customer manager by one
salesrepresentative. Each PIP isone of akind. It is gpplication-specific, operation-specific in aspecific industry, and
customer manager-specific in its enhancement of one of the key performance indicators. It is also saes rep-specific.
It comes out of each rep'sindividua mindset. Except by chance, no one e seislikely to diagnose a customer problem
or opportunity in exactly the same way, prescribe exactly the same return on the same investment within the same
time frame. As much as Conaultative Sdling is sngle-customer marketing, it isaso sngle-rep sdling.

Conaultative sdllers who are doing their job should be able to point to improvementsin customer operationsto which
their specific PIPs have been contributing:

Is cash flow increasing in volume or coming in faster in acustomer'sline of businessthat has been PIPped?
How vauableisthe increase? What is the value added by faster inflow?

Isworking capital increasing? By how much? How soon after PIP implementation?

Arereceivables being collected faster? How valuable is the increase? By how much hasthe cost of collecting
each dollar been reduced?
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Are same-day shipmentsincreasng? By how many dollars worth of goods? By how soon after PIP
implementation?

Inthisway, Consultative Sdlling stands donein contrast to the commoditization of products, services, and peoplein
vendor sdlling. Suppliers and providers are branded by the differentiations of their PIPs. So are their customers. And
S0 aretheir sales representatives and account managers, who become known by the contributions they make to the
outcomesthey affect.

[1]Profit Improvement Proposal @, its acronym PIPT | and PIPWARE™ are registered trademarks of the author.
PIPWARE isthe computer software that enables the Internet- and corporate intranet-access ble Consultative Selling

expert xystem®™ training program.
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| ntroduction: The Consultative
Saling Mission

Consultative Sdlling is profit improvement sdlling. It issdling to high-level customer decision makerswho are
concerned with profit indeed, who are responsible for it, measured by it, evaluated by it, and accountable for it.
Consultative Sdling issdlling at high margins so that the profits you improve can be shared with you. High marginsto
high-level decison makers: Thisisthe essence of Consultative Sdlling.

Since 1970, Consultative Sdlling has revol utionized key account sales. It has hel ped customer businesses grow and
supplier bus nesses achieve new earnings aong with them. Everywhereit is practiced, Consultative Salling replaces
the traditiona adversaria buyer-sdler relationship with awin-win partnership in profit improvement. Thisisno mean
feat. To accomplish it, Consultative Sdlling requires strategies that are totally divorced from vendor sdlling. It means
that you stop selling products and services and start salling the impact they can make on customer businesses. Since
thisimpact is primarily financid, sdlling consultatively means selling new profit dollars not enhanced performance
benefits or interactive systems, but the new profits they can add to each customer's bottom line.

The singlemost critica difference between Consultative Selling and vending isthe way they dedl with price. Vendors
base price on their costs. Margin istheir way of asserting theright to a"fair price.” Consultative sellers base price on
their value. They consder margin to be their respongibility, not their right. To them, it isthe sdllers respongbility to
add sufficient value to customer businesses so that customerswill be able to add margin to the sdllersin return.

Inthis sense, margin isaconsultative seller's pay for performance. The sdleitself isno longer atransfer of a product
or servicein exchange for aprice. It becomes avaue exchange. In exchange for having their profitsimproved,
customerstrade off some of the improvement as margin to the supplier.

A consultative sdller's priceisafunction of the contribution made to improve customer profits. The only way the
sdler can maximize priceisto maximize the value of the profitsthat are improved. That requiresthe sdler to stop
sdling products because thereis no longer any way to make margin by sdlling the value of the sdler's own assets.
Margin can only be made by helping customers make their own assets more vauable.

Conaultative Seling is sdlling adollar advantage, not a product or process advantage. Thereis no way to
compromisethismisson. Anything lessisvending.

Vending isdiscount sdlling, giving awvay vaue to make asde. Discounting istaking on many formsthat go far beyond
price-cutting. Each of them represents another giveaway of margin that adds up to a hidden reduction in selling price:

Multiyear contracts with built-in annud price cuts
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Zero inventory and just-in-time delivery

Sharing in product development

Free aftermarket services, such astraining and maintenance
Free upgrades

Leasefinancing a below-market rates

Conaultative Sdling, on the other hand, ishigh-margin sdling. Full margins are the proof of vaue. When they are
discounted, that is proof that their value was not sold. The most frequent reasons are that it was not known or that it
could not be proved.

Performance vaues put into a product or service are vaidated by the financia vaues acustomer gets out of them.
Performance vaues are important only insofar as they contribute to the value of a customer's operations either they
add the value of new or more profitable revenues or they help preserve that vaue by reducing or avoiding costs that
would otherwise subtract fromiit.

Discounting deniesthat superior vaue has been put in or that superior vaue can be taken out or, if it can, that it can
be documented. With each discounted sale, value is either denied or downgraded. It is obvious how this deprivesthe
sdler of aproper reward. Less apparent, perhaps, is how their customers are also deprived. Unlessthey can know in
advance what value to expect, which means how much new profit they will earn and how soon they will earn it, they
cannot plan to put it to work at once. They incur opportunity cost even though they add value, because they cannot
maximizeit. Their own growth isimpaired aong with the growth of their supplier.

Aslong ago asthe early 1970s, Bill Coors of the Adolph Coors Company said that "making the best beer we can
makeisno longer enough” of avaue on which to base a premium price. Making the customer best in someway or
other would be necessary to maintain the margins that were once easily justified by product quality done. In 1977 a
company named Vydec wasfinding it increasingly difficult even then to cost-judtify its high-quality, high-priced
information systems when competing againgt the decreasing costs of competitive systems. Its managers redlized too
late that the justification of a premium price could no longer be attributed to hardware performance. " Future
hardware will dl look dike," they admitted after the fact. " The greatest valueswill bein training, software, and system
support. Y ou will be ableto amost give away the hardware.”

Comparing Consultative Selling to Vending
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The differences between vending and Consultative Sdling are significant. They are differences of 180 degrees. Their
languages are different. Their mindsets are different. Their definitions of product, price, performance, customer yes,
even of sHling are different, as Figure I-1 shows. The main differenceisin their ability to produce profits on saes.

Consultative Selling

The sdlers supply profit astheir product.

The Hlers offer areturn on the customer'sinvestment.

The sdllers use a Profit Improvement Proposal.

The sdlers quantify the benefits from their customers
invesments.

The Hlers attach the investment to their customers
return.

The sdlers help their customer compete against the
customers competitors.

The sdlerslet their customers close.

The sdlers sl to abusiness manager.

The sdlersfeature their cusomers improved
performance.

The sdlers products areimproved customer profits.

The sdlerssdl vertically to adedicated industry and to
dedicated customerswithiniit.

Figurel-1: Consultative Sdlling versus vending.

Vending

The sdlers supply product.

The sdlerschargeaprice.

Thesdlersuseahid.

The sdlers attempt to judtify their cost.

The sdllers attach a price to their product.

The sdllers compete against their own competitors.

The sdlerstry to close.

The sdlers sdl to apurchasing manager.

The sdllersfeature their products improved performance.

The sdllers products are equipment, aservice, a
process, or asystem.

Thesdlers sl horizontaly to dl indudtrieswithina
dedicated territory.

Conaultative Selling takes a position about the sales process. It says that there are two waysto sdll. Oneisthe way
of outsders, which isthe way that most suppliers approach their customers. The customers gatekeepers are thelr
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purchasing functions. At the gate, vendors who hope to sal high come face to face with gatekeepers who want to
buy low. Thisiswhere sales cycles are born, costs of sae begin to accumulate, and margins are sacrificed. For every
so-called coach, champion, or foxy politicizer who is cultivated at the gate, suppliers cogts of sae are being
extended, their sales cycles stretched thin, and their eventua discounts deepened. Meanwhile, consultative sdlers
beyond the gate are extending customer budgets, stretching customer cash flow, and deepening their eventud profits.
In the same customer worlds, these two strategies go on every day.

What separatesthem? They live by different rules:

Vendor suppliers sall computers because they make them. Consultative sellers may make computers, but
they sdll the vaue they add by reducing a customer's downtime.

Vendor suppliers sall packaging because they makeit. Consultative sellers may make packaging products,
but they sl the value they add by increasing customer revenues and reducing shipping cods.

Vendor suppliers sall wirdless telephone systems because they make them. Consultative sellers may make
wirelesstelephone systems, but they sdll the vaue they add by allocating manufacturing |abor more
cogt-effectively.

No matter what vendor suppliers make, they sdl it.

No matter what consultative sdllers make, they sdll the valueit adds.

The essentia differences between Consultative Selling and vending are made clear where value meets price a the
point of Ae

Vendors sdl to buyers who want to minimize the prices they pay for operating assets. Thisrequires vendors
to sl againgt their competitors. Consultative sellers sell to operating managers who want to maximize the
vauethey add to their assets. This alows consultative sdlersto sal by comparing current customer outcomes
to future outcomes that they propose to competitively advantage.

Buyerswant to reduce two types of direct costs: their costs of acquisition and ownership. Operating
managers want to reduce the opportunity costs of delay in making their operations more competitive. Thisis
why buyers can wait for alower price while operating managers cannot wait for an added vaue.

Buyerswant to help reduce their suppliers interna operating costs and share in the gains through reduced
prices. Customer operating managers want to reduce their own internal costs and are willing to sharein the
gains from improved outcomes. Thisiswhy buyerstry to control supplier operations while customer
managers bring in consultative sdllersto help control their own operations.
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Selecting Consultative Choices

Sdling offers practitioners three choices. If they make the right ones, they can maximize the earning power of their
products and services. Before that can happen, they must first redize that the choices are available to them and,
second, that the answers that lead to nontraditional profits and revenues are, themselves, nontraditiona answers.

1.

What do you want to be compared with? All saling provokes comparison. The traditional comparison
positions one supplier's product as better. If you choose to make your customers compare your product
features and benefits with those of acompetitor, the customer will cancel out the smilarities and devauethe
differences by asking you to discount their worth. If the only differenceis price, you will suffer fierce margin
pressure.

On the other hand, you can choose another comparison. Instead of competing againgt the price of ariva
supplier, you can compete againgt the current vaue that customers are receiving from one of their businesses
or business functionsthat you can affect. If itisacost center, what isits current contribution to cost?If itisa
profit center, what isits current contribution to profits? In either case, the customer's current performanceis
your competition. Can you give them acompetitive advantage by helping them differentiate themsavesfrom
their own competitors? Thisiswhat they try to do in their own business. If you can help them, you can sl
them.

When you choose to make customers more competitive, you compete againgt their own rivas: their own
coststhat are unnecessarily high or their own revenues that are unnecessarily low.

Where do you want to attach price? Priceisadways"of something." Thetraditiona object of priceisa
product or service. If you choose to attach your price to your product, the customer will compareit to the
prices of competitive products. If your product is more sSimilar than superior to them, or not sufficiently
superior to make adifference, or isequal or inferior to its competitors, your price will be downgraded.

On the other hand, you can choose another attachment for price. Instead of inviting comparison with
competitive prices, you can position your price as an investment and attach it to the customer's return. When
the customer compares the return against the investment required to achieveit, the rate of return compares
the productivity of investing with you againgt the rate of return from other incrementa invesmentshe or sheis
meaking al the time. The customer'sinvestment performance isyour competition. Aslong asyou equa the
hurdle rate for incrementa investments, you represent an acceptable dedl.

When you choose to make a customer more money, you become a supplier of funds. Y our price, now no
longer acost but areturnable investment, can be directly compared against the return and istherefore freed
from comparison with competitive product prices. Instead of having your price reduced, the customer may
increase theinvestment if it will disproportionately increase the return.
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Whom do you want to make the decision? There are two kinds of customer decision makers purchasing
managers who buy a product's price-performance, and business managers who operate a cost center or
profit center and who do not buy at dl. Instead, they sdll proposasto add vaue to the businessline or
function they manage, requesting funds from top managersto improve their contribution to profits.

Thetraditional buyers are cost-controllers. If you choose to confront them as your decision makers, they will
faithfully negotiate away your marginsin order to lower "the cost of goods bought.” That istheir job. Y our
relationship will bewin-lose, and you will lose more than you win.

On the other hand, you can choose to partner with managers who act as your "economic sdlers’ insdetheir
busi nesses, promoting your proposalsto improve their contributionsto profits. They compete for accessto
funds againgt dl other managers; if they do not get funds, their operations cannot grow, nor can they grow
aong with them. They sdll for you actualy, they sdll for themsealves, with your hep if you can add to the value
of their proposals by alowing them to promise agreater return, afaster return, or asurer return.

If you make the three right choices, you are in position to compare your value againgt acustomer's current vaue,
attach your pricein theform of an investment to your value, and partner with abusiness manager who sgllsyour
vaue. You are Hling like aconsultant.
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Making the Three Conversions

Vendor sdes representatives become consultative sellers by making three conversionsin their mindsets:

1.

They must convert priceinto investment. Priceisacost. Assuch, it has anegative vaue for which customers
will pay aslittle as possible to obtain. On the other hand, investment connotes a return. Return on investment
iIsapodtive vaue. Customers put out money in order to receive acommensurate valuein return.

They must convert aproduct or serviceinto the dollar value that comes from being applied to a customer
operation. Consultative sdllers sdll the vaue added by application (VABA), not the product that is applied or
the service that gppliesit. They are monetizers of their technology's performance, trandating benefitslike
faster time to market or reduced downtime or speeded up cycletimeinto their dollar contributionsto
customer operating profits.

They must convert their focus on making individua standalone salesinto making aportfolio of continuing
saes, each one of whichisalogicd migration fromits preceding sale. A customer's profit improvement
cannot be a sporadic, periodic event. Instead, it must be an ongoing process whose continuous inflow of new
streams of cashis predictable. Reliability of profit improvement is every consultative partnership's middle
name.

The conversion of priceinto investment prepares a consultative sdller to propose giving money to acustomer rather
than taking it away to change what has traditionaly been the cash outflow of a purchase decision into the cash inflow
of an investment's payout.

The conversion of technicd performance into financid performance defines the subject matter of sales consultation:
improving customers profitability so that their competitive advantage is enhanced.

The conversion of product-line sales management into profit-project portfolio management enables consultative
sdlersto integrate their mission with the customer operating managers who must become their partners. They plan
long term; so must consultative sdllers. They must grow their asset bases; so must the sdllers. They are paid for their
performance in maximizing the rate of return on the assatsthey employ; so must the sdllers.

Whereas vendor saes representatives are exhorted to "move theiron,” consultative salers move money. They move
customers capitd fundsinto investments. They move investmentsinto returns. They move the return from each
investment into afollowing investment. Like their customers, consultative sdlers make money only when they keep it
circulating in waysthat add to its vaue. The three conversions they must undergo are required to maintain money in
motion. Idle money represents downtime. Profitless investments are the equivaents of scrap. Both take customer
funds out of circulation, whereasinvestmentsin rapidly turning-over profitmaking proposas replenish funds, indtill
motivation to gainfully employ them, and assure consultative sellers of a perpetudly prospective customer base.
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Applying the Consultative Selling Process

Figure -2 shows the four-part Consultative Selling process: [1]
1.

It starts with a va ue database on the values you normally add to customer operations. Y our normal
vaues-added your "norms’ are derived from the val ue database.

By comparing customer revenues and costs againgt your norms, alead database is automaticaly created. A
lead opportunity exists wherever your norms offer a competitive advantage over acustomer's current
performance.

Proposable leads flow into closable proposals. The outcomes from each closed proposa are fed back into
the value database to fertilize your norms.

The process culminates with a partnered penetration plan that locksin your consultative partnership and

locks out competition.
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[from “Fast-Value Calculator™)
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Figurel-2: Conaultative Sdlling work flow.

For many suppliers, such as manufacturers of components and subsystems to original equipment manufacturers
(OEMs), Consultative Sdlling istheir saving grace. Without it, they become vendors by default, asthey stand by
helplesdy and watch their products disappear and their margins along with them ingde their OEM customers
equipment.

"We are such asmadl part of the end product,” they lament. "The user never sees us. Unless something goeswrong,
he never knowswerethere." Or "There must be hundreds of suppliersthey could buy from instead of us. If wetry to
raise our price, were gone."

Honeywd | Control Systems once said these same things. Then, applying Consultative Sdlling strategies, Honeywell
has begun to quantify the added valuesthey can bring. They have come up with a checklist of dollar-vauable benefits
for their OEM customers, each one of which can form the basisfor high-margin sdes:

Customer Revenue | mprovers

1.
Faster new product start-up time
2.
Improved product yield
3.
Improved qudity
4.

Assured production scheduling

Customer Cost Savers
1.

Reduced ingdlationtime

Reduced maintenancetime

Reduced labor

Reduced process downtime
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Honeywell has also prepared a checklist of added vauesthat can be offered by OEMsto their own customersasa
result of the contributions made by Honeywd|'s controls:
Customer's Customer Revenue I mprovers

1.

Product uniformity

Same-day order fulfillment

Longer term warranty

Reduced downtime

Customer's Customer Cost Savers
1.

Reduced energy costs

Reduced manufacturing cycle costs

Reduced environmentd pendties

Reduced costs of scrap and rework

Honeywdl's controls still remain unseen unlessthereistrouble. But Honeywell's contributions to customer profitsare
now madeimmediately visble, before ingtalation, on a PIPWARE cost-benefit analyss. By equipping its customers
sdesforceswith their own cost-benefit analyses and training them to sdll consultatively, supplierslike Honeywell can
hel p create cash flows that they would never otherwise be able to effect and can partner with therr OEMsin sharing
the benefits. "We can point to at least $65 million in increased business," says marketing VP Ralph Genes, "and that's
probably low."

The same strategy can be employed with dedlers, distributors, and third-party value-added resdllers (VARS). Inthis
way, supplierswho arelow on ava ue chain can extend their reach to end users to whom the value added is highest
and whose gains are greatest.

[1]Fast-Vaue Calculator ™, Fast-L ead Targeter ™, Fast-Close Proposer @, and Fast-Penetration Planner @ are
modules of the Consultative Sdling e pert xystem.
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Condensing the Sales Cycle

When you sell as avendor, you invite the two-pronged costs of a drawn-out sales cycle. Y ou incur the direct costs
of selling over and over again until asaeismade or logt. Either way, you aso incur opportunity cost. Whileyou are
waiting to close with one customer, you are delayed in starting up anew sales cycle with another. Y ou pay this part
of the pricein lost opportunities or inflated costs for saff that could be smdler if it could be freed sooner to make the
next sde.

Vendor saes cycles are unnecessarily prolonged because it isin the customer'sinterest to trade off time for the price
cutsthat inevitably accompany it. Consultative Selling makes time the customer's enemy. Delay works againgt the
customer because it increases the opportunity cost of not improving profits day by day, week by week, and month
by month. The longer the customer delays, the greater the cost. Once arevenue improvement or cost reduction is
available, the customer must begin to flow it into operations or it islogt, either in whole or in part.

Thisinterna pressure to improve profits provides customers with a strong incentive to close proposas. Each day's
delay postpones payback of their investment and moves the eventua return on the investment at least one more day
into the future. Because of the time value of money, each dollar they can obtain from working with you isworth more
to them today than it will be worth tomorrow. If they haveit today, they can invest it. By not having it until tomorrow,
they sacrifice the value of both the principa and itsinterest.

By prolonging your saes cycle through vending, you sacrifice the contribution your own sales force can make to your
profits. Assumethat you currently have atwelve-month sales cycle, which isacommon cycle in tedl ecommunications
and data processing system sales. Make the further assumption that each sales representative has an annua quota of
$1.5 million and costs you $300,000 ayear. If you can shorten the sales cycle by only one month through
Consultative Sdlling, you can save $25,000 on the cost of each representative each year. The extramonth of selling
timewill give you an incrementa yearly gain of $125,000 in sdesby each sdler.

Thisadds up to atotal improved contribution per representative of $150,000 ayear. If ten representatives deliver the
sameincrementa contribution, you will have achieved the equivaent contribution of one additional representetive
each year: $1.5 million that you will not have to spend asingle dollar to redlize. These virtud saes representativesare
your most productive sellers because they generate only revenues, no costs.

Figure |-3 shows the Hewlett-Packard sales cycle, typical of vendors. The close takes place, if at all, at the end of
€leven successive steps.
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Figurel-3: Vendor sdescycle.

Theorigin of the time costs and direct costsin the H-P type of salescycleare shownin Figurel-4. Line A-B
represents the increasing direct costs of sales from a prolonged sales cycle. It also includes the opportunity costs of a
delayed close that postpones the cregtion of areceivable. While these costs rise as the vendor sales cycle goes on,
line C-D shows how the net present value (NPV) of the vendor's technology decreases over time, making it worth
less when the customer finally decidesto buy. The customer isbeing cheated of the supplier'svalue aswell but isable
to compensate for some of the loss by paying alower price.

MET PRESEMT VALUE

oirecT costs OF

TIME COSTS

Figurel-4: Vendor sales cycle codgts.

Applying atechnology to add value to acustomer businessis a 180-degree different strategy from adding value to
the technology. When you claim that your technology can be an endbler of improved customer profitability, you take
on two new respongbilities. First, you must know the customer businesswell enough to know how to enableiit.
Second, you must know how much of a contribution you can maketo its current values and how soon you can make
it.
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The second responsibility makesit necessary to learn how to convert technical valuesinto economic values, in other
words, to trand ate operating performance specificationsinto financia specifications.

Thefirgt respongbility introduces you to the customer's world of management acronyms:

Y ou have to know each customer manager's CSFs (critical success factors) that compose the 20 percent of
all the factors that person must manage that contribute 80 percent or more to success.

Y ou have to know each customer manager's KPIs (key performance indicators) by which hisor her success
in managing the critical factorsis measured and the objectives for improving them that each manager istasked
with. For each KPI you have to know the industry BOB (best of breed) or BP (best practice) against which
your manager partners are being evaluated by their top managements.

Y ou have to know the EV A (economic vaue added) that each customer manager is currently contributing to
total profits, and you have to learn the economic value you are able to contribute over and above the current
EVA. Thisisyour "product.” Itsvaluein dollars and time becomes the basis for your price.



This document is created with the unregistered version of CHM2PDF Pilot

Making Yourself the Number-One Asset

Theway customers determine their return on the investments they make when they buy from you isto divide their
profits by the amount of the investment. Thistells them whether they are going to come out with anet gain by doing
businesswith you and, if they are, how muchitislikely to be. It isup to you to tell them how you will make money
for them. Will you help them increase their volume or their margins? Or will you hel p them reduce their operating
costs? Or will you do both? If you can answer yesto any of these questions, you may be ableto sdll to them on the
basis of your return instead of your cost.

Onceyou free yourself from being positioned as an added cost, customers will be able to regard you as an adder of
value an asset whose investment pays back a profit. The price that you ask them to pay to invest in the assets you
want to sall to them can now be freed from being attached to the asset itself and can become related to the
customers return. By relating your price to your vaue as aprofit contributor instead of to the performance features of
your asset or to the prices of your competitors assets, your price will be seen as an investment in a profit-making
asset.

The V word value isthe key word in Consultative Sdlling. Consultative sdlersknow their vaue, sall their vaue,
position their value astheir product, and priceitsvalue. They take pridein their value and are sure about their ability
to ddliver it to their customers. Their valueisnot in providing aservice. Instead, their serviceis providing their vaue.

Conaultative Sdlling makes "getting to close” predictable at ahit rate that isvirtudly oneto one. Therearetwo
reasonswhy thisis so: It compels buy-in on first proposa from customer managers who want to redize the full net
present value (NPV) of asupplier's technology without incurring the opportunity cost of delay; and, just asit wins
faster, it enables suppliersto lose faster and cut their losses as soon asthey perceive, during preliminary proposal,
insufficient partnerability on the part of acustomer. This saves them the ongoing costs of making one cut after
another, only to end up with discounted margins that can make a sale profitless, assuming it eventualy takes place.

In these repects, not only is Consultative Selling the master quantifier of added values, but it isaso the unfailing
qudifier of opportune and inopportune saling Stuations.
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Chapter 1. Consultative
Positioning Strategies How to
Become Consultative

Overview

In just three sentences you revea whether you are a consultative sales representetive.

In the first sentence, a consultant identifies acustomer problem in financia termswhat the problem is cogting the
customer or what the customer could be earning without the problem. If you mention your product or service, you
are vending and not consulting.

In the second sentence, a consultant quantifies a profit improvement solution to the problem. If you mention your
product or service, you are vending and not consulting.

In the third sentence, a consultant takes a position as manager of a problem-solving project and accepts
single-source responsibility for its performance. In the course of defining the project in terms of contribution to
customer profit, you are able to mention products and servicesfor thefirg time.

If you are sdlling as a consultant, it is easy to predict what the fourth sentence must be. It will be a proposal of
partnership with your customer's managersin applying your system to solve the customer's problem.

A consultant's problem-solving gpproach to selling requires helping customersimprove their profits, not persuading
them to purchase products and services. To solve acustomer's problem, aconsultant must first know the needs that
underlieit. Only when acustomer's needs are known can the expertise, hardware, and servicesthat compose a
systemn become useful components of their solutions. Thisisthe difference between servicing aproduct and servicing
acustomer. It dlows your relationships with customers to be consultative rather than the smple sell-and-hill
relationship that characterizestraditiona customer-supplier transactions at the vendor level.

Theided postioning for aconsultative sdler is customer profit improver. Y ou can achieve this postion by affecting
one of acustomer's operating processesin two ways. reducing its contribution to cost or increasing its contribution to
sdesrevenues. A consultative sdller's primary identification with profit improvement rather than with products,
equipment, services, or even systems themsealves gives the sal es gpproach an economic objective. It focuses attention
on the ultimate end benefit of asde, not its components or cost. This gives you the same profit-improvement
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positioning as your customer has. It aso professiondizes your misson by expressing it in business management terms,
not salestak.
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Selling Return on I nvestment

From a customer's point of view, a consultative sales representative is an integral part of every sale. Unlike product
vendors, who are identified as a part of their own company and therefore do not go along with the sale of their
product or service, consultative sellers are embedded in their systlems and are "packaged” dong with them. Although
apiece of equipment may endure longer than the equipment vendor does, the consultative sdller generally goeson
making an important contribution to customer profit long after the origina system has been ingdled. The sdler's
durability with a customer aptly definesthe vita role asdler plays over and above the other eements of aconsultative
sysem.

A consultative sale isnot the sale of products or equipment. Nor isit the gift of so-called "vaue-added services,”
which are actualy cost-added services, since their dollar value added to customer operationsis amost dways
unknown and their cost is amost always unrecoverable by attemptsto price them. A consultative sdleisthe sdeof a
positive return on the customer's investment: the economic impact of what is sold and not the components of the sde
itself.

The mogt difficult chalenge to consultative sdlersisto stop sdlling products and start selling the added financia vaues
that they can contribute to a customer's business. This requires more than merely substituting one vocabulary for
another; it means subgtituting one mindset for another. Before this can be done, however, you must first undergo a
desengtization to traditiona product effiliations.

Most sales representatives metamorphose into consultants through atwo-stage process. Thefirst stageisto forsake
performance benefit orientation for financial benefit orientation. Thisis akin to the classic features-versus-benefits
converson that dl vendors undergo. It isthe next order of magnitude. But in Consultative Sdlling, performance
benefits are insufficient reasons for a customer to buy. Performance benefits describe what a product is; they areits
operating specifications. Consultative Sdlling requires a seller to describe what a product does; these areitsfinancia
specifications. It isthe end accomplishment of a product's performance benefits that must be sold.

The second stage in trandating performance benefitsto financid benefitsisthe caculation of their dollar vaues. These
values, referred to as incremental profits, are the consultative seller's stock in trade.

Product desengtization starts with awareness that systems sdlling isatrandated didogue. All systems components,
including the systems sdller, must be trandated into a customer vaue. Hanging out alaundry list of systems
componentsis meaningless unlesstheir individua contribution to the customer'sincrementa profit is quantified.
Mentioning product, elaborating on the technological superiority of equipment, extolling its congtruction
characterigtics or other qudities al are meaningless unlesstheir incrementd contribution to the system's capability for
profit improvement is quantified.

Trandating product performance benefitsinto incrementa profit benefitsisthe way consultants must think. "What is
the contribution to customer profit?" isther key question. They sendtize themselves to bottom-line thinking because
they have learned that intermediate-line thinking fails to accomplish two key objectives: to position their cussomers as
clients, snceaclient isa bottom-line beneficiary; and to position themselves as consultants, Snce aconsultantisa
supplier of bottom-line benefits.
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Nothing will deposition a seller from aconsultative stance faster or more certainly than lgpsing back to a
preoccupation with the product. It isthe consultative sdler's deadliest Sn and an ever-present pitfal. At acustomer's
top tier, it can befatal. Theword product rather than profit lies poised from long habit on thetips of most vendors
tongues, ready to undo them. The best way to avoid dips of the tongueisto learn to use the new frame of reference
in pardld with the old one and trand ate as you go. Whenever a product is mentioned, defineit immediatdy interms
of its contribution to customer profit. Thisiswhat customers do; they listen for the numbers. Consultative sellers must
become sengitive to this need and ddliver the benefit that customers seek: quantification of the dollar values they will
receive, not enumeration of the products or their performance specifications.
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Talking M oney

In order to consult with customer operating managers on how they can improve their contribution to profits from an
Investment they make with you in something you may call your "solution” you must counsdl with them in their own
terms. These are not the vendor's terms of product features and benefits or price and performance. They are, instead,
the basic language of business management in its most dementary form: Business Management 101.

At the customer manager level, "business-esg" isthe only language spoken. It istransaction tak, the language of
money being transacted. It is charged with action verbs: funds being invested, investmentsbeing returned, cash
flowing, payback occurring, profits improving, costs being reduced, revenues being increased, and market share
being gained. But these are smply ways of expressing what is happening to the subjects of these verbs, the dollars
themsalves. Customer manager talk ismoney tak.

What do you have to know in order to "talk money” well enough to be conversant in "business-ese?' There aretwo
requirements: to know how money is classified and to know a customer's current money base of costs and revenues
and how much you can affect them.

Classifying Money
Money isclassfied into Sx mgor categories.
1.
Investment what customers pay ouit.
Return what they get back on what they pay out. The rate of return isthe ratio of return to the investment.
Payback when they get their investment back.
Net profit what they make on their investment or their increment over and above payback.

Cost an investment on which thereisno return.

Opportunity cost the profit they could have made on adifferent investment.
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Analyzing the Customer Money Base

Conaultants ask for incremental investments, money that is over and above the basic fixed-cost investmentsin the
business asawhole. In return, they propose incrementa profits. Incrementd investments are discretionary.
Customers choose among them on the basis of the best combination of muchness, soonness, and sureness that meets
their needs.

Most consultative sdllers propose incrementa profit improvement. The rate of return is caculated only on the
incrementa investment in the proposal, which tendsto make it exceedingly high. The customer'stota investment in
the busnessasawhole, or itstota corporate return, isirrdevant. Consultative Selling takes place in the arena of a
customer's miCroeconomics.

For that reason, the customer's balance sheet and income statement are neither causes nor effects of Consultative
SHling. They will rardly, if ever, suggest leads. Equally rardly will they be impacted by aconsultative sdller's
incrementa improvement of any one business manager's contribution to profits. Y et, for the individud business
manager whose profits are improved, the consultant's contribution can be amatter of life or desth.

The consultant's micro impact makes a customer's annual report and 10-K interesting background reading but
generdly unproductive in targeting leads for Profit Improvement Proposals.

Whileit istruethat al improved contributionsto corporate profits flow to the corporate bottom line, they cannot be
found therein annual or quarterly reports. In businesses of medium size on up, incrementa profit improvementsare
subsumed in tota profits. This makes annual or quarterly reports worthless as score-cards. For the same reason, they
are dso worth very little aslead targeters. Even when individud lines of business are broken out separately, the
breakouts are amost always too large to be able to identify operation-specific cost problems or revenue
opportunities for PIPping.

As background for operation-specific lead targeting, only the income statement offers anything of vaue. It shows
whether profits are going up or down. The presdent's|etter tells you the officia reasonswhy. It may aso indicate
corporate prioritiesinto which you can tie a PIPs businessfit.

Theincome statement dso letsyou learnif totd earnings are growing by giving you the information to calculate profit
margins. If you divide annua net income by annual salesfor the past three years, you can seeif margins are shrinking
even if salesvolume has been risng. Thistellsyou that businessis being bought rather than sold and that your profit
improvement projects must be structured to help restore income.

If you divide the cost of goods sold by total saes, you may see additional evidence that profit improvement is needed
If cost as a percent of sales has been rising over the past three years.

The ability to interpret an annua or quarterly report's data, more so than the dataiitself, isakey resource. When a
customer announces an earnings gain of 15 percent, it is easy to seeit asagrowth company. But if you compare the
rate of earnings growth to revenue growth, you may see that earnings are growing faster than revenues. If so, earnings
are coming from cost management, especially cost-of-sales management, and not from sales. The chal lengeto grow
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thetop line, which isthe key performance indicator of a growth company, isgoing unmet.

If you want to predict how likedly it isthat top-line growth will increase in the short term, you can try to estimate the
short-term growth potentia of current sources of revenue. In the case of Hewlett-Packard, most of its growth
revenues are from low-margin products like persona computers and printers that are subject to continuing price
erosion. If H-Psmarket continues to shift to lower-priced models, both revenues and earnings growth will come
under increasing pressure.

The data you need to qualify and quantify a customer's consultative needs cannot be found in reports. It is
business-line-specific and bus ness-function-specific and consgts of two categories of data:

1.

In aprofit-centered line of business, what contributionsto its revenues and earnings being made by its critica
products and services can you affect? What is the gap between the current contribution of a product or
service and the line managers objective to increase it? Can you help them close the gap enough to make you

acompeling partner?

In acost-centered business function, what are the current contributions to the function's costs being made by
its critical factorsthat you can affect? What is the gap between the current contribution of afactor and the
function managers objective to reduceit? Can you help them close the gap enough to make you a compelling

partner?

When you know the answers to these questions, you will be ready for your first conversation in "business-ese” with a
customer manager. Y our objective will beto reposition both of you: your customer into aclient and yourself into a
consultant.
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Moving the Deltas

Businessestraditionally focus on moving tons, barrels, cases, and carloads. When they become consultative sdllers,
they move the ddltas the differences between the improvement they can contribute to a customer's costs or revenues
and their current amounts.

Conaultative Sdling isadtrategy of incremental businessimprovement, delta by ddlta, over the commercid life of a
customer partnership. Each PIP proposes an added delta, which isits product.

If acustomer's current cost of carrying inventory is $2.5 million ayear and a PIP proposesto reduceit to $2.0
million, the consultative seller's product isthe delta of $0.5 million in savings. If acustomer's current slesare $10
million and a PP proposes to increase them to $15 million, the seller's product is the delta of $5 million of new
revenues.

Each successive PIP must be tasked to improve the incrementa gains of its predecessors. In thisway, a customer's
business improvement can be continuous, and that business's consultative sellerswill never be out of work.

Theincrementa nature of consultative sales aso affects customer investments. For the purposes of cost-benefit
analyss, acustomer whose current cost of salesis $100 million and who invests $5 million to reduce them isincurring
anincrementa cost of only the $5 million that is chargesble to the consultative sdller. The customer isnot ligble for the
tota current cogt; the seller's responsibility isto make the incrementa investment of $5 million reduce the cost of sdles
morethan it addstoit.

Defining a delta as an increment is not meant to minimizeit. Deltas that are too small may not be considered
compdlling enough for acustomer to fund. The return involved may not be worth the investment, eveniif if isonly a
little one that will be at risk for ashort time. Nor may asmdl investment be worth alocating amanager'stime against
it.

On the other hand, blockbuster deltas that encompass several increments at once may not be considered credible or,
if they are believed, manageable. Very few customer managers are experienced in redlizing rates of return of severd
hundred percent.

Suppliers ddtas aretheir differentiators. Their cumulative average becomes the suppliers norms. When they are
repetitively achieved over time, they brand the suppliers offerings by quantifying their value. Not only doesthis set
them gpart from the competition, but it also positions the suppliers businessin their markets. They come across as
the number one or also-ran cost reducer or revenue gainer for the operations and lines of businessto which they are
dedicated.

In Conaultative Salling terms, customer relationship management (CRM) is the management of a continuous stream of
ddltas moved into a customer's operations. No matter how many other ways suppliers relate to their customers,
improving customer profitsisthe single most important transaction that can occur between them. All dseispardey
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Norming Your Value

When you average your added values on an application-per-operation-per-industry basis, you come out with your
norm for your ability to add vaue to that operation in that industry with that gpplication: your normal value. A norm
isthe composite of your consultative expertise in improving customer profits. Consultative sdlerswho sdll from their
norms are routinely ableto say provocative thingsto their cusomers.

"According to our normsfor the optima layout for a print shop of your volume and type of production,” 3M can say,
"your current layout is depriving you of up to $1 millionin profits every twelve months of operation.”

"According to our normsfor an optimal receivables collection system for food processors” AT& T can say, "you can
improve the profit contribution of your current system by an average of $500,000 ayear.”

Norms are the consultative penetration tool. All consulting professionas work from norms, whose metrics represent
their track record their sngle most important possession and the foundation of their reputation. When their normsare
the industry standard, they can use them to issue a"norm chalenge' againgt a customer's current normsaswell as
competitive norms. The chalenge developsleads. Hereisthe standard of performance for this critical success factor
in thisbusinessfunction or businessline, it says. How do you compare? If my norms are better than yours, ask me
how | can bring you closer.

IBM sdesrepresentatives apply their norm templates to the manufacturing operations of pharmaceuticals makerslike
this

Our modd design for automating a process like yours can hel p you reduce up to $200,000 in labor. According to
our norms, your manning is excessive by five workers. Y our control processis aso dower than our sandard in
gpotting and aerting you to deviations from specification. Thiswill be reflected in added costs for quality assurance,
scrap, and downtime. Y ou can avoid these costs by computerizing your product testing and quaity assurance. The
difference between our modesin these areas and your operations can yield you up to three quarters of amillion
dollarsinthefirs year.

Unless you know the norms that a customer manager uses to make decisions and address them head-on in your
PIPs, you can never achieve a one-to-one acceptance ratio of PIPs proposed to PIPs closed. Airbuslearned this
lesson when it came to Bob Crandall, when he was CEO of American Airlines, to propose a purchase of its
600-passenger jet based on alower cost per seat mile than the Boeing 747. Cranda | never looked at the Airbus
cost-benefit andlyss. Because he regjected the criterion on which it was based, it was irrelevant whether or not its
numbers added up. "Big planes pay off only when they fly full,” he said. "People don't want to get into an airplane that
has 600 people and go to a place where they have to stand in line for two hoursto get through customs.” Asaresult,
he concluded that "the fact that it's cheaper to fly per seat doesn't make any difference. Therea cost ishow much it
Costs per passenger.”

Airbus may turn out to be more accurate than Cranddl in ng the market for big planes. It makes no difference.
Crandd | may be wrong about cost per passenger being more important than cost per seat. It makes no difference.
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Aslong as Crandd|'s key performance norm is cost per passenger, that iswhere and only where he will look for a
sgnd to buy.

Y our norms announce what is specia about you: Y ou know how to improve the profits of certain types of business
operations. Y ou know the standard specifications of what their profit vaues can be for these business functions;
indeed, you are probably the discoverer and maker of many of them. If customers already exceed your norms, you
can help them maintain competitive superiority. If your norms are better than a customer's current performance, you
can help bring the customer up to your standard va ues.

Y our norms not your products must become your consultative stock in trade. Y ou sdll consultatively by
Superimposing them over the current norms of customer businesses. A customer's new product norm may be only a
plan. It does not matter. The plan contains apro formafinancid projection of the business-to-be. Thisisits as-if
norm: asif it were up and running. Y our normisan if-then modd: If the customer adopts your solution, then the
customer norm more nearly approaches your own. The customer becomes improved.

At any given time, you can assess your competitive advantage as a consultative sdller in other words, the value of the
net profits you normaly contribute to your customers by checking out your norms according to three criteria

1.

Are they better than enough customers' current performance? If so, you will have continued proposal
opportunity.

Arethey better than your customers' industry average performance? If so, you may have acompetitive
advantage over other consultative sdllersto bring customers up past their industry average.

Arethey better than or as good as each customer industry's best practices? If so, your normsarethe
industry standard of performance for al customers who want to achieve best practices.

Templating Proposable L eads

A consultative seller's database must be compartmentdized into three modules that he or she can scan left to right to
target proposable leads:

Our Norm Industry Average Norm Cugtomer'sCurrent Norm

For the sdller, Our Norm must be better than Industry Average Norm in order to be the norm leader. Our Norm
must a so be better than the Customer's Current Norm performancein order to have a proposal opportunity, either
to improve customersto theleve of industry average or to bring them closer to "our norm.”

Norms give a consultative sdller the vocabulary to speak in busness-ese likethis:
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Our Norm for average cost of recordkeeping of purchase orders, inventory reconciliation, and other related
transactionsin your product category is X dollars. Y our cost isthree times higher than our norm.

Our Norm for average sales per square foot in your product category is X dollars. Y our sales arefivetimes
lower than our norm.

Our Norm for out-of-stock in your product category is X times per quarter. Y our out-of-stock issix times
greater than our norm.

Using norms, aconsultative sdller can get ahandle on a customer's perception of the values that can be added by
conducting chdlenging didogs like these:

"It takesyou 3.0 hours to complete adesign cycle. Our normis 1.7. What isthe value to you in costs saved
and faster revenues for every 30 minutes we can bring you closer to our norm?”

"It takes you 72 minutes to make a die changeover. Our norm is46. What is the value to you in costs saved
and faster revenues for every 10 minutes we can bring you closer to our norm?”

"It takes you 3.6 years to introduce anew modd. Our norm is 2.9. What isthe value to you in costs saved
and faster revenues for every 30 dayswe can bring you closer to our norm?”

Y our norms are your value metrics. They say that there is a better way than the one the customer is currently
practicing. The profit difference between the customer'sway and your norm represents your added vaue. If you can
enable a customer's new product, for example, to enter its market one month earlier than its plan, the dollar value of
that month's earnings and the advance of one month in achieving payback of the product's funding represent your
added value.

Thefirg thing that you should propose to acustomer isyour norm for the customer's business or business function.
"If your operation can more closely approach my norm,” you can say, "some or al of the added value representing
the difference between them can be yours."

What you do not ask is as important as what you do ask. Y ou do not ask, Do you want my product, service, or
system?’ Nor do you ask, "Do you want my solution?" or Do you want to buy from me?" Y ou need only ask
whether the customers want their operation to approximate your norms more closaly. When you ask that question,
you are proposing to sall in a consultative manner. When the customers ask how they can make their operation come
closer to your norm, they have begun to "buy™ from you.

As soon as you know your normal benefit on an application-per-function or application-per-operation or
per-process basis they are dl ways of saying the same thing you can useit in two ways.
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Totarget leadsfast in customer operations where the current revenue performance is below the level of your
norms or where the current cost performance is above them.

To get to proposd fast by presenting a preliminary benefit that can bring the customers current performance
closer to your norms.

Y ou want to be able to say something like thisto command a customer manager's attention:

We are experienced in improving the contribution to profits made by your operation. Our norms show that managers
who implement our solution can increase their revenue contribution or decrease their cost contribution by
goproximately $x withiny period of time. How do these norms compare with your current performance? If
performing closer to our norms can make you more competitive, what if we can work together theway we are
proposing to achieve a $000 minimum improvement within the next 00 months?

Creating Norm Warehouses

The norms you work with come into play as soon as you choose a category of performance you want to improvein a
customer operation where you believe you can bring the contribution to profits closer to your norma performance.

At that point, you compare the customer's current performance against your norms. If your norms are superior, you
have alead to prepare a Profit Improvement Proposal.

A matrix for warehousing your norms on an industry-specific basisisshownin Figure 1-1. For each line of business
or business function that you sell to, enter the mgjor operationswithin it that you affect acrossthe horizontd axisand
your mgjor gpplicationsthat can improve their performance down the vertica axis. Where each gpplication intersects
each operation, the matrix shows your normal range of added value. Y our normsthat rank as a customer industry's
best practicesidentify the categories in which you can be the "category killer" the owner of the standard vaue of its
outcome. Killer normsare your brands, your "product line" of high-margin earnersin return for their high added value.

Application A

Application C

Application B
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Figure 1-1: Norm matrix.

Normsthat are not best practicesidentify your commodity applications. They earn you less and cost you moreto sdll
because you must compete against someone el se's category killers.

When a customer operating manager calls out, "Who owns the normsfor my performance in this category?' your
voice must be the only oneto answer if the question addresses one of your category-killer applications. If someone
else answers, you may be redundant. If everyone el se answers which meansthat no one ownsthe norm you are a
vendor even if you cal yourself aconsultant.

A Norm-KPI Matrix modeled on the App-Op Matrix shown in Figure 1-1 can be used to provoke lead targeting by
highlighting applications whose norms can improve key indicators of a customer's performance. This can make
proposable PIP opportunities trangparent and enable more fast closes.

Intheform of digital dashboards, both matrices can be installed on a corporate intranet for rea-time accesson a
24/7 basis. They can be made customer-specific, so that only each customer's account manager can view them, or
they can be open to an entire consultative sales force on acollaborative lottery basis: anyone who isfirst to suggest a
winning value proposition receives abonusthat is percentaged on totd PIP profits.

Digital dashboards can dso be created to enable online assessment of consultative sellers performance by their sales
managers. An automated data collection process can hel p keep tabs on how each individud sdller is performing
according to key indicators aswell as on team, industry, and regiona performance. Key consultative seller
performance indicators can include the ratio of PIPs closed to PIPs proposed, average cycletimeto close, average
investment-to-profit ratio per close, and average vaue of each migration PIP.

Making Norms | ndustry-Specific

Norms are meaningless unless they are industry-specific. Industry designations do not get specific until they are
defined by athree-digit Standard Industrial Classification (SIC) code, such asthe seven classes of Primary Meta
Indudtries

SIC Code I ndustry Subcategory
331 Blast Furnaces and Basic Sted Products
332 Iron and Stedl Foundries
333 Primary Nonferrous Metds

334 Secondary Nonferrous Metals
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335 Nonferrous Ralling and Drawing

336 Nonferrous Foundries

Within each three-digit code are four-digit subclasses. The code 3321 contains gray and ductile iron foundries, while
3322 contains maleableiron foundries. Asagenerd rule, three-digit norms suffice. But if you do alot of busnessina
four-digit subclass, it will pay you to correlate your normsto itsimproved outcomes. Otherwise, aniche specidist

can beat you.

Y our norms must average the aggregate val ues you contribute to a specific operation in aline of business or business
function in the industry asthe result of each application.

Applications must be equally specific. The exact specifications, configurations, or installation requirements of an
gpplication may vary even within the sameindustry. Y our norms should account for them by being prefaced with
predictive modifiers, such as

Above/be ow average engineering changes

Above/bdow average specification deviations

Above/bel ow average labor content

Abovelbd ow average use of multiple materids

Above/below average production of multiple parts

Abovelbdow average generation of multiple product variations that cause multiple customized setups

Above/below average length of production runs

If you sdll to manufacturing customers, you should creete a correlate to the SIC classification system with an SPC

Index for Standard Process Classifications and an SCC Index for Standard Cycle Classifications. Y ou can model
them likethis



This document is created with the unregistered version of CHM2PDF Pilot

Standard Workflow Classifications

001

002

003

005

Standard Cycle Classifications

101

102

103

104

105

106

Information Systems Workflow

R& D Workflow

Engineering/Product Devel opment Workflow

Manufacturing Workflow

Inventory Workflow

Sades and Service Workflow

Product Design and Development Cycle

Production Cycle

Inventory Cycle

Order Entry/Shipment Cycle

Billing and Collection Cycle

SdesCycle

A norm'sworth is derived from its specific application-to-operation nature. Thisisthe only way that your norms can
act as shorthand representations of your ability to solve customer business problems: your normsfor costs saved by
reducing labor content or reducing scrap in amanufacturing operation, or your normsfor revenues gained by
speeding up product design and development cycletimesin R&D.

Sdling based on customer industry normsis commodity sdlling. Industry norms are commodities. They are available
to you and to your competitors dike. They give you no meaningful differentiation. Nor do they give your customers
the competitive advantage to take |eadership even if you succeed in improving their current normsto the industry
leve. Industry norms are competitive floors, not cellings. To perform at or near the industry norm ismerely a
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customer's entry pass into competition, not abadge of superiority. Competitive parity issignaled by the industry
norm. Competitive advantage takes place aboveit.

Bringing Customers Closer to Your Norms

Asanorm leader, you can offer customers ademonsirable advantage over their competitors by bringing them closer
to your norms, which should be significantly superior to the industry average. This ability to help your customers
compete more cost-effectively is your own competitive advantage as a consultant. It transcends your product price
and performance, your deals and discounts, features and benefits, or any other aspect of your businessand its sales
propositions. It isthe added vaue that your customers buy when they buy from you.

Without norms, you cannot quantify prospective customers. Y ou may be able to learn where they hurt; where their
"pain points' are. But you cannot know how much you can easethe pain, if at dl, or how long it may take. Nor can
you know the value that easing the pain can add to the customers operation where the hurt or opportunity islocated.

If your customers are providers of supply chain management software and you supply solutionsto businessesin the
SIC code 7372, your experience tells you that they derive revenues primarily from software licenses and services
such as consultation, maintenance, and training. Y ou also know that their two major cost centersare R& D and sales,
both of which account for about two-thirds of their total costs.

Y ou are most likely to target your leads where the customers magjor sources of revenue bunch up and where the
magor cogts cluster. But without norms, you can end up asking of everything you learn, " So what?*

What if you learn that the customer's revenues from license fees have decreased 38 percent from ayear ago? So
what? If you do not have norms for the value you can add to license fee sales, how can you make acompelling
proposa to increase them? By how much can you normaly raise them? How soon? How sure can you be?

What if product development costs have been increasing by an average 23 percent year over year? So what? Can
you help speed up the customers innovation cycle time? Can you help expand the number of commercidizable
products that come out of their R&D?'Y ou cannot answer these questions unless you know how much value your
solutions normally add and how soon they normaly add it. Within the context of your norms, you can cal culate your
va ue propositions with maximum certainty that they can pay off.

If the customers profits are coming more from turning over licenses at discounted feesingtead of high unit margins,
can you help? How sure are you? If their saling cycle takes an average of twelve months, can you reduce it? By how
much? How soon? At what value to the customers? Based on the value, at what priceto you?

The superior level of your norm value superior to both the industry average and your customer's current performance
in an operation's dollar contribution to profits should brand you as the partner of choice. By contrast, your
competitorswho sdll from industry normswill be sdlling commaodities. Even though they can propose customer
improvement, they cannot propose leader ship.

Maintaining asuperior norm marginiscrucia to your branding. Every time you perform below it, you lower it; every
time you lower it, you come back to the pack of competitive commodity suppliers. Thisisyour main incentive to
work at your best. It aso warns you to work only with customers who want as badly as you do the growth that your
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norms promise, who have the managers and support staffs who can partner additively with you, and who will be
Impressive references for your track record as norm leader.

A modd set of norms, in thiscase "normson acard,” isshown in Figure 1-2. Theinformation on this
three-by-five-inch card represents the normal savings that an automated process controls supplier can make in the

magjor cost contributorsto a pulp mill's operations.

Critical Success Factors Norms for Cost Contrib/YR[*] ($000)
Labor 4,000
Chemicds 4,600
Wood 2,300
Energy 2,100

[*1250, 000 Ton/Y R Mill

Figure 1-2: Normson a card.



This document is created with the unregistered version of CHM2PDF Pilot

Chapter 2: Consultative
Positioning Strategies How to
Penetrate High L evels

Overview

Top-tier customer management rarely dealswith vendors, and then only under duress. They speak different
languages. Vendors speak price and performance; management speaks value and profit. Vendors speak of thelr
competitors;, management is concerned about its own competition. Vendors wonder when management will ever buy;
management wonders when vendorswill ever leave.

Vendorswho stand before their customer'stop tier will not do so for long, or soon again. For consultative salersto
make astand, and make it again and again, they must be prepared to spesk the language of management, address
customer concernsingtead of their own, and put to work their knowledge of the customer's business so that a
demonstrable improvement not just a shipment of goods takes place.

Key account sales representatives who want to penetrate the top customer tier must position themsalvesto discuss,
document, and ddliver their answersto the question, "How much profit will you add?"

In order to be accepted as profit improvers, sales representatives must pledge alegiance to the Consultant's Credo,
reproduced in Figure 2-1. Only by understanding the consultant mindset which isthe mirror image of the customer
manager mindset will you be able to partner at the Box Two level shown in Figure 2-2. The customer businessline
managers and bus ness function managers are concentrated at thisleve, reporting directly to Box One, where the
fundsare.

.Itants sell money, not products. They transact returns from investments, not sales. Their priceisan
investment, not acost. Their performance is measured by the amount and rate of the customer's return, not by
product performance benefits. They work insde their customer businesses as partners, not from the outsde as
vendors. They relate directly to customer line-of-business managers and business function managers, not purchasing
agents. They work a these middle management levels on along-term, continuing bas's, not from bid to bid. Their
focusis not on competitive suppliers but on competitive profit making for their customer partners and for themsalves.
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Figure 2-1: Consultant's Credo.

Figure 2-2: Customer-manager hierarchy.

Box Oneisthe home of the"C Level" managers, the chief officers of operations, finance, information, and other core
corporate functions, including the chief executive officer (CEO).

By partnering at Box Two, you can capture customer managers to act as your "economic sdlers’ thereisno such
thing as"economic buyers," snce Box Two managers do not buy who will help you do your job so that you can help
them do their jobs more successfully.

If you are aBox Two manager, what congtitutes success? It means aways improving your contribution to profits. For
abusinessline manager, it means expanding revenues or increasing margins. For abusiness function manager, it
means reducing costs. And where does the money come from to do these things? It comes from Box One. What is
your rolein this process? Y ou must help your customer partners get more funds, and get them more quickly and
more surely so that they can increase more revenues or margins and decrease more costs.

As Figure 2-2 shows, Box Oneisthe keeper of the keysto the corporate treasury. Box Oneis Box Two's funder,
open to suggestion twenty-four hours a day, seven days aweek, from their Box Two managers on how corporate
funds can be invested more cost-effectively in other words, how to get "the biggest bang for the buck.” Box Two
managers are awaysin aproposa mode with their Box One funders, claiming astake in the funding processfor their
own businesses or functions. Box One favors them on the basis of the strategic fit of their proposalswith corporate
growth policy and their adherenceto financia objectivesfor each dollar invested with them. What rate of return will

be achieved? When will the investment be paid back? How abundantly will the cash flow? What isthe degree of risk?

With every release of fundsto aBox Two manager, a control procedure goes aong with it to make sure that the
invested funds are, firgt of dl, paid back on time, and then maximized for the greatest return. The Box Two managers
who get the most funds the most often are the best interna sellers. If you can help them get even more, or more often,
they will "go partners' with you to do it again and again.



This document is created with the unregistered version of CHM2PDF Pilot

[ rreviovs [ noars |



This document is created with the unregistered version of CHM2PDF Pilot

Allying Box Two

Conaultative sdllers succeed or fail on their ability to dly themsaveswith their Box Two counterparts. They cannot
sl without them because Box Two sells for them in waysthat they cannot. Their aliances are founded on cresting
an ongoing stream of Profit Improvement Proposals for the customer managersto sall interndly, thereby obtaining the
funds to support the consultative sdller's strategies. In order to act consultatively, the sdller must conform to the
requirementsoutlined in Figure 2-1.

Box Onethinks, feds, and actsin waysthat are sandard operating performance for al Box One managers, emulated
by dl Box Two managers who interface with them, and virtually unknown to everybody else. Box One's position
self-description isthat of amoney manager.

Asamoney manager, Box Oneis preoccupied with financia stewardship, the management of other people's money.
Thisinvolves making prudent, duly diligent investments, the control and fractiondizing of risk into smal, survivable
bites, and a conservative management style that emphasizes certainty over the chance for awindfal, incrementa gains
over breakthroughs, and consistency over flashesin the pan.

Y our aliances a the Box Two level depend on the same standards of performance as your Box Two counterparts
internd aliance with their own Box One: the contributions that you make to competitive profit making. When you
work in partnership with Box Two function managers, the added contribution you make to them becomes
incrementd to the contribution they have committed to make to Box One. That iswhy they will partner with you. The
incrementd vaue of your contribution becomes their test of how much you are worth as a partner.

Theddfinition of business partner istherefore the customer manager's definition: someone who can add incremental
va ue to the manager's contribution to profits. If you are going to qudify as a consultant partner, you must make
yoursdlf incrementally vauable to a business manager. This means you must deliver one or more of three types of
added value:

1.

Y ou must enable your partnersto add more profits than they would be able to contribute without you.
Y ou must enable your partnersto add profits sooner than they would be able to contribute without you.

Y ou must enable your partnersto add profits with greater certainty than they would be able to contribute
without you.

These"ddiverables’ set the stlandards of performance for consultative sdlers. Y ou will bejudged for your
partnerability by the manager's answersto three questions. How much vaue do you propose to add? How soon do
you propose to add it? How sure can | be that you will add as much value as you propose as soon as you propose
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toadd it?

These are very different questions from the traditiona onesraised a the Box Three purchasing interface. When
vendors make their sales callsthere, they are asked how much performance they can propose and how little price
they can chargefor it. But Box Two managers do not buy products; they invest in value. They do not buy at al; they
sl proposalsto obtain fundsfor their own operations. The Box One managersthey sdll to are your customers
ultimate buyers. They buy investment opportunitiesthat can put their money to work at the highest rates for the surest
return within the shortest periods of time,

They judge their Box Two operating managers by how good they are as money managers. "If | giveyou one dollar,”
they ask in effect, "How much more will you give me back? How long before | get it? How sure can | be?' Managers
who partner with you astheir consultative seller are betting that you can help them enhance their performance by
enabling them to return more money than they could alone, or return it faster, and return it more surely.

When you reduce one of the Box Two managers critica cost factors, you can help them improve the contribution
they return from their operation. When you increase one of their critical revenue factors, you do the same. Theseare
the mutual objectives of your cooperative partnerships because they are the achievements that improve your mutua
profits.

Customer managers who meet the standards of performance for cooperative partnerability are called the Alpha
Managers, the conaultative sellers comanagers on the customer side. The Alpha Managers are the owners of the
contribution from a customer operation. The Alphas nameis signed in blood on the operation's business plan. He
runs, supports, or suppliesaline of business and is not to be confused with vendor selling's usud list of barnyard
suspectslike the paliticd fox, the coaching goose, or the gatekeeper gander.

Thereisonly one AlphaManager per consultative saller per customer operation. Thismakesit crucid to partner the
AlphaManager; once lost to acompetitor, the consultative sdller is effectively denied penetration.
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Empowering Box Two with Added Value

Box Two managers have asmple set of needs:
1

They want money.
They want money now yesterday would have been even better.

They want money 0 that they can make more money withiit.

In order to position yoursdlf for Consultative Sdlling, you must be able to prove to customer managersthat you can
help them get their hands on money, that you can help them to get it soon, and that you can supply them with a steedy
stream of investment opportunities that will enable them to make more money. These are the empowering features
and benefitsthat will make you compe lingly partnerable.

Asyour products and services become more closely replicated by competition, their features and benefits can no
longer be differentiated enough to command a premium price. This places the burden of differentiation on you. Can
you help customer managers make or save more money than your competitors can? Can you help them make or
saveit fagter? Can you make them more certain by working with you? Yes answers are your sole competitive
advantage because they provide the sole competitive advantage of your customer managers.

Vendors sdll by asking purchasing managers at the Box Threelevel to let the sdllers do their job: "Buy from me.”
Conaultants sell by helping their Box Two partners do their own jobs better: "Win with me. If you put your money to
work with me," the consultant's position says, "you will have more money back sooner and surer.” At the sametime,
you will have agreater market share of a current market, or you will have gained entry into anew market, or you will
have areduced cost burden in an important operation or greater productivity. Y ou will be competitively advantaged
aseither amarket share leader or asthe industry standard of value asthe low-cost producer.

The Box Two connectionisvitd. It isthe essentid linkup that makes Consultative Selling work. Without it, vendors
remain vendors at the Box Threelevd, asthese commentstypica of trying to sell consultatively to an untrained and
unpartnered purchas ng function show:

"The customers have not responded. We try and try but at the end of our product demos, the same questions are il
raised: what isthe price and how much of adiscount doesit represent?”

"We must be qualifying opportunitiesfar too late in our customers decision process. We have no timeto PIP, just
enough to propose aquote.”
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The true vaue of the competitive advantages you bring to customersis not in new profits themselves but in their
investment va ue when they put them to work. How much more can they make on what they have just made with
you? Funds always seek work. Idlenessincurs opportunity cost. For thisreason, you must have your next investment
proposal in your hip pocket actualy, in your Account Penetration Plan ready to present as soon as your current
project has reached payback. This maintains your position squardly in the flow of funds while smultaneoudy
repositioning your customersfor the next round of being competitively advantaged by their partnership with you.

Asyour customer partners position you, you are an optiona investment opportunity. Thisis how you must come
acrossto them. It tels you how you must define the nature of your business with them:

If you arein the telecommunications business, you must not smply be"intdlecom.” Y ou must not s
switches, networks, or rates.

Y ou must not be smply one more "problem solver." Y ou must not just sl "solutions.”

Y ou must not smply bea" consultant.”

Y ou must bea profit improver, apartner whose expertise and experience in the customers businesses can help the
customers increase the amount, speed, and certainty of the profits they contribute to their top-tier managersin Box
One. Y ou must understand the world that your partner livesin. If they are "in manufacturing” and considering
robotics, they livein aworld of cost contributors, such as Figure 2-3 shows. Which of them can you help the
customers control ? Y our contributions are your tickets of entry into their world. How much you can contribute, how
soon, and how reliably will determine whether you will beinvited to livein your customers world astheir partner or
will just be passing through.

.siti on Costs

The robot and itstooling
Facilities, equipment revisons, and rearrangements
Application engineering

Process and product changes
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Training and trandfers

Ingallation

Direct |abor costs

Life Cycle Costs (Costs of Ownership)

Cost of capita

Taxesand insurance

Maintenance labor, supplies, and spare parts

Energy

Traning

Scrap and rework

Safety and potential cost of disshility

. 2-3: Robotics cost checklist.
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Positioning asthe Mixmaster

Each customer businessfunction isamix of costs and opportunities. Can you optimize the customer's mix that is, can
you enable it to more nearly deliver itsoptimal contribution to profits? If you can learn how to master the mix of
customer costsin an industry's manufacturing process, for example, you can ensure your role asthe industry's
standard-bearer.

All customers dlocate certain resources to each of their businesses and their functions. Thisisthelr asset base
actually, their cost base. Some of these resources are supplied internally. They consist of their own people and the
capital they use. Therest of their resources come from outside the products, services, and systems that are acquired
from avariety of suppliers. Taken together, these internal and external resources form the customers current
operating "mix." In order to partner, you will haveto help creste amix that can contribute higher profits.

All customer businesses operate with a mix. Some mixes are Smply conglomerations of products. Others add
services such astraining or maintenance. Still others are composed of systemsthat, in turn, are composed of
subsystems or, when amalgamated, contribute to networks. Y ou must determine where you fit in every mix, what
value you can add to it, and what the worth of that value can be to you and a customer.

The mix becomes your market. It iswhere you fit, where you operate, where you belong. It becomesthe arena of
your expertise. Y ou must know how to make it produce profitsin the most cost-effective manner, and you must
know this better than anyone ese. Y ou must master the mix so well that you can position yourself with cussomers as
thelr industry's " mixmaster.”

Customer mixes usudly lag behind the optima mix. They frequently represent aszable investment. They areaso
hidebound to a customer's learning curve. People have learned how to operate the current mix and have become
familiar with its capabilities and its quirks. Training programs have been built around it. Cost and production
schedules are established for it. Psychologically, it has become "the way we do things around here," apart of the
grud of corporate culture. It must be approached remedidly but respectfully. Y ou must not want to run your
customers businesses. Y ou must want to partner with them so that they can run them better.

There are three main strategies for optimizing a customer's operating mix:
1

Y ou can supplant one or more dementsin the current mix. If the mix islabor-intensive, for example, you may
be able to reduce labor content by substituting an automated process or eiminating an operation atogether.
Or you may be able to combine multiple processes such as forecasting and inventory control, thereby
eliminating overlgpping and duplicated cods.

Y ou can substitute your product or process for a competitive product or processthat is part of the
customer's current mix. The basisfor your recommendation must be that improved financid benefits will
accrue to the customer if the mix is atered not smply that more advantageous performance benefitswill be
redized.
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Y ou can manage the mix interndly asits systemsintegrator or facilities manager, working under a
profit-improvement contract with acustomer. Alternatively, you can manage the mix asits outsourcer.

The specific drategies for partnering by means of optimizing acustomer's mix depends on the industry you serve. If
you sell persona care products to supermarket and drug chains, you can penetrate by optimizing the mix of the
number of facingsthat stores alocate to your products compared to competitors, the locations of your facings, and
thetype of displays. The proof of your optimization hasto be quantified in financia benefits, such as profit
improvement per square foot, overall improvement from personal care department contribution per store, or
improved profit contribution from related item sales. Or you may propose to optimize acustomer's mix by taking on
the role of manager of the persona care product category.

If you sdll financia services such as stocks and bonds, insurance, red estate investments, or money market fundsto
affluent individuas, you can optimize the mix of their portfoliosin terms of growth potentia, risk, and current payoui.
The proof of your optimization hasto be quantified in dollar benefits, such as higher earnings, lowered taxes, or
increased net worth.

Customers are preoccupied with growth. In business, you grow or die. Without growth, costs overtake you, new
technol ogies outmode you, and competitors outmarket or outflank you. Customer managers take partners precisaly
to hedge againgt these risks.

All consultants discover that it is easier to reduce a customer's costs than to expand sales, and it isagood ded easier
to quantify the resulting improvement to profits from cost reductions. But consultants quickly learn that no customer
business exists to control costs. Customers are in business to make money, and the only way to make money is
through sales. A consultant who is positioned as a cost reducer can beimportant to a customer. But a consultant who
ispositioned asasales developer isvitd.

New profits from increasing customers volume a the same margin or increasing margins at the same volume are the
stuff of which growth is made. Asaresult, customers can control more of amarket and become the profit leader if
not the leader in market share. There is nothing wrong with being low-cost producers. But if consultants are expert in
cost reduction, they should learn how to trandate their impact into its effect on revenues so that they can be
positioned as growth contributors.

All cost reductions can be trandated into their sales equivaent. A reduction in the cost contributed by unnecessary
inventory expense can be interpreted as the equivaent of a corresponding increase in slesrevenues. Thisisequdly
true for adecrease in the cost contributed by scrap from off-specification production, from rgjects or rework, from
failuresto make same-day ddivery, from late billing, and from | ate collection of accountsreceivable. If these costs
are reduced, their earnings equivaent isthe dollars saved or avoided: How much profit on how many dollars worth
of how many units sold over how much time stated as "the equivaent in profits from the sale of 500,000 cartons each
week or 1,000 carloads every seventy-two hours or ten additional aircraft operating each day at an 80 percent load
fector."
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Competing against a Customer's Competition

Vendors compete against each other. Their customers pay their Box Three managers to manage this competition,
playing one vendor off against another to get the best that is, the lowest price. Competition, whether among vendors
or others, is based on comparison. When vendors compete for Box Three, they compare themselves againgt their
competition product by product, feature and benefit by feature and benefit. When dl the distinctions without a
difference cancel out, vendors compare their performance to their price. In thisway, they force debate on the relative
merits or, in other words, they force competition on themselves. The winners make the sale but, in the process, trade
away their margins.

It is not uncommon for the margin loss to exceed 50 percent. In onetypical case, asaesrepresentative "sold” a$3
million order for computersto aretailer at a’54.75 percent discount that, the customer was told, would "elevate your
awareness of the benefit of doing businesswith us by increasing your overdl profitability.” The discount was
composed of a46 percent price break plus free cooperative advertising funds, prepaid freight, the services of ateam
of marketing and sal es representatives, together with a product trainer, and arebate program. Asthe representative
said who made the sde, "The customer practically sold himsdlf."

The transcendent objective of Consultative Selling isto maintain premium margins. To do this, consultants must creste
anew concept of competition; that is, they must sponsor a different set of comparisons, none of which iswith "other
vendors." In addressing Box Two, consultants can position two types of comparison for their customersto evauate:

1.

For profit center managers who run customer business lines, consultants can create a comparison between a
manager's current sales and share of market and the consultant's norms. When the consultants norms are
superior, they can propose to add value to the customer by helping to increase volume or margins.

For cost center managers who run customer business functions, consultants can create acomparison
between a manager's current operating performance and the consultant's norms. When the consultants norms
are superior, they can propose to add va ue to the customer by helping to reduce or avoid costs.

In both cases, the consultative sdllers are challenging the customer to compare their current competitive advantage
with a proposed superior advantage. |s acompetitor taking greater advantage of amarket opportunity than you are?
If s0, I can help you come closer to equality or leadership. Are unnecessarily costly operations taking needless
advantage of your profits and preventing you from being alower cost producer? If so, | can help you come closer to
equality or leadership.

When customers focus on comparing what it is costing them now, in both direct costs and opportunity cogts, to be
competitive with what it could cost them if they were partnered with the consultant, their concentration is on their own
competitive position and not the consultant's. Other vendors are driven from their field of vision. They are out of sight
and out of mind because the questions the customers ask themsdlves have nothing to do with "the best price.” They
are, instead, preoccupied with questioning the dedl a hand. Isit credible can | believe the numbers? Isit sufficient will
it make enough of adifference? Can it be done can the proposed people and systems and strategies do thejob? st
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redigtic can | reasonably expect to get the predicted rate of return on my investment within the promised time frame?

What if they ask, "Are there other suppliers who could do the same thing or do it more cheaply or better or faster?'
They dready know the answer: "Perhaps.” They also know that because time is money, they will risk opportunity
codt if they want to find out. They will be far more concerned with eva uating today's opportunity today the bird in the
hand and not speculating about tomorrow. All they can ever be sure about istoday. Today's opportunity taken
tomorrow is aready operating at acompetitive disadvantage.
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Zeroing in on Consultative Targets

In order to be able to improve the profit contribution of a customer's business or business function, you must know
threethings

1.

The current valuesin the customer business or function that you can affect the dollar values of acustomer's
current costs, current productivity levels, and current sales

The prospective dollar valuesthat you can add

The net worth of your added dollar values when subtracted from the investment required to realize them

Knowing Customer Current Values

All customer operations are cost centers. Only one, the sales function, can aso be aprofit center if profitsfrom saes
exceed the cost of sales. Customers have achoice of three strategies for managing their operations. Oneisto avoid
or reduce costs while maintaining productivity. Another isto increase productivity while maintaining, reducing, or
even increasing codts. Thethird isto eiminate an operation dtogether, elther spinning it out as an independent profit
center to remove it from the corporate books or outsourcing it.

In order to consult with a customer line-of-business manager (LOB), you must be expert in the customer's
markets. Thismeansthat you must have three kinds of smarts. Y ou must be process smart, knowledgeable
in the flow of the customer's products through their distribution processes and where their critical valuesare
added. Y ou must be applications smart, knowledgeable in how to apply your products and servicesto the
customer's sales and distribution process so that revenues or margins can be increased. And you must be
validation smart, knowledgeablein how to quantify your contribution.

"Knowing your customer'sbusiness' means having al three types of smarts. In the areas of your expertise,
you must know how a customer's distribution process flows. Y ou must be able to chart it from start to finish.
Y ou must know the 20 percent of its critical success factorsthat contribute up to 80 percent of itsincome
and earnings. Y ou must know the value of these revenues and profits. Y ou must know your normsfor the
products and markets that account for the mgjority of profits and by how much the customer's earnings
deviate from them. Y ou must know how to bring the customer's profits closer to anormiif they are below it
or keep them aboveit if the customer is doing better than the norm. Y ou must know by how much you can
do this and how soon. When you know al these things, then you can say that you know the customer's
business asfar as the products and markets you affect are concerned. Anything lessis vendor sdlling.
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In order to consult with a customer function manager, who supports or suppliesaline of business, you
must be expert in his or her operation. This meansthat you must have three kinds of smarts. Y ou must be
process smart, knowledgeablein the flow of the customer's process and where the critical costs cluster. Y ou
must be applications smart, knowledgeable in how to apply your products and servicesto the customer's
process so that costs can be reduced or productivity can be increased. And you must be validation smart,
knowledgesble in how to quantify your contribution.

"Knowing your customer'sbusiness' means having al three types of smarts. In the areas of your expertise,
you must know how a customer's process flows. Y ou must be able to chart it from start to finish. Y ou must
know the 20 percent of its critical success factors that contribute up to 80 percent of its costs. Y ou must
know the vaue of these costs. Y ou must know your norms for these operations and by how much the
customer's costs deviate from them. Y ou must know how to bring the customer's costs closer to anorm if
they exceed it or keep them below it if the customer is doing better than the norm. Y ou must know by how
much you can do this and how soon. When you know dl this, you can say you know the customer's business
asfar asthe operations you affect are concerned. Anything lessis vendor sdling.

Vendorsliketo say that they are value adders. Yet al they can usudly quantify isthe value of the cost they add when
acustomer buysfrom them. Rardly, if ever, do they know the vaue of the customer costs they reduce or the
productivity they increase or the new revenues and profits they contribute to. Y et these are every supplier's most
crucia vaues. Unlessyou know them, you are selling blind. Y ou will only be as valuable as your most recent discount.

Even worse, you are selling costs, not improved profits, when you vend. If you do not know the valueyou add to a
customer, you must sell what you know: your product's cost and itsjudtification. As soon asyou sell cost, you will
come under the control of the customer's purchasing function, whose primary purposeis cost control. Y ou will be
imprisoned in vending.

Arranging a Transfer of Values

In Conaultative Sdling terms, a sale isatransfer of values: A customer's resourcestime, talent, and money are
transferred for the contribution to customer profits made by asupplier's products and services. In the sameterms, a
sales call must be an exchange of vaues aswdll. The customers must come away with new knowledge: They must
be aware of the supplier's normsfor profit contribution and how the current contributions of their operations compare
with them. The suppliers must come away with new knowledge aswell, congsting of data on customer businesses or
busi ness functions whose profit contributions can be brought closer to the suppliers normsin other words, they must
come away with leads. Unless the suppliers come home with data on which to base a Profit Improvement Proposd,
or with an approved proposd itself, they have not made asales call. They have been socidizing on company time.

All valueis customer value. Adding value does not take place at the factory. It takes place in acustomer's business.
If you are going to add to a customer's value, you must first know what it iswithout your addition. Thisisthe
customer's "before.” The new value will be the customer's "after.” The difference between before and after isthe
value added by your business. Intruth, it is your business. It iswhat you do and the reason why you are in business
todoit.

For the purposes of Consultative Selling, the value you add must become the product you sdll. Y ou must become a
vaue-added sdller. This meansthat you must know your "product,” the value that you represent.
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In common with al products, value hasits own specifications. These giveit its performance capability, that is, what it
isableto do ingde acustomer'sbusiness. Y our performance capability is customer-dependent and will vary for each
customer gpplication. Each of your "products’ will be uniqueto its customer. No two vaueswill be the same, except
by chance. Asaresult, you will no longer be ableto print apricelist. Asvaues differ customer by customer, moving
up and down within the range that establishes your norms, the price you requirein the form of acustomer's
investiment to achieve each vauewill dso differ.

Vaue has three specifications.
1.

It has "muchness": You will be ableto add alot of value or only alittle.

It has "soonness™: You will be ableto add value quickly or not for awhile.

It has"sureness': Youwill be ableto add vaue with ahigh degree of certainty or you will hedge.

A mix of "muchness" "soonness,” and "sureness’ formsthe va ue benefitsthat you will be ableto offer to each
customer. Y ou must be able to quantify each one. Otherwiseg, if dl you can say is something like, "We are pretty sure
that we can provide alot of vaueto your operation very soon,” you will be saying nothing. Once you have quantified
your vaue, then you will be able to know your most important salestool: what your added valueisworth to your
customers.

Knowing the Worth of Your Added Values

If you are ableto offer your customers the added value of one dollar asthe result of doing business with you, what
areyou redly offering them? The dollar hasthree vaues. Oneisitsmoney vaue. A dollar isadollar. Another vaueis
itstimevaue. A dallar today isworth more than the same dollar will be worth tomorrow. Finaly, the dollar has
investment vaue. It can beinvested at arate of return that will multiply itsorigind vaue severa times.

Y our vadue isworth what customers can do with it afunction of how much they get from you, when they get it, and
what they do with it. Thisisthe ultimate worth of your dollar. Like vaue, dollars appreciate only ingde the customers
business. In order to create new worth for customers, you must therefore get into the customers businessinto their
critica lines of business and critical business functions and help them manage them. Y ou cannot create worth without
the customers. Nor can they achieve the added worth you offer without you. To magnify the worth of abusiness, you
and your customers need each other. This congruence of need makes you partnerable.

Asaconsultant, the most important knowledge you can have about your businessis your value to your customers,
that is, how much you typically contribute to their profits and how long it typically requires to make your contribution.

When you know what your value isworth to customers, you and your customers can tell what kind of consultant
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materia you represent. If your vaue isthe same as what the customers can obtain working a one without you, you
are not consultant materid. If your valueisworth more than what the customers can obtain working aone or with any
other supplier, you may be prime consultant materid.

If you want to be the customers consultant, you must offer them the prime value. Nobody must be ableto offer
better val ue specifications as much vaue or as soon or as sure. If you can achieve this position, your value becomes
the industry standard. Not only do you ddliver the greatest value, but it isworth the most to your customers.

When that happens, you have anew basisfor your price. No longer does your price need to reflect cost or
competitive market value. Y ou are able to relate your price to the worth of your vaue on areturn-on-investment
basis. The customers added worth becomestheir return. Y our price becomestheir investment. A premium return to
the customersisadl the judtification you need to require a premium investment.

If you sl without knowing your vaue, everything else you know is rendered vaudessfor margin building. What
price would you charge or, in Consultative Selling terms, what investment would you require for sxty two-way
wirelessradiosingtaled on the manufacturing floor of an engine maker's plant? If you guess $150,000 because you
do not know that the customer's firgt-year cost savings from reduced downtimeis $1.5 million, what kind of a dedl
would you have madeif you had given your product away whileits vaue-to-priceratio was 10 to 1? 'Y ou would
have booked the sale, but you would have made yourself a philanthropit.
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Chapter 3. Consultative
Positioning Strategies How to
Merit High Margins

Overview

For both consultative sellers and their customers, profit isthe name of the game. While the game isthe same, therole
you play initisvery different from that of your cusomer.

Setting profit objectivesis the customer's business. It cannot be abdicated, nor can the customer delegateit to
anyone outside the company. No one who is externa to acompany can ever know enough about total corporate
assetsand liabilities financia, operational, or human to set business objectives based on them. Besides, your concern
with acustomer's businessisrarely with al of it. Y our concern is concentrated on the application or use of the
product and service systemswith which you yourself areinvolved. Asaresult, your roleis concerned with the
additive effects that the value of your product and service systems can have on the customer's profitability. You are
each customer's incremental profit improver, not tota profit maker.

A customer's primary management function isto develop strategic and tactica plansthat can achieve profit
maximization. Y our roleislimited to profit betterment. This meansthat you will propose your contribution from the
point at which customers have finished developing their own profit plans. The end point of the customer's profit
objectives becomes your point of departure.

Every vauethat a PIP addsto acustomer isincrementd to the customer's current values. This meansthat the
overhead of fixed costs dready being funded by the customer can be made to contribute additiona val ues without
adding to it. PIPsrequire no additiond plantsto be built, no new R& D facilities to be devel oped, and no new
customer sales managers or representatives to be hired. PIPs make the customer's current overhead more productive
and less codly, leveraging smdl investmentsinto significantly higher returns,

Thisiswhy consultetive sdllers proposein terms of "contribution.” It is not their own ability to contribute profits they
are proposing. Instead, they are being consultative in helping their customers produce a greater contribution from
current assets.
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Value-Basing Customer I nvestment

Whatever a priceis attached to is called the product. It isthething sold; it iswhat the customer is asked to pay for.
Vendors affix a price tag to hardware or software or a system that combines both of them. Consultative sdlers
eliminate the concept of price, replacing it with an investment to gpply products, services, or systems at a profit to
their customers. In thisway, the investment isrepaid by the vaue that comes out of it. The cost to the customer the
priceis zero.

Once priceisdiminated, cost vanishes. So doesfair market value set by competitive prices as a pricing standard.
Vaueto the customers becomes the basis point for their investment, away of doing businessthat Becton Dickinson
has discovered about its hypodermic needles sold to hospitals. When purchasing agents were the customers, they
complained that 10 cents was too much to pay for needles that they bought from competitorsfor 7 cents. Becton's
vendor reflex wasto wage a profitless price war. But avaue andysis showed that accidental needlesticks cost a
hospital an average $400 each in time and paperwork charges even if there were no complications or legal expenses.

What if Becton could reduce the costs contributed by needle-sticks by more than the 3 cents differencein the price
of needles offered by acompetitor? What is Becton's value to the customer? What isafair investment for acustomer
to maketo acquireit fair in proportion to the val ue of the return, not to the price of the hypodermic needles? Should
Becton sdll needles on price or on the vaue of needlestick prevention derived from advanced needle technology,
training programs for hospital saff, and consultative expertise in safety program implementation?

Hewlett-Packard made asimilar discovery. In the same quarter that its earningsfell 46 percent because "pressure on
gross margins prevented revenue growth from being trandated into earnings' in other words, price competition was
eating up margins an analysis of H-P's added va ue showed how much margin potential H-P was leaving on the table
by vending its computer systems on price and performance:

For one customer, each $100,000 paid to H-P contributed $1.2 million in reduced codts, for a
vaue-to-priceratio of 12:1.

For another customer, each $250,000 paid to H-P contributed $8.75 million in new revenues, for a
vaue-to-priceratio of 35:1.

The dternative to knowing your value and selling it is discounting your price. Once you give avay your margin to
make asale, you never get it back. Discounting isrelentlessin theway it destroys profits:

If you start out with a 50 percent margin and you discount it by 10 percent, you must sell 25 percent more
product in order to redlize the same revenues.
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If you start out with a 35 percent margin, you must sell 40 percent more.

If you gtart out with a 20 percent margin, you must sell 100 percent more.

Another way to look at it isif a product's costs remain steady at 91.9 percent of its $1.00 saes price, a3 percent
discount reduces profit from 8.1 percent to 5.1 percent a 37 percent loss on the new price of 97 cents.

Itisamyth that you can "makeit up on volume." The cost of sales goes up with volume, nullifying increasesin
revenues. If a3 percent discount produces an average 5 to 6 percent increase in volume, for example, it takesfour
cycles of 3 percent discountsto get a 20 percent increase in volume when unit costs first begin to fal. In other words,
salesmust increase by one-fifth just to get back to where you Started.

Companiesthat do not understand price-va ue relationships go out of business. When Digita Equipment began to fall
from its number two position in the computer industry, founder Ken Olsen thought he saw the reason. "We were
sling computers while the customers wanted solutions to business problems,” he said. ™Y ou can see at DECWorld
that we've addressed that." But press service reports of DECWorld described it as "a showcase of the company's
innovative technology and product line."

Even innovative technology cannot help to maintain margin when the technology itself and not its problem-solving
vaueissold. Digitd's Alpha AXP microprocessor was the fastest high-performance computer chip of itstime. Y et
Digital wasforced to successvely discount its price by as much as 31 percent per cut over severd rounds of cuts. All
the while, the Alpha AXP remained the world's fastest chip and its manufacturer remained the most ignorant about its
vaue

Assessing va ue before assigning price, and then basing price on value, is bedrock Consultative Sdlling Strategy.
Otherwise, money often sumsthat are even greater than the volume of salesthat are made will surely beleft on the
table.

David Liddle, CEO of Metaphor Computer Systems, made this discovery after retroactively caculating the value
added to nine mgjor customers where Metaphor systems had been in place for two to three years. He found that the
averagerevenuegain in just the 12 prior months was $8.7 million that could be directly attributed to Metaphor. For
the next three years, the same customers were projecting an even greater average 15:1 annud return on their
systems. Liddle'sreaction wasto kick himself for having sold to al nine customers at 30 percent to 40 percent
discounts from his $1.25 million price.

If Liddle had known his value beforehand and smply maintained his price, his customers would have realized more
than $8 for every $1 they paid him. Instead of discounting, he could have reclaimed even more of hisvaue a an even
higher price.

If you are not prepared to improve acustomer's profits, the customer will aways be prepared to reduce your own
profits. After one year of operation of a Xerox Advanced Document System, Continental Insurance of Canadawas
approached by a Xerox competitor who offered to buy out the Document System from Continental and replace it
with its own system at half the Xerox price. In order to keep the business, Xerox met the offer at aloss of over $500
thousand.
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After doing the deal, Xerox went into Continental's operationsto learn what it should have known al dong: in 12
months, Continental's use of the Advanced Document System had added $17.7 million in incremental revenuesat a
net operating margin of $1.9 million. Y et without knowing its value, Xerox was required to compete on price.

A customer'simproved profitability should immunize his supplier against having to discount price. A manufacturing
customer who is able to apply a supplier's product to decrease his R& D's contribution to anew product's

devel opment cost by $1.60 million has no judtification for discounting a$1.00 million price. But when the savings
come from reducing the innovation cycle by 6 months so that incrementd revenues of $1.5 million accruein year one
that would have otherwise been zero, it isthe supplier who isjudtified in value-basing price.

The only way to avoid discountsisto sell your added vaue and not your product or service. In the same way that
you cannot make it up on volume, you cannot get around it by other, less visible price offers such as sweetened
payment terms, additiona warranty coverage, or free training giveaways that are sSmply discountsin disguise.
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Generating Profit I mprovement Proposals

A conaultative sdller's day-to-day work isthe generation of Profit Improvement Proposals. Each PIP adds valueto
your customer's profit objectives through the application of your product and service systems to the customer's
business operations. Through such added value, you are able to merit added marginsin return.

The process of generating profit proposals must be a continuing one. Once it begins, it can go on endlessy because
the profit-improvement opportunitiesin acustomer company arelimitless.

Y ou will find the task of selecting your profit-improvement portfolio easier if you gpply five criteria They will steer
you toward PIPs that have the greatest chance of succeeding.

1.

New profits should be achievable within 365 days. Longer time framesincur unpredictable risks. They not
only defy ready caculation but invite disenchantment or cancellation of PIP projects aready under way.

New profits should be significant for both you and your customer. Shared profit improvement should not
be confused with equal profit. Thefirst objective profitability for both isavital aspect of the concept of
partnership. The second equa profit is both impossible and unnecessary.

New profits must draw on a major product or service capability to be profitable for your company.
Similarly, in order for your customer to profit, your proposals must affect amajor product, service, or
operation.

New profits must be measurable in termsof anet increment or adecrementa investment in operating
assats. If it cannot be measured, or if no provision is made to quantify it, agreement on whether improvement
even took place may beimpossibleto obtain.

New profits should not be an isolated entity but amodule that leads naturdly to the next infusion of profits
and then to the next one after that.

Box Two business managers are managers of cost centers or profit centers. Whatever operation their particular
business function may perform or whatever marketstheir line of businessmay sdll to, they are essentidly inthe
business of asset management. They are funded by their Box One managers with assetsin the form of cash or credit.
They are expected to invest these assetsin their operationsto turn aprofit on the origina investment, which they will
alocate to fixed and operating assets "under management.” How good they are at this determines how much they will
get the next time.
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Conaultative sellers can take on the role of contributing to their Box Two partner's success as an asset manager in
threeways

1.

They can help their customer managersimprove their ratio of salling successful proposasto Box One by
adding high-qudity investment opportunities to the managers portfolio and helping them to obtain more funds.

They can help their customer managersimprove their turnover rate of accepted proposalsto Box One by
adding more investment opportunities to the managers portfolio and hel ping them turn them over fadter.

They can hep their customer managersimprove their successratio of implementing projects by adding
expertise that will help earn more profits or earn them sooner and with greater certainty.

Conaultative Sdlling is based on a universa management principle: Never add an asset to a customer operation
without an asset management program to reduce its cost of ownership or to earn back more than its price.

For customer businessesin many indudtries, infinitesmally small problems can add up to sgnificant costs. A lesk of
only 0.01 percent of oil passing through arefinery valve can add up to 1.2 barrels per hour, 28.8 barrels per day,
and 10,512 barrels per year. At $10 abarrel, one leaking valve can cost $105,120 in lost annua sales.

If you sdll leekproof valves, the $105,120 revenue gain per vave multiplied by the total number of legking vavesin
the refinery isyour product.

Inasmilar way, a$75,600 revenue gain per valveisyour product if you can stop contamination from lesking into a
2,520 million galon premium oil tank and downgrading it to regular oil that must be sold for $.03 less per galon.

In business, money has one purpose: to make more money. To be aconsultative seller, you must position yourself as
adding the values of "more money faster and surer” to your customers. Thisisthe supreme product. All customers
need it dl thetime. Thereisaways demand no matter what you sell because no matter how much money ison hand,
thereisawaysashort supply. Thereis never enough soon enough; "more money yesterday” isthe only answer aBox
Two manager ever givesto the question, "How much do you want and when do you want it?"

Every dollar that Box Two managers haveis on loan to them. Theloan, in theform of dlocated funds from Box One,
is callable on the date that the managers proposals have pledged to achieve payback on Box One manager's
investments. But that is only the beginning. Box One managers do not invest to achieve payback. Their objectiveisto
maximize the return on their investment and to do so as quickly as possible. In this sense, the fundsthey lend to the
Box Two managers who report to them are trust funds: Box One managers trust their Box Two managersto return
thefunds at aprofit.
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Positioning Profit | mprovement

Positioning an improvement in customer profitsis athree-step process. (1) definition of acustomer problem to be
solved or acustomer opportunity to be capitaized; (2) prescription of the profit-improvement benefit from solving the
problem or capitaizing on the opportunity; (3) and description of the operationa and financia workings of the system
that can yield the improved profit.

Step 1: Problem/Opportunity Definition

Your initid task isto establish consultant credibility. Initid credibility comes only from digplaying knowledge of a
customer'sbusiness. Until acustomer can say, "That supplier knows my business,” the customer will rarely be
inclined to say, "That supplier can improve my profit.”

In fact, you must be knowledgeable about two areas of a customer's business. First, you must know the location of
sgnificant cost centers that are susceptible to reduction. Second, you must know how a customer's customers can be
induced to buy more from the customer. In thefirst instance, you must prescribe a system that will reduce customer
codts. Thisisaproblem-solving system. In the second instance, you must prescribe a system that will increase
customer sdes. Thisis an opportunity-seizing system.

Defining acustomer problem or opportunity has two parts. what you know and how you know it. The second part
documentsthe first by citing the sources of your knowledge. It aso reinforcesyour credibility. There are threelikely
sources of knowledge about a customer cost problem or sales opportunity. Oneisthat the customer revealed it. This
isthe "horse's mouth™ source. A second source of knowledge is past experience with the customer, with other
companiesin the sameindustry, or your track record symbolized by its norms. Thethird isthat knowledge can come
from homework. Thisisthe"midnight oil" source.

Step 2: Profit-lmprovement Prescription

The objective of thefirst step in aconsultative presentation isto say to acustomer, in effect: ™Y ou have aStuation
that is detrimenta to your profit. Either you are incurring unnecessary costs or you arefailing to capture available
sdesrevenues.” The objective of the second step isto say, "Working together, we can reduce some of those costs or
gain some of those sales as a cost-beneficid investment.”

Inthisway, you further reinforce the perception of being knowledgeable about the customer's business by framing the
system's benefit in busnesdike terms of return on investment. By quantifying an added va ue the system can maketo
the customer's operations, you are creating a bus ness-manager-to-business-manager context for customer decison
making in contrast to a vendor-to-purchaser context.

The prescription for customer profit improvement must specify the positive return that can predictably result from
ingtalation of your system. The return should be specified as both a percentage rate of improvement and its
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equivaent in dollars. These quantifications, the end-benefit specificationsin money terms, rather than specifics about
the system’'s performance or components, are the ultimate specifications of the consultant's system. These arewhat a
customer will or will not buy. They are therefore what you must prescribe for delivery.

IBM consultants approach top-tier management of key retail customers on behaf of IBM's computer-assisted
checkout station. The consultants prescribe profit improvement benefits of reduced costs and increased sdeslikethis:
"For astore with gross weekly sales of $140,000, savings are projected at $7,650 amonth by faster customer
checkout and faster balancing of cash registers.” The time required to check out an average order issaid to be
reduced by almost 30 percent. In addition, IBM sales representatives claim that the elimination of time and cost
expenses of correcting checker errors can contribute annua savings of more than $91,000 per store.

If astoreisgrowing, itstotal savings every year can approach one week's gross sales at the $140,000 level. The net
vaue of these savingsfalsdirectly to the store's bottom line. The essentia contribution made by IBM isproviding
added growth funds that supplement revenues from sales and can be invested for till further growth. In the course of
making its contribution, IBM consultatively sdls computers.

The same solution can often make a contribution to decreasing customers costs aswell asincreasing their revenues.
In dmost every case, the increased revenues exceed the cost savings. Revenues are also the reason customersarein
business. So it isaways preferable to sl the revenue gain rather than the cost reduction, unless the costs being
reduced are costs of sdle. In that event, a profit-centered line-of-bus ness manager will be responsible for both.

The preeminence of revenues over cost savings does not mean you should not sell profit improvement through cost
reduction. It meansthat you have two options, one of which is generally to be preferred.

If you sell amulation software that |ets amanufacturing customer design new products on computer screensinstead of
by constructing physica prototypes, you can affect cusomer revenues and codts a the sametime:

Y ou can affect revenues by helping the customer get new products to market faster, create productsthat are
more relidble, longer lasting, and more energy-efficient, that are safer, that have better styling, and that are
easer to customize.

Y ou can affect costs by reducing the number of physical models and tests, using fewer engineersand less
design time, using less materid, reducing repair costs under warranty and cutting down on recals, paying for
fewer design changes, lowering training costs, and reducing nonperformance pendties and late charges.

How do you decide which to sdll?

Y our decision must be based on comparative contribution:

What are the revenue gains from helping the customers get faster to market with anew model ? How long do they
take to pay back the investment and pay out the proposed improved profits?
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How do the revenue gains compare to the costs saved by increased design productivity, with its labor and time
savings?

How do the savings from design productivity plus savings from reduced warranty costs compare to the revenue gains
in their muchness and soonness?

Does any combination of cost savings compare favorably with the proposed revenue gains?

In spite of thefact that cost reductions are typicaly less than revenue expangons, they can have five saving graces.
Firdt, costs are easier to quantify. Second, costs can often be reduced faster than revenues can accrue.

Because costs are internal, a third advantage can be the greater certainty of realizing a proposed saving than an
added revenue stream. Fourth, once a cost is reduced or diminated, it stays removed forever and can be credited
year after year, indefinitely. And fifth, cost savings may be the most cost-effective strategy for mature customersin
oligarchic markets where market shares can only be traded, not gained.

Step 3. System Specification

Thethird presentation step isto specify the system that will deliver the promised profit-improvement mix and to
judtify its premium price by interpreting price in terms of investment in the new mix. Customers must not be asked to
buy systems; you must invite them to improve profit. They are not quoted a system's price; you must promisethem a
positive return on the investment in their system.

The purpose of defining the system isnot to sall it, but rather to present proof that the promised benefit is derived
from known capabilities that have been prescribed precisaly because they will contribute in the most cost-beneficia
way to the customer's profit improvement. The system substantiates your promise. Its capabilities, plus your personal
expertisein gpplying them, are the means of conferring new profitability on the customer.

Defining a customer problem or opportunity should condition a customer to relate to you as abusiness manager. The
next presentation step, prescribing a quantified benefit, should condition a customer to regard the system asa
profit-making investment, not as a cost or a collection of components. Defining the system and judtifying its price
should condition a customer to credit the prescription as believable and achievable.

Thefina step in asystem's presentation isto set down the standards by which you progressively monitor the system's
ability to deliver the promised benefit in partnership with the customer. At least three control standards should be set
S0 that aworking partnership can be confirmed between consultant and customer:

1.

Timeframesfor the accomplishment of each ingtallation and operationa stage

Checkpoints for measuring the impacts of phasing the system into customer business functions



This document is created with the unregistered version of CHM2PDF Pilot

3.

Periodic progress review and report sessions to head off problems and anticipate new applications and
opportunitiesfor system extension, upgrading, modernization, and replacement

The comparative andyss of cusomers coststo improvether profits by doing busnesswith you and the benefits they
can expect to receive are the heart of Consultative Sdlling. Cost-benefit andlyss, which should redlly be caled
"investment-return andyss," positions profit projects as fundable or scrap. It tells customers how much they must lay
out for how much they can get back. The basic format for costing the benefits of a profit improvement project with a
five-year commercid lifeisshownin Figure 3-1. Compareit with Figure 9-1, which showsasimilar anayssof an
Investment's costs and benefitsin the software format of PIPWARE.

Investment Wil Y 2 ¥5 | Y b
Cash Qut
Contribution from vil w2l vs | va | vs
Increased Sales
Cash In
Contribution from vi|v2|v3|va|vys
Reduced Costs
Cash In
Met Cash Flows YOO YT | Y2 | VYR Ya | YE

Cumulative Cash Flow

Total Profit Improvement

Met Present Value [5) | |

Payback (MO5S) ’ ‘

Return on Investment (%) I |

Figure 3-1: Cost-benefit work flow.

Figure 3-2 isaglossary of guidelinesto analyze the relationship between costs and the benefits thet flow from them.
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| nvestment

Cash Flow

Payback

Net Present Value (NPV)

Internal Rate of Return (IRR)

Represents customers total incrementa expenditureto
obtain our solution, including but over and above their
coststo do businesswith us: capita equipment and
materids, software, services other than annua
maintenance, training, and other variable costs that will
have to be expensed. It is assumed that the total
investment isaone-time cost that will be paid out in full
inYear 0. Totd investment isthe "cost™" in the
cost-benefit andysis.

Multiply thetotd investment in capita equipment by the
current depreciation rate permitted by the accelerated
cost recovery schedule (ACRS). Subtract the resulting
cash flows generated by cumulative annua depreciation
from the total investment.

Representsthe incrementa cash benefits generated by
the savings and revenues from our solution. They are
caculated on arecurrent annual basisthat can be
accumulated at the end of the useful life of the total
investment. Cash flow isthe "benefits’ in the cost-benefit
andyss.

The cumulative cash flows to date have exactly returned
the customers tota investments so that they are released
from risk and made whole again. After payback, cash
flows become positive so that profits can occur.

Representstoday's current value of the sum of dl the
future cash flows after they have been discounted for
annual opportunity loss based on whet the same total
investment might have saved or earned if invested
elsawhere. Annud opportunity lossis caculated over the
useful life of thetotd investment.

(The Y ear One net present value of $50,000 by thetime
it will bereceivedin Y ear Two is$41,667, which
represents $50,000 discounted by the factor of
0.83333))

The average annud percent return per dollar invested
caculated in discounted dollars. If NPV = $60 at 10
percent cost of capita and if $60 = arate of return of 8
percent, IRR = 18 percent, (8 percent + 10 percent cost
of capital). Cost of capitd isthe customer's hurdle rate.
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Figure 3-2: Glossary of cost-benefit guidelines.
[« Frevious [lnexr s |
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Positioning Profit Projects

A PIPisaprofit project. ItsSteis customers premises, either one of their businesslines or abusiness function. A
PIPisamoney-making project. It saysto the customers, "Here iswhere you are incurring unnecessary costs or
missing out on redlizable revenues. Hereiswhat it is costing you. Here is how much you can save or earn. Hereis
what it will take to obtain theimprovement and how long it will be before you can seeit on your bottom line."

PIPs are designed to affect customers economies. To do this, they require adding the value of asupplier's products
or sarvices ong with information in the form of advisory services and training. Sometimesfinancing isinvolved as
time payments or alease. But the essentid ingredient in every project isits manager.

Positioning a profit-improvement project is a consultative sdler's prime skill. Thisrequires sdlersto be good
diagnosticians, making sure they have sized up the project correctly from the outset. The sdllers must then be good
prescribersin order to propose the most cost-effective solution for the problem or opportunity they have diagnosed.
Then they must be good ingtdlers, implementers, and gppliersto fit the solution seamlesdy into customers operations
so that it becomes apart of their natura flow. They must be good planners, exactly meeting each milestone dong the
way from startup through payback to redlization of the proposal’'s objective. And at every step of the way, they must
be good partners with their customers people, without whose cooperation they can accomplish nothing.

Customers who are being PIPped must perceive that they are being invited to invest in theimprovement of the
contributions their operations make to their profits not that they are being asked to buy the consultative sdler's
products, services, or systems. They have no vested interest in the seller's products. Their only interest isin the assets
that they aready own and how to improve their contributions.

A project in profit improvement begins when customers close the sdllers proposd. The project ends not with the
one-time delivery of products and services but with the on-time delivery of improved customer profits. In between,
the sellers must manage the flow of work. Even more important, they must manage the flow of new profits.

The ahility to diagnose heretofore unsolved customer problemsin such away that they can now be solvedisan
enviable assat for a project manager. So isthe ability to concelve asmpligtic solution that, for the first time, enablesa
customer problem or opportunity to be dedlt with cost-effectively. But the greatest ability is dependability. Canthe
project manager be depended on to control the project, to keep it from getting out of hand, to pick up deviations
quickly and remedy them at once, to avoid cost overruns, and to be free of surprises? If the answers are either no or,
even worse, sometimes, no amount of creativity or smplistic problem solving can atone for the absence of reliability.

No two conaultative sdllers have the same intellectual capital or employ their capitd in the sameway. Given identica
customer operations, customer objectives, and commodity products and services, one consultative sdler will aways
propose what a customer regards as the single best solution the most cost-effective way of solving aproblem or
redlizing an opportunity. How can you become the proposer of the winning PIP and, consequently, the manager of
thewinning project?

The secret of Consultative Salling successis your persond ability to come up with an optima mix of muchness,
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soonness, and sureness of benefits for each PIP. In other words, how much better than the next consultative sdller is
your intellectual capital when you apply it to bring together your technology smartswith your process smarts about a
customer's operations?

The vaue basisfor Consultative Sdlling can be summed up in asingle sentence: Consultative sellersare in the
business of selling a dollar's worth of value for 50 or 60 cents on the dollar.

Thisismore than any vendor can get for selling adollar's worth of cost.

Sdling dollarsis crucia because no one can make margin on products anymore. Y otaro Suzuki of the Japan Indtitute
of Office Automation asks, "How do you assign pricesin aworld where quality is perfect?' Hiroshi Y amauchi of

Nintendo concludes that "thereis no way to charge a premium on hardware.”" In the United States, the most common
assessment of suppliers by their customersis, "They make agreat machine. So what?'
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Positioning Product Businesses as Services

Conaultative Sdlling transforms product businessesinto financia service businesses by converting a product's
operating va uesinto dollar vaues and then selling the dollars, not the product.

Since the dollars are used to improve a customer's profits, the supplier who practices Consultative Sdlling is providing
aservice. The name of the serviceis continuous business improvement of the customer. Therole of the supplier's
products and processes isto enable the service to redlize its objective.

In thisway, a product-based business can segue into a service by reversing the rank order of importance of what it
makes and how it sellswhat it makes. It sellsasaservice. It continues to make products as amanufacturer, but it
makes its money on the service of counsdling customers how to apply its products to improve their profits.

The business advisory role of afinancid service provider alows consultative sdlers to make their own products or to
buy products from outsourced contract manufacturers. It so alows them to offer the products of other
manufacturers with either their proprietary brand names or as no-name "white boxes." It makes no difference
because, in any event, the products themsalves are not sold. Only their contributions to customer profits are priced
and proposed.

Service businesses propose profit improvement in the same manner as product businesses. The cost of providing
their service, like the cost of products, isirrelevant asthe basisfor price aslong asit ismet. The capital equipment
employed human capita rather than hardware capital isunique. But it till requires acustomer to make an investment
inits gpplication, and the investment till requires a positive rate of return to make it compelling.

In examining a cost-benefit analysis, there should be no way to tdll if its outcomes are being caculated for aproduct
business, aservice businessthat is being enabled by products, or a service businessthat isapure play in which no
productsat dl areinvolved. The only telltale Ssgn in some cases might be asmdler investment on the cost-benefit's
top line and a consequently higher IRR asthe result of lower or no hardware capital expenses.

The Conaultative Sdlling service business modd can take severd forms. Electronic Data Systems (EDS) isapure
sarvice play. It manufactures nothing. As an outsourcer of corporate information systems, EDS sdllsthe results of its
sarvicesin reducing its customers costs by getting I T off their books. EDS may aso be able to generate revenue
froman IT system by managing it more productively and renting out the excess capacity for gainsthat can be shared
with customers.

IBM Globa Servicesisaso an outsourcer aswdl asan I'T systems maintenance organization. Like EDS, it sellsthe
vaue of theimproved resultsit can redize for customers. Many of its own products are embedded in the systemsit
engineers, operates, and maintains. So are many competitive products such as computers, servers, and printers. IBM
professes an ecumenicad attitude. It makesits money on sharing in the value of the gainsit creates, which arefar
greater than the margins on sales of hardware, software, or systems.
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The decision to engage EDS or IBM isafinancia decision. In order to make sense operationdly to a customer, it
must make or save dollarsfinancially. No less than traditional financial services such as GE Capita or Citigroup, EDS
and IBM Global Services represent themselves as sources of funds. If customers want their money, they will show
them the cogts and the benefits of their Strategy for improving accessto financid capita. It will come not from lending
them new assets but from the service provided by making their current assets more competitive.

Product-based managers have often disparaged service businesses as dedling in intangibles. But the improved
customer profitsthat aservice business sellswhen it employs Consultative Sdling srategies are no less tangible than
the profits sold by a product manufacturer. They represent hard cash. They can be taken to the bank. They show up
asearnings. Inthe end, profits are the ultimate tangible. From a customer's point of view, their sourceisfar less
important than their amount, the speed with which they flow in, and their predictability.
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Chapter 4. Consultative
Partnering Strategies How to Set
Partnerable Objectives

Overview

In order to grow acustomer's business, you must get insdeit. Unless you know it, you cannot grow it. No
business can be grown from the outsde. By being an insder, you can be in business together with your customer
ingtead of just doing business as an outside supplier. The opportunitiesto be in business together are found in the
customer operations, where you can affect outcomes and where growth can take place if you are able to improve
them.

Contributing to customer results shows up in one survey after another as one of the top three critical successfactors
in customer satisfaction. Few customers say that they need better products. Many products exceed customer needs,
such as Digita Equipment's "fastest-on-earth” Alphamicroprocessor, whose price had to be cut back periodically to
compete with the lower-priced, dower systems of Hewlett-Packard and Sun, whose performance was "good
enough.” What comes acrossisthat customers need supplier performance not product performancein three
categories. more knowledge of customer operations, more understanding of customer competitive situations and
more strategic waysto ded with them, and more proactive contributions to customer profit improvement that are
made without having to be asked for.

Customers are the genesis of your business. For this reason, you must both be in the same business. This meansthat
the customer must comefirst, by making customer profitability your combined prime objective and managing your
business asbeing of your customers, by your customers, and for your customers.

Every business has naturd partners. Who are yours? They are other businesses whose growth is dependent on you.
Sdecting your growth partnersisthe sngle most important act of Consultative Selling.
Good partners meet five criteria

1.

They want to grow.
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They want you to grow them.

The growth they want from you iswithin your norms.

They can grow you in return.

Their growth by you will convert additional good partners.

If you know who your natural partners are and what they need from you in order to grow, you can dedicate your
Profit Improvement Proposals to them from the outset. Y our business positioning can be anatural response to theirs.
Also, your system capabilities can be exactly receptive to their needs. Furthermore, your database can contain
knowledge of their growth problems and opportunities. Y our entire business can be the reciproca of the businesses

of your partners.

Y ou have two types of natura growth partners. One is composed of businessesthat are currently growing because of
you. The other is composed of businessesthat you could grow but are not currently growing.
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Choosing Partnerable Customers

There are four questions to answer about your current customersin order to determine which of them you should
partner with.

1.

Whom are you growing right now? Some of your growth partners are customers you are already growing.
Y ou may not be aware of your contribution to their growth. Y ou may think you are merely sdlling to them.
But they are actudly partners without portfolio. In order to determine whether any one of them should be
selected as your partner, you have to answer three more questions.

How much more can you grow them? Growth takes place in the future. What isthe most likely projected
rate of improved profits you can plan for in the growth of their business over the next three years? If the
projected rate of growth is static or in decline, you may not have atrue growth partner. Instead, you may
have amature customer to whom you can continue to vend products at competitive prices, whom you should
sl to and profit from but not partner.

How much are they growing you? Y ou may be unable to know the full extent to which you are bringing
growth to acurrent customer. But you can much more easily calculate the profits by which you are growing
asareault of the customer's business with you. There are four standards by which you should measure
profits: their absolute value, their comparative vaue ranked againgt your customer list asawhole, their rate of
growth, and the trend of their growth rate over the past three years.

How much more can they grow you? Because growth partnerships must be reciproca, you must evaluate
the most likely projected rate of your own profit growth over the next three yearsto see whether itis
Increasing, becoming static, or entering decline. If the projected incrementa rates of growth areincreasing for
both your customer's and your own business, you have the ideal basisfor growth partnering.

There are three questions to answer about prospective partnersin order to determine which of them you should
partner with:

1.

Whom el se can you grow? Growable businesses that you are not currently growing are your source of
consultative expangion. In order to qualify as agrowable customer, a business must meet two criteria. Its
business function problems must be susceptible to significant cost reduction by the application of your
expertise. In addition, your expertise must be able to increase the customer's own profitable sales
opportunities.
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How can you grow them? For each growable customer that you determineis potentidly partnerable, you
must plan agrowth strategy. The strategy will set forth the precise means by which you will add new profits
to the customer'sbusiness. Y ou will need to specify how much profit will accrue from reducing business
function cogts, how soon itsflow will begin, and how long it will continue. Y ou will dso have to specify the
amount and flow of profit from new sales opportunitiesthat you can make available and the marketsthey can
be expected to come from.

How much will they grow you? A businessthat you can grow must be ableto grow you inreturnif itisto
be partnerable. Its contribution to your profit volume and its projected three-year rate of growth must meet
or exceed your company's minimum growth requirements.

When it comesto gainsharing, not all partnerships are created equaly conducive. Gainsharing represents the essence
of partnering, where rewards are shared in proportion to risk and contribution. Relationships that, for one reason or
another, stop short of profit sharing are stopping short of full partnering.

"Full Monty" partnerships of total comity meet salective criteria. These criteriadlow partnerships to be assessed with
agood deal of predictability. Some criteriaare persona to the customer partners. Arethey natural sharersby
persondlity or self-aggrandizing nongivers? Arethey predisposed to think in terms of benefits or their costs? Arethey
dealmakers or traditionalists about price being the sole basisfor transactions?

"Know your customer" meansto know these things. Over and above them are Situationd factors that may modify or
nullify persond criteria. They include:

A businessthat wants or needsto be first to apply anew technology, either becauseit isaleader and wants
to stay that way or because it must get closer to the leader.

A businessthat is cash poor and cannot pay for the benefitsit needs.

A young business that must conserve cash for growth but needs every accelerant to growth that it can get its
hands on.

A businesswhose industry isin an economic downturn and can use gainsharing as aform of barter to trade
present uplift for afuture payment.

A businessin ahighly competitive industry that cannot risk a negative impact on its stock price from amaor
cash outlay on its balance shest.

For businessesin any of these Stuations, selectively used gainsharing can be an incremental growth strategy.
Depending on acustomer's position in itsindustry, its market, or itslife cycle, partnerability may be more dependent
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on the speed with which gain can be created than by itstota amount. Fast gain can make fast partners. It can also
predispose negotiations to yield afavorable share for the consultative seller.
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Cycling Continuous I mpr ovement

How can you tdl if customer managers are partners? If they give you leads by telling you where they hurt or what
unredlized opportunities they fantasize about, they are partners. If they keep asking you, what next? or, what else can
you do for us? or, where do we go from here? after each successful PIP project, they are partners. If they sell for
you by going upstairsto get fundsfor your PIPs, they are partners.

A continuous improvement cycle is composed of consecutive PIPs. Each successve PIPisinitiated while the
preceding PIP isno more than hafway into its projected life. As soon as PIP #1 produces profits, ashare of itsgains
can be dlocated to fund apart or al of theinvestment required by PIP#2, and so on.

As PIP sdf-funding proceeds, a"partners pool of funds' is created for you to draw on. Thisisthe ultimate outcome
of your partnering a partnership that capitaizesitsdlf to achieve financia autonomy, free from the need for third-party
sponsorship of itsinvestments in continuous profit improvement.

A business partnership islegitimized only when apartners pool of fundsis created. Up to thet point, it ismerely a
relaionship. Once apool of fundsis capitaized by the partners, they can dip into it a their discretion asif they were
aminiature business. The customer manager ceases to be acustomer and becomes a client. The consultative sdller
ceases to be a sdller and becomes a comanager.

Partnering requires two choices. Oneisyour selection of the customers you will grow. The second is made by your
customers. Why should they partner with you? There are three reasons.

1.

You are an important source of their growth profits. The contribution of new profits that you can maketo
customers must be significant. Only then will your partnership be important enough to both of you to merit
top-of-the-mind attention, both theirs and yours.

To be an important source of growth for customers means that you must account for worthwhile incremental
profits. Y ou must dso be ableto ddliver them in atimely fashion, recognizing the time value that money has
for them. In this, you must be dependable. They must be able to count on you to improve their profits when
you say you will and by the amounts you promise. Y our importance to them will bein direct proportion to
your reidbility.

You are one of their best investments in continuous profit growth. When partners do business with you,
they must perceive the price they pay to be an investment rather than acost. The digtinction isvital, because
only aninvestment yields areturn. They must understand that they are not investing in your products or
sarvices or systems, not even in your solutions. They will beinvesting in new profits. The return they receive
from their investment with you must be among the best yields they can make.

Just how high do customers returns on investing with you have to be?'Y ou must compare yoursdlf with their
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options. Normally customerswill invest in their own businessin order to make profits. They havea"hurdle
rate" that setstheir minimum return. Astheir partner, you must offer them a better choice. Y ou must makeit
more profitable for them to invest in your business. Either the investment they are required to make will be
smdler yet yidd asmilar or faster return, or the return they receive from you will belarger, even though the
investment may aso be correspondingly larger.

You both have the same competitors. When you sdll products or services, positioning yoursalf asone of a
customer's severa dternate vendors, you are concerned only with defesting your own competitorsrival
vendors. To be abusiness partner means that you must concentrate on defeating your customer's
competitors. Unless you have the same objective, you cannot be partners.

Customers competitors are the congtraints on their growth. They have two of them. Oneisther current
costs, againgt which they compete every day and which they must reduce if they areto improve their profits.
Y ou must help them. Their second source of competition isin the area of sales opportunities. They compete
for them every day too, trying to win customers againgt their competition. If they are going to improve their
profits, they must increase their profitable market penetration. Y ou must help them.

Asyour partners, your customers grow you if you can make three transformations in your relationships with them.

Y ou mugt firgt transform yoursdlf from a supplier of products and servicesto asupplier of profits. Y ou must change
from amanufacturing or service businessinto a supplier whose product is profits.

Y ou must transform yoursdlf from representing an added cost to representing continuous added vaue. Y ou must
change your basisfor doing business from sdlling performance vaues at a price to returning dollar values on an
investment. Otherwise, you may never have the chanceto partner.
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Pressurizing the Partnering Prerogative

Ever since product and service commoditization became legidated by customer insistence on open standards,
supplier control has been inevitable asalogica extension of customer dominion over supply chain management. The
PICOS program of Genera Motors shows how product-based vendors are being pressured to relinquish their

partnering prerogative.

PICOA gstandsfor GM's Program for the Improvement and Cost Optimization of Suppliers, apolitically correct
manner of describing the continuing thrust to reduce the costs of dl the partsthat go into each GM car.

1.
Overdl Strategy
a.
Get immediate price reductions.
b.
Secure longer-term price reductionsfrom all suppliers
C.
Sort out the first and second tier suppliers.
d.
Only single source with significant price reductions (18 to 40 percent) that are firmly baked into
fixed-price, long-term contracts.
2.
Tactical Overview
a.
Establish well-qudified, wdl-trained, and articulate purchasing clonesin al business unitsto implement
these practices.
b.
Plan extensive supplier price reductions for each car moddl.
C.

Send out inquiries around the world in search of the lowest unit price.
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Establish short- and long-term price reduction targets and go very low.

Know your potentia winning suppliers and their competitorsingde and out before you begin to negotiate
and play first and second tier suppliers againgt each other.

The Underlying Themes

a.

Identify and parade the enemy as Japanese companies, not GM.

Understand the balance of power between each supplier and GM.

Keep taking the temperature with vendor ratings and supplier council meetings.

Offer exaggerated growth and future order quantities as bonuses.

Start working with the likely winning suppliers as early as possible on price reductions thet are termed
"cogt reductionsimprovements.”

Before Awarding the Dedls

a.

Edtablish long-term contracts as the ultimate godl.

Establish the long-term contract rules.

Establish that nonprice factorslike tooling costs and R& D are not alowed.

Resigt al suggestions that some supplier costs are not controllable (i.e., raw materias).
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Focusdl activity on dramaticaly and immediatdly reducing the unit price.

The Agreements

a.

Tie up the short-term unit price.

Keep nibbling away at the price and terms even at the midnight hour.

Always appear to be in adesperate hurry, but in redlity take as much time as needed.

Pull thelong-term dedl out of the cupboard.

Intensely squeeze some more ot

Get the supplier to sign.

Managing the Chosen Suppliers

a.

Introduce the suppliersto our corporate commodity councils and our advanced purchasing product
development teams.

Totdly involve each supplier'stop and upper management get commitments that the supplier's middle
management would never make.

Request that each supplier provide you with detailed information on the cogt-profit structure of the
productsit currently or proposesto sell us.

Don't accept raw materia indexes as cost information when a supplier proposes aprice increase; get the
cogt-profit information.
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Establish afriend-buddy relationship with middie and lower-level supplier people to pass cost-profit and
compdtitiveinformation to us.

Be prepared indirectly and under pressure to bluff.

Degtabilize each supplier's people with many urgent meetings and many demands for information.

Set new deadlinesfor suppliersto meet but defer decisonsto increase their anxiety.

PICOS programs are becoming epidemic. Asthey proliferate, their impact is becoming predictable. A supplier's
margins go firgt, followed by investment in R& D, plant and equipment, and in the sales force. Noncore assets are cut
back and outsourced and the number and quality of suppliesthat go into a product are cut down.
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Satisfying Risk Aversion

Risk toleranceisahighly personalized trait. The commitment of customer managerstoinvestinaPIPisdwaysa
trade-off between their perception of risk and the PIP's potentia profits. No matter how many dollars of profitsyou
propose, managers will adjust them downward for risk. This reflects the managers subjective sense of the
unlikelihood of thelr redlization: in other words, their estimate of uncertainty about the future.

All PIPsded in futures. The faster the future payoff, the more certain the PIP. Asthe time frame to payback and
payout lengthens, customer managers have amore difficult task in forecasting the probability of PIP success. The
same characteristics that make the PIP so successful can aso makeits customers evauations more intense;

Each PIP focuses on asingle best solution, ruling out contingencies.

Each PIP focuses on asingle factor that is critical to the success of acustomer operation or salesto amarket
Ssegment, eiminating options.

The space between aPIP's proposal of realizable future profits and the costs of uncertainty isknown asits "trade
gpace. It isthe space within which customers contain their indecision, their yes-no trading areawhere they go back
and forth in their decision-making process. Invest in these prospective profits or not? Invest this much, more, or less?
Invest now or accept this much opportunity cost? Live with this much technological uncertainty or this much market
voldtility?

After adjusting a PIPs profitsfor risk as customer managers perceiveit, they place a personalized dollar value on the
PIPs stream of cash flows. From this moment on, the PIPs vaueis contingent on the managers sense of how much
any uncertainty may cost. The resolution of this caculation will become the PIP's negotiable net worth.

Since minimizing risk automaticaly inflates a PIP's perceived vaue, you should ask yoursaf how much you arewilling
to invest to reducerisk: that is, to shrink the customer's trade space so you can get to close fast. Three investment
opportunities are available to you:

1.

Guarantee the PIP's payout. This meansthat you pay any default between your proposed value and the
customer'sredlized value S0 that the customer is made whole.

Insure the PIP's payout. This meansthat a third-party insurer pays any default to the customer, but you pay
premiumsto theinsurer.
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Gainsharein the PIP's payout. This meansthat you sharein some or &l of the customer's risk by depending
for your own compensation on the reward. Y ou can claim alarger share of the gain if you are willing to put
up someor al of the up-front costs.

Even without accepting the added burden of taking on therisk of partnering with asupplier, customers are dready
inundated with risk factorsin their own businesses. They include the unpredictability of their operating results, the
uncertainty associated with the introduction of new products, the exposure they fed from their dependence on asmal
number of currently successful products and markets, the potentia failure to manage their growth and avoid
compliance liabilities or aloss of proprietary rights, and the chance that they may be unableto raise capitd if they
need it. The following statements of risk by a semiconductor equipment manufacturer aretypica of the dangersthat
all customers ded with even before asupplier knocks on their doors.

Our Quarterly Revenues and Operating Results are Unpredictable

Our revenues and operating results may fluctuate sgnificantly from quarter to quarter due to anumber of factors, not
al of which arein our control. Thesefactorsinclude:

Economic conditionsin the semiconductor industry generdly, and the equipment industry specificaly

Customer capacity requirements

The sze and timing of ordersfrom customers

Customer cancellations or delaysin our shipments

Our ability in atimely manner to develop, introduce, and market new, enhanced, and competitive products

Legd or technicd chalengesto our products and technology

Changesin average sdlling prices and product mix

Exchangerate fluctuations
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We base our expense levelsin part on our expectations of future revenues. If revenue levelsin aparticular quarter do
not meet our expectations, our operating results are adversaly affected.

Further, because of our continuing consolidation of manufacturing operations, natural, physicd, logistical or other
events or disruptions could adversely impact our financid performance.

We Are Dependent Upon a Limited Number of Key Suppliers.

We obtain certain components and sub-assembliesincluded in our products from asingle supplier or alimited group
of suppliers. Each of our key suppliers has a one-year blanket purchase contract under which we may issue purchase
orders. We may renew these contracts periodicaly. Each of these suppliers sold us products during at least the last
four years, and we expect that we will continue to renew these contractsin the future or that we will otherwise
replace them with competent alternative source suppliers. We believe that we could obtain alternative sourcesto
supply these products. Neverthel ess, a prolonged inability to obtain certain components could adversely affect our
operating results and result in damage to our customer relationships.

We Depend on New Products and Processes for Our Success. For
ThisReason, We Are Subject to Risks Associated with Rapid
Technological Change.

Rapid technologica changes in semiconductor manufacturing processes subject usto increased pressureto maintain
technologica parity with deep submicron process technology. We believe that our future success dependsin part
upon our ability to develop, manufacture and introduce successfully new products and product lineswith improved
capabilities, and to continue to enhance our exigting products. Dueto the risksinherent in trangtioning to new
products, we must forecast accurately demand for new products while managing the transition from older products. If
new products have reliability or quaity problems, reduced orders, higher manufacturing costs, delaysin acceptance
of and payment for new products and additional service and warranty expenses may result. In the past, product
introductions caused some delays and reliability and quality problems. We may be unable to develop and
manufacture new products successfully, or new products that we introduce may fail in the marketplace, which would
materidly and adversdly affect our results from operations.

We Are Subject to Risks Relating to Product Concentration and
L ack of Product Revenue Diver sification.

We derive asubstantial percentage of our revenues from alimited number of products, and we expect these products
to continue to account for alarge percentage of our revenuesin the near term. Continued market acceptance of our
primary productsis, therefore, critica to our future success. Our business, operating results, financia condition and
cash flows could therefore be adversdly affected by:

A declinein demand for our products
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A failure to achieve continued market acceptance of our products

Animproved verson of products being offered by acompetitor in the market we participatein

Technological change which we are unable to match in our products

A failureto release new enhanced versions of our productson atimely basis

Our Ability to Manage Potential Growth, Integration of Potential
Acquisitions, and Potential Disposition of Product Linesand
Technologies Creates Risksfor Us.

Our management may face significant challengesin improving financial and business controls, management processes,
information systems and procedures on atimely basis, and expanding, training and managing our work forceif we
experience additiona growth. There can be no assurance that we will be able to perform such actions successfully. In
the future, we may make additiona acquisitions of complementary companies, products or technologies, or we may
reduce or dispose of certain product lines or technol ogies, which no longer complement our long-term strategy.
Managing an acquired business or disposing of product technologies entails numerous operationa and financid risks,
including difficultiesin assmilating acquired operations and new personnd or separating existing business or product
groups, diversion of management's attention to other business concerns, amortization of acquired intangible assets
and potentid loss of key employees or customers of acquired or disposed operations. There can be no assurance
that we will be able to achieve and manage effectively any such growth, integration of potential acquisitionsor
disposition of product lines or technologies, or that our management, personnd or systems will be adequate to
support continued operations. Any such inabilities or inadequacies would have amateria and adverse effect on our
business, operating results, financia condition and cash flows.

I ntellectual Property and Other Claims Against Us Can be Costly
and Could Result in the L oss of Significant Rights That Are
Necessary to Our Continued Business and Profitability.

Other parties may assert infringement, unfair competition or other clamsagaingt us. Additionaly, from timeto time,
other parties send us notices aleging that our products infringe their patent or other intellectua property rights. In
such cases, itisour policy ether to defend the claims or to negotiate licenses on commercialy reasonable terms.
However, we may be unable in the future to negotiate necessary licenses on commercialy reasonable terms, or at dl,
and any litigation resulting from these clams by other parties may materialy adversdy affect our business and financia
results.

We May Fail to Protect Our Proprietary Technology Rights, Which
Would Affect Our Business.
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Our success dependsin part on our proprietary technology. While we attempt to protect our proprietary technology
through patents, copyrights and trade secret protection, we believe that our success depends on increasing our
technologica expertise, continuing our development of new systems, increasing market penetration and growth of our
ingtaled base, and providing comprehensive support and service to our customers. However, we may be unableto
protect our technology in dl ingtances, or our competitors may develop smilar or more competitive technology
independently. Other parties may chalenge or attempt to invalidate or circumvent any patents the United States or
foreign governmentsissue to us or these governments may fail to issue pending applications. In addition, therights
granted or anticipated under any of these patents or pending patent applications may be narrower than we expect or
in fact provide no competitive advantages.
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Chapter 5. Consultative
Partnering Strategies How to
Agreeon Partnerable Strategies

Overview

Aconsultant's job can be defined in three ways. Bring back sales, bring back customer information that can lead to
sales, and leave behind aliances with top-tier decison makers.

Sometimes asaewill build an aliance. More often, dliances hep build sdles.

There arefour levels on which dliances must be structured in akey customer account. Three of them arein the upper
management tier: top managers, financia managers, and operating managers. The fourth isthe purchasing level, where
thetraditional adversary relationship must be converted into amore partnerable effiliation.

The objectives of al key account aliances are smilar, regardless of the level a which they areto be achieved. Ther
overriding god isto ensure customer continuity. Unless key account relationships are continuous, there will be no
waly to maximize the profit opportunity that amajor customer represents. Unless you can keep your key cusomers,
everything dseisacademic.
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Making Mutually Profitable Alliances

Three grategieswill help you build lagting dliances. Collaborate, educate, and negotiate.

1.

Collaborate. In key account Stuations, it takes two to make every sale. An unpartnered consultant cannot
sl within a customer's company. Therewill be no oneto sdll to. Therewill be no oneto sal with. Therewill
be no oneto help sell. For consultant and collaborator, there must be the same dedication, the same
commitment, and the same conviction that asale will add genuine value to both parties. When asaleisfindly
made, it should be impossible to tell who madeit. Thisisthetest of atrue collaboration: The saleisthething,
not the sdler.

Educate. Y ou and your key customers must do more than buy and sdll if your relationships areto be
continuous. Along with making new dallars, you should both be making new information available to the
people on each sde who will be collaborating on proposing sales. Not only must you both earn as aresult of
your relationships, you must both learn aswell. Professiona growth and personal growth should attend profit
growth.

Negotiate. The main subject area of the mutual education between collaboratorsis how to improve profits.
This requires continuing back-and-forth dialogue. The flow of input must be unimpeded. Theidedl
environment isrich in options but sparse in negetive thinking, put-downs, editoriaizing, or defensiveness
againg anything thet is " not invented here." Free-swinging relaionships where thereisa high degree of
give-and-take alow you and your customersto avoid losing out on important opportunities. They aso allow
you to cash in fully on solving the problemsthat come off the top of the customer's head.

Allianceswith Top Managers

By sdlling as aconsultant, you can obtain access up and down the entire vertical chain of a customer's C-level
organization, including the chief operating officer, who isusudly the presdent, and the chief financid officer. If you
sl toadivison or subsdiary of alarge customer company, your top alies may beits COO and CFO. Sdlling to
severd divisonsor to the corporate management itself will require you to partner at the top company leve of chief
executive officer aswell asat top divisond levels.

Allianceswith Middle Managers

For the most part, your dlianceswill be at Box Two midlevels of cost centers and line-of -business profit centers.

At the profit center level, you will be partnering with two different types of business managers: those who run margin
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businesses and others who run turnover businesses. Each type requiresits own partnership strategy. At the same
time, you will also be partnering with cost center managers who service, support, and supply the lines of business.

1.

Partnering with margin business managers. A margin business makes money on high profit per unit of
sale. Most margin businesses are brand businesses, smaller rather than larger, and serve niche markets. A
smadl improvement in volume for amargin business can yidd alargeincrease in profits. When you PIP margin
busi ness managers, propose to increase their sales revenues without raising their variable costs or proposeto
reduce their variable costs without having an adverse effect on their revenues.

Partnering with turnover business managers. A turnover business makes money on high volume. Most
turnover businesses are commodity businesses, larger rather than smaller, and serve mass markets. A large
improvement in volume for aturnover businessis required to yield significantly improved profits. When you
PIP turnover business managers, propose to increase their saes revenues while keeping operating funds
requirements constant or reducing them. Alternatively, you can propose to reduce operating funds
requirements, aslong as you do not reduce revenues. Operating funds requirements can be reduced by
cutting down on current variable costs or by displacing some of them by leasing or outsourcing assets instead
of purchasng them.

Improving cycletimes of aturnover business, such asitstime to market or its order fulfillment rate, arethe
most cost-€effective Srategiesto improve its manager's performance. By speeding up cycle times, you can
Increase the amount of goods shipped and billed. This speeds up cash flow without having to increase sales
volume by increasing the speed of collecting accounts payable. Accderating the order fulfillment cycleaso
reduces inventory costs by cutting down on the amount of fundsthat aretied up in working assets.
Accelerating collections cuts down further on the same funds. Each operating cycle that you speed up
improves productivity by reducing amanager's unit costs of labor and materias.

Partnering with cost center managers. A cost center manager is preoccupied with running an operationin
the most cost-effective manner based on best practices, TQM (total quality management), continuous
innovation, and J T (just-in-time) inventory. Cost center managersin R& D, manufacturing, engineering,
marketing, information systems, and human resources are dways being measured by their contributionsto
cost. Asaresult, work flows and cycle times are key indicators of performance for them. Wasted materials,
wasted time, and wasted money are constant targets for improvement.

Opportunitiesto apply Consultative Selling strategies to customer cost reduction are expanding in proportion
to the expanded needs of customersto strive ceasdlessy toward the holy grail of zero cost. While variable
costs are dwaysthe preferred targets for PIPping, at Boeing, as a many other capital-intensive businesses,
"Wetreat every cost, whether fixed or not, as variable and chalenge them.”

Philip Condit, Boeing's CEO, has linked cost containment to each manager's KPIs. Each facility is charged
for the cogt of itsinventoriesin computing the economic return of aunit. "All of our bonus and incentive
programs key off on this computed economic return." All of the profit-improvement propositions of Boeing's
suppliers should do the same.
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Agreeing Through Negotiation

Negotiation isthe agreement style that partners use. It is designed to make sure that every partner wins something
and that no partner loses everything. If any of the partners come away without awin, they have not been negotiated
with; they have been commandeered. They have been mastered, not partnered.

What isit that each partner in a partnered negotiation must win? Each must win new, improved profits. Customer
partners must have their profitsimproved by coming away with alowered cost or higher revenues or earnings.
Supplier partners must have their profitsimproved by coming avay with alowered cost of sale and ahigher margin.

In vendor sdlling, negotiation centers on price. As soon asapriceis proposed, discounting begins. Vendors often
mistake this process for negotiation. They cal it "negotiating price' when they redly mean "discounting price.”
Discounting priceis not negotiation because the suppliers cannot win. They can only limit their losses. If their margins
are not directly attacked, they will be subjected to other forms of price pressure such as requests for free goods and
sarvices, advertisng or promotion alowances, free carrying of inventory, and so on.

Because price does not exist in Consultative Sdlling, partners do not includeit in their diadlogues. Instead, they
negotiate about the yield from the consultative subgtitute for price: investment. How much can it earn? How soon can
it start to flow? How sure can we be how can we be even surer that we will receive the muchness we have planned
as soon as we have planned for it?

These are the three subjects of partnered negotiation. Both partners want to maximize the sureness of their dedls
together. Without sureness, everything dseisfanciful; Profit Improvement Proposalswill befiction, like amidsummer
night's dream. Within the congiraints that surenessimposes on the partners, how much return can they manage from
their investments, and how soon can they hold it in their hands?

Inyour role as a consultative seller, you must dways be ready to propose more muchness or soonness. The way you
dothisisby congtant what-ifing: What if we add this positive vaueto our proposd: What effect will we have on
return? What if we subtract this negative value from our proposd: What effect will we have on return? With
PIPWARE, each option takes only a minute to answer.

The best partnerships consstently earn the highest returns from their investments. They redlize that each of them s
making an investment of money, time, and resources, and that each must maximizeits payoff. Asaresult, it isnot just
the consultative partner who proposes and the customer partner who disposes. Both propose to add the maximum
vaueto their mutua proposals. Both what-if each other so that their proposals are truejoint ventures. Joint
proposals, in which each partner isinvested both personally and professiondly, are the outcomes of partnered

negotiation.

If you are asked how you know you are practicing partnered negotiation, ajoint Profit Improvement Proposd is not
only your best answer; it isyour only answer.
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Separating Partners From Nonpartners

Every decison maker can be consdered as afraction. The denominator is aways the same: common needs and
aspirations. Every numerator, though, is exceptional; numerators are composed of individua differences. In order to
penetrate a customer organization, you have to andyze what isindividual aswell aswhat iscommon. This can be
done by answering two questions: "Who are the decison makers | can partner with?' "Who are the decision makers
| will have difficulty partnering with?"

Decision MakersWho M ake Good Partners

There are Six types of decision makers who have high partnering potentid. Figure 5-1 summarizestheir principa
characteristics and most probable negotiating modes.

|-ager Type

Characteristics

Negotiation Modes

Bureaucrat Retiond, formd, impersond, Followsrules, stickler for
disciplined, jedlous of rightsand compliance; more concerned with
prerogatives of office, wdl-versedin  tasks than with people; logical
organizationd politics. srategist (but can be anitpicker);

predictable negotiator.

Zedot Competent loner, impatient, Devoted to good of organization;
outspoken, anuisanceto aggressve and domineering
bureaucrats, insengtive to others, negotiator; blunt and direct; totaly
minimd political skills task-oriented.

Executive Dominant but not domineering, Organization-oriented; high task
directive but permits freedom, concentration; assertive negotiator;
consultative but not participative, adroit drategis; flexibleand
szesup peoplewdl but relatesonly | resourceful.
on asurface leve, cordid but at
am'slength.

Integrator Egditarian, supportive, participative, |Shares|eadership; permits freedom
excdlent interpersona skills, aborn | of decisons and delegates authority;
team builder, acatalyst who isadept \welcomesidesas; open and honest
a unifying conflicting vaues. negotiator who seekswin-win

relationships.



This document is created with the unregistered version of CHM2PDF Pilot

Gamesperson

Autocrat

Fast-moving, flexible, upward-
moving, impersond, risk taker, one
convinced that winning is everything,
innovative, opportunigtic but ethica,
playsthe gamefairly but will give
nothing away.

Paterndidtic, patronizing, closed to
new ideasthat are not invented here,
not consultative or participative, but
partnerable on own terms.

Wantsto win every negotiation;
enjoys competition of idess,
jockeying for postion, and
maneuvers of the mind; sharp,
skilled, and tough negotiator; can be
awin-win drategist.

Binds people emationdly; rulesfrom
position of authority; makes
pronouncements of policy; asharp
trader who negotiates on atit-for-tat
basis.

. 5-1. High-partnering decison makers.

Decision MakersWho M ake Difficult Partners

There are Six types of decision makerswho have low partnering potential. Figure 5-2 summarizestheir principa
characteristics and most probable negotiating modes.

...

Machiavdlian

Missonary

Exploiter

Characteristics

Sdf-oriented, shrewd, devious, and

cdculating, indghtful into wesknesses

of others, opportunistic, suave and
charigmdtic, canturnin aningant
from collaboration to aggression.

Smoother of conflict, blender of
ideas, must beliked, identifies
harmony with acceptance, highly
subjective and persond.

Arrogant, what's-in-it-for-me
atitude, coercive, domineering, rigid,
prejudiced, takes advantage of
weakness, makes snap judgments,
unswayed by evidence.

Negotiation Modes

An exploiter of people; cooperates
only for sdfishintereds; totaly
impersond negotiator, unmoved by
human appedls, will win as
inexpendvely as possible, but will win
at dl costs.

A seeker of compromise and leveler
of ideasto lowest common
denominator; negotiates emotionaly
with persona gppedsto agree for
own sake.

Exerts congtrictive persond control
over negotiation; makes others
vulnerable by using pressure and fear
to get own way; demands
subservience; sees others as
obstacles to be overcome.
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Climber Striving, driving, smooth and Excdlent palitician; uses
polished demeanor that masks s f-propelling changeto cdll
aggression, opportunigtic, without attention to sdif; dwaysthinking
loyalty to others, goeswith flow. ahead; sdf-serving negotiator based
on what-will-this-do-for-me?

Conserver Defends status quo, resstschange,  |Imposes own sense of order and
favors evolutionary improvement, nonimmediacy on negotiation; dows
usesthe system skillfully to sefeguard | everything down; preaches traditional
personal position and prerogatives.  |vaues, defensively blocksinnovation

and undermines agreements before

implementation.

Glad-hander Superficidly friendly to new ideasbut |Overreactive and overstimulated by
essentially anondoer, effusive, everything but impressed by little;
socidly skilled and politicaly skillful, | promises support but then fades
superior survivd ingdincts. away; endorses only sure things that

can do some persona good; never
takesrisks.

. 5-2: Low-partnering decision makers.

Conaultative Selling enables sustainable commercid relaionships. Aslong asacustomer manager's profit contribution
Isbeing improved by aconsultative sdller, they can continue to grow each other as"partnersin profits.”

Conaultative sellers do not make calls. They make projects that can migrate from one profit contribution to the next
so that the sdller'sinitial cost of saleisamortized over infinity. Nor do consultative sellers transact businessthrough
finite, sporadic engagements. Instead, they become partnersin perpetuity. Aslong as managers have aline of
business or a business function to run, their profit contributions are always susceptible to improvement, just astheir
KPlIsare dways made more stringent and less readily achievable.

Thetraditiona product vendor skills of maximizing the number of callsper day in order to sell something to
everybody have no place in Consultative Sdlling. The sameistrue for the service vendor skills of sdling finite
engagements whaose termination, no matter how successful, more often than not leaves their vendors back where they
were: on the street to start all over again.

The sdling in Consultative Sdlling should take place once, a the beginning of each partnership, when PIP number one
must be agreed on. From then on, the principle of capital turnover should act asthe flywhed of each relationship so
that its cash flow never stops. The benefits of continuity of turnover PIP turnover, customer capita turnover, and the
sler'sturnover of customer investments compose the added vaues of partnering. Once a partnership getsup to
speed, the seller's cost of sales and sales cycle time should approximate zero. So should the customer partner's cost
of acquiring new profit opportunitiesfrom the sdller.

Partners who are brought together by Consultative Selling gain new money together. But that isnot dl. They dso gain
in the time value of their new cash flows. Funds can be earned or saved faster. They can be reinvested faster. There
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aremore funds to reinvest each period because they become available sooner. Thisiswhere the payoff of
Conaultative Sdlling comesfrom.
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lmproving the Oddson " One and it's Done"

Y ou can improve the odds on achieving "one and it'sdone" partnering efficiency the Six Sigmaof Consultetive Sdling
by taking two factors into account before you commit to a PIP's creation:

The customer manager's actua and potentid "What €lses?"

The manager's actua and potentia "Why Nots?'

Asyour partnerships mature, what €l ses and why nots become easier for you to know, either experientially because
you are exposed to them in the course of your relationships or intuitively based on knowing your partners. At the
outset of new relationships, however, you may have to ask; unasked or unanswered, you may have to reason your
waly to go-no go decisions about PIPping.

Assaying the "what elses" meanslearning the customer managers investment options, the claimsthat the managers,
their top managers, or suppliers of competitive options may have made on the funds you would like to stake out for
yoursdf. Rival cdlams come from three main sources:

1.

A mandate from upstairsthat freezes funds for a use that top management regards as critical to the success of
the business. This may entail aperformance improvement in the direction of best practices, an acquisition to
fill agap inaproduct line, or aredlocation of resourcesto beef up services at the expense of products.

A priority that gets funded first because it isahotter button than your hot button. This may be apersond
guest on the part of amanager that makes equa subjective aswell as economic sense. Or it may bean
investment that amanager must make to safeguard a previoudy funded initiative, such as an upgrading
renovation or repair.

A better offer that has amore compelling return in terms of its muchness, soonness, or sureness. Such an
offer does not need to be directly competitive with your own proposition in either its gpplication or choice of
operationd function. It needs only to challenge for smilar fundsat asimilar level of risk in order to be
competitive.

Assaying the "why nots" meanslearning cusomer managers investment condraintsthat are outside their priorities
and hurdle rates. Congtraints, most of which are salf-imposed, come from two main sources:

1.
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A lack of sufficient surenessto proceed. Uncertainty may come from concern that your proposed profit
improvement istoo smal to be worthwhile or too large to be credible. This constraint may be overcome by
guaranteeing the proposed results and reducing up-front cost as much as possible by gainsharing.

A heightened sense of risk. Commitment may be inhibited by concern that exposure to forfeiture of principa
istoo high or that aprotracted delay in itsrecovery isasigna of eventud forfeiture. This congtraint may be
overcome by reducing the time to payback, either by cutting back on the amount of fundsinvested in year
zero or accelerating the flow of benefits.

Fast closing your PIPsthefirg time every timeis essentia to maximizing the net present value of the technology that
enablesther outcomes. It istherefore directly related to the margins you can clam in return for the value you add.
PIPs that encounter delay add to their cost of sale and to your customers cost of acquisition. Similarly, PIPsthat end
up as scrap incur opportunity cost for both of you. This gives sdlers and customers dike avested interest in
maintaining a"one and it's done" turnover schedule.
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Chapter 6: Consultative
Partnering Strategies How to
Ensure Partnerable Rewards

Overview

Y ou and your support saff are the essentia partnering agentsin Consultative Sdlling. Together, you compose a
profit-improvement team for each of your customers. Y ou, the consultant, are the leader of the team. Y ou will
partner with the customer business function managers whose costs you can reduce and with the managers of the
customer'slines of business whose saes can beincreased. The minimal resources you need asteam leader and their
relationship to you are shown in Figure 6-1.

FINAMCIAL

COMNSULTANT
COMANAGER

DATA

T¥IINHIAL

Figure 6-1: Supplier profit-improvement team.

Threetypes of support from within your company will be essentid: financia, data, and technica. All supportive team
memberswill play two roles. Internaly, within the team, they will coach and counsdl you in preparing and presenting
Profit Improvement Proposals, aswell asimplementing them. Externdly, they will creste partnershipswith their
correlates in the customer's business finance to finance, data to data, technical to technical.

Y our firgt act as consultant should be to form your profit-improvement teams on a customer-by-customer basis.

Y our second act isto consult with your clients on the organization of companion teams composed of their own staff
resources. As Figure 6-2 shows, aclient team is built around the decision makers who will be your partners. By
melding the two teams, you cregte your partnership.
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LINE-OF-BUSINESS
MAMNALER
BLISIMNESS FUNCTION
MANALER

DATA

TVIINHIAL

FINANCIAL

Figure 6-2: Client profit-improvement team.
In Figure 6-1 you must be able to see yourself in the box marked "' Consultant Comanager.” Thiswill enable you to be

the partner in charge of your team. As such, you will be aplaying coach, amanager who aso plays a postion,
charged with setting each profit project's objectives and the most cost-effective strategy for achieving them.
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Partnering on Common Denominators

All partnering is based on afew common denominators.

Partners have a common objective. Each partner wants to improve profit.

Partners have common strategies for achieving their objective. Their methods are based on mutua
need-seeking and mutua need-fulfillment. In both cases, needs are arrived at through negotiation.

Partnersare at common risk. Each partner has something of valueto gain or lose.

Partners have a common defense againgt al others who are not included in the partnership. Each party deds
as an equa. Outsiders range from being less equal to being perceived as competitors.

Cooperdtive negotiation strategies enable partnersto treat each other asequals. Thisisthe principa rule of
partnerships. There are ten additiona rulesthat can help in partnering:

1.

Add value to each other. Teach each other new waysto improve persona achievement and professiona
productivity so that both partners profit by the relationship.

Be supportive of each other, not competitive. Form a staunch team.

Avoid surprises. Plan work together and work according to plan.

Be open and aboveboard. Alwaysleve with each other.

Enter into each other's frame of reference. Learn each other's perceptionsin order to see things from the
other's point of view. Learn each other's assumptions to understand the other's expectations of the

partnership.
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6.

Berdiable. Partners must be there for each other when they are needed.

Anticipate opportunities and capitalize on them. Forecast problems and steer the partnership around
them. Keep the partnership out of trouble. If trouble is unavoidable, give the partnership ahead gart in
solvingit.

Do homework. Know what's happening. Know what may happen.

Treat each other as people, not just as functionaries. Bewilling to provide the persond "little extras' that
make a partnership ahumane aswell asamighty force.

10.

Enjoy the relationship and make it enjoyable. Both partners should prefer to work within the partnership
rather than within any other relationship becauseit is one of the most rewarding associations either of them
has ever had.

The customer decision makerswho must be partnered as clients are multimotivated. They rarely act on the basis of
one motive alone. Status, money, autonomy, and saf-redlization propel them. Of dl ther drives, three arelikely to be
major: power, achievement, and affiliation.

Client Need Set

In Figure 6-3, three aspects of client needs areillustrated in typica proportion. They contrast with the proportions
shownin Figure 6-4 for the consultant's need set. The maor differenceliesin the relative significance of

s f-actualization income and psychic income. For the consultant, self-actualization must way's take precedence over
the psychic rewards of power, prestige, and promotion. For the client, however, you should assume that power and
promotion which represent redizable objectives for a client supersede salf-fulfillment. By remembering the primacy of
power and promotion when you negotiate, you will be able to keep your client's perspectivein mind. Y ou will dso be
ableto visudize your rolefairly accurately in the way the client seesit: to help the client obtain increased power
income and maximize money income aswell.
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SELF-ACTUALIZATION
INCOME

Figure 6-3: Client need s&t.

Figure 6-4: Consultant need set.

Consultant Need Set

There are three aspects of consultant needs. Each represents a certain type of income: money income; psychic
income, representing such rewards as power, prestige, and promotion; and self-actualization income, induding
sf-fulfillment, competence, and the redlization of taent potentid.

These needs are present in every consultant's motivation set. Y et they vary widdy from one consultant to another. To
negotiate effectively, your need set must be proportioned something like Figure 6-4. The money drive you have
should be significant. But your use of it to give you power, especialy the power to dictate solutions or appropriate a
client'sleadership, should be smdl. Although you may enjoy gresat prestige, you will dways be required to work
through your client to accomplish your purposes. Y ou can help aclient achieve power and promotion and thereby
sharevicarioudy in them. But you will often work unheraded, usudly anonymoudy.

On the other hand, consultants must have an unusudly large amount of saf-actudization in their need set. This aspect
isthe key to success. Y ou must have, and be driven by, aneed to redlize your own fullest growth and devel opment
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by growing and developing your client partners. Y ou must want to utilize al of yoursdlf inyour clients behdf,

engaging your full complement of skillsand expressing your widest range of knowledge. Y ou must need to trandate
these quaditiesinto unique profit projects that only they and they aone should ever know have originated with you.
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Predicting Partnerability

Before admitting you into partnership, acustomer manager screens you through a checklist likethis:

What isthe reward can they produce what they propose within the time they have proposed it?
How much will it cost to educate them in my operation?

How much disruption will it causeif | bring them in? What isthe most likdly interruption to my people's
productivity?

What isthe risk of sharing my prioritiesand proprietary objectives with them?

Y ou can predict your own partnerability by evauating yourself againgt aprofile of the critical successfactors of
partnerable consultative sdlers:

Gainsrewards by rewarding others, credits othersfor their contributions, likes to mentor others and leave
them improved.

Negotiates by presenting options for the single best solution. Asks"What if?" rather than tells "What-to."
Enjoys collaboration. Acts as coleader and comanager. Demonstrates acute people-sengitivity.

Digplays high frustration tolerance. Enters unstructured situations and shapes them according to the
consultative modd.

Livesaconaultative lifestyle. Partners a work or play.
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Stands up to being evaluated.

Customer satisfaction for clientsis not a prescription from Dr. Feelgood. It isapairing of two quantifiable outcomes
that come together to form the standards of minimally satisfactory partner performance;

Zero cost, which requiresthat al significant discretionary expenditures must be investments, not cogts, and as
such they must earn apostive return.

Zero risk, which requires 100 percent certainty of achieving each proposed profit improvement.

These arethe "hurdlerates’ for satisfying clients. That meansthey get you in the door, but they do not compel a
customer to invite you to sit down and partner. They serveto put afloor under your performance. Y ou providethe
celling, consisting of the height of the profits you can contribute and the frequency rate with which you can repesat
your contributions. These are the measurements that determine how high your customers satisfaction with you can be.

Departnering occurs when two conditions are met. An dliance that isincomplete or unfulfilled withinitsdf is
vulnerable. When amore promising partner appears, it succumbs. Many troubled partnershipslinger on because both
partners temporarily subscribe to the belief that ™Y ou know what you've got, but you don't know what you're going
to get." Assoon as one partner believesthat what he or sheisgoing to get is better, the partnership will end. In
Conaultative Sdlling, thismeansthat the client will dso belogt.

Because markets are tight communities, the loss of one client inevitably raises doubts, crestes assumptions, and
fosters anxieties that threaten the stability of other client relations. A domino effect can follow. Theloss of one key
account opens the door to competitors who, even if they have not been a cause of departnering, will be anxiousto
take advantage of its effects.

What |eaves a partnership incomplete or causesiit to be unfulfilled? There are two mgor factors that predispose to
eventud departnering: divergence of objective and inequaity of risk.

1.

Divergent objective. Partnerships rest on acommon objective. Both partners must have the sameresult in
mind before they partner, see the same result as being achieved while they are partnering, and be able to look
back at the accomplishment of their result as a consequence of the partnership.

Consultative partnerships are known by the objective the partners have in common. The eternal question of
what partners seein each other is easily answered: They want to achieve the same objective, and they
perceive the partnership asthe optima means of reaching it. Thisistheir hidden agenda.

A consultative partnership is not a one-on-one situation. More accurately, it is atwo-for-one relationship.
Both partners share one objective to improve the client's profit. Unlessthisis accomplished, the consultant's
objective of improving profit on saleswill beimpossible. For this reason, the client's objective must comefirst
for both of them. It isnot philanthropy but enlightened self-interest that makesit so.
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When objectives diverge, or smply appear to be going off in different directions or losing conviction,
aliancesatomize. A client partner may acquire the belief that the consultant is more interested in
sdlf-promotion to the client's top tier than in merchandising the partnership. The client partner may fed used,
demeaned, and taken unfair advantage of by helping the consultant develop business e sewhere, either insgde
or outside the organization. The consultant, on the other hand, may believe many of the same things about the
client partner. Whether such perceptions are true or not, they will have an erosve effect on the partnership.

Restating objectives and recommitting to them are essential dementsin keeping partnerships on track.
Objectives should be brought up for discussion at frequent intervals; this should be a the consultant's
initiative. A good time to introduce them iswhen progressis being measured againgt them. At some of these
checkpoints, the original objective may have to be downgraded. Perhapsit can be increased. In either event,
keeping objectives current perpetuates the values that both partners are working for.

Unequal risk. Partnerships are ameans of reducing risk. Two parties can share theload, divide the
respons bility, and parcel out the components of the risk that would otherwise be borne by one or left
undone. Although risk can be reduced, it can never be diminated. It must be shared as equally as possibleif
the partnership isto be preserved. Otherwise, one partner may accuse the other of "putting your hand out
further than your neck.”

No matter how hard consultantstry to bring into balance the risks inherent in improving customer profits,
clientswill always be left with the mgjor exposure. They are exposed on their own behalf. They are exposed
on their recommendation of the consultant. And they are exposed to their topmost tier of management. In any
business stuation, there can be no riskier combination of exposures.

Once clients commit themselves to work with a consultant to improve their profit, they must be successful. It
isno wonder that they will be ultrasengitive to their own inherent risk and to the support they receive from
youl.

Thereisno way you can have the same degree of risk asyour clientsincur, but you can provide a greater
degree of risk cdculation and limitation. Thismust be your equdlizer.
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Obsessing on Control

The Box Two mindset is obsessed with control. Every manager knowsthat costs must be controlled. So must sdes,
snce too much demand that cannot be met can overwhelm manufacturing, inventory, and distribution just as serioudy
astoo little demand can underwhelm them. If shipments get out of control, managers get into trouble. An uncontrolled
rate of scrap or mean-time between downtime or repair and replacement under warranty, or market share that
deviatesfrom plan, isan ominous sign that managers are going to be off budget and off plan. Thiswill bring them to
the attention of Box One.

In most customer companies, deviations from plan call for Box Oneto "manage by exception™ to apply supervisory
management practices and procedures to correct the exceptions and either get the manager back on plan or find a
new manager who will be unexceptiond. Box One's philosophy is often expressed like this. "When managers go off
plan, | invite them to lunch. No one getsinvited to lunch twice."

When customer managers partner with you, their purpose isto reduce the risk of being invited to a"box lunch™ by
Box One. That iswhy you must be sure that you can help them achieve the new contributionsto profits, either by
cost reductions or revenue increases, that you have proposed to them and that they can achieve them within the time
you propose. Otherwise you will expose them to catastrophic risk.

To be"in contral” meansthat amanager is on plan on budget, on time, attaining each milestone on schedule so that
payback of Box One'sinvestment can be made on or before its due date and so that the manager's return on
investment reachesits projected rate. Thisisthe way that your Box Two partners build their track record as good
managers. As good managers, they will again be favored to manage the next cycle of investment, and you will again
be favored to be their partner in replicating your mutual success. Together, you will become aredliable team.

All businessis based on reliability. Customers prize rdliability over every other atributein their people, their products
and services, their operations, and their reputations for their own customers satisfaction. To be out of control isto be
unreliable, which meansthat the profit contribution you and your partner have proposed cannot be counted on any
longer. Y ou should take these words literally. The expression "counted on” isaquantitative measure of your vaue,
and it saysvery clearly that you and your customer-partner will comein with new profits as scheduled or you and
your partner may be out.

Making PIPs that can be counted on is your transcendent task. It isthe basisfor your partnered positioning. Take
that away, and you have what the computer industry calls vaporware and the food industry calls empty calories
promise without performance, the essence of unreliability.

In order to be an acceptable partner for customers Box Two managers, you must share their obsession with control.
In consultative terms, control meanstwo things: controlling clients costs to help them maintain low-cost production,
and controlling the flow of their revenuesto help them maintain high margins or high market share.

To be admitted into amagjor client partnership depends on a single compelling requirement: Can you bring more
money to the client's party than any other candidate for partnership?
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If you "make partner,” you can achieve control of the contributionsto costs, revenues, and earningsin the clients
busness functions and lines of businessthat you affect. They will place respongbility for controlling these
contributionsin your hands, either as adedicated supplier or asafacility manager of their operations. Astheir
partner, they will count on you counting dollar by dollar, in the most literal senseto ddliver your contributions "on the
money" and ontime.

By controlling your contributions according to the proposals you make to your clients, you control the continuity of
your business with them. If your contributions dow or fater, your partnershipswill bein trouble. Every timeyou
ddiver aproposed contribution, you earn the right to propose again. If you lose control of your ability to improvea
client's profits dependably, you will lose your client.

Sowhat isit that you can actually control ? It is not the client, nor isit the client's business. Y ou can control only the
contributions you maketo it.

Asaresult, PIP control becomes essentia for partnering. Y our PIPs must be reliable contributors to customer
profits. The best way to ensurethisisto set up athree-phase process of PIP control:

1.
PIP previews. These enable each client-consultant team to preview the potentia proposals in each account's
fast-penetration plan, rank them in priority order of their perceived surenessin dollar value and timeliness,
and then certify their vaue before presentation.

2.
PIP reviews. These enable each team to review each proposal after its acceptance to warrant its
deliverability and to schedule its monitoring and measurement milestones to make certain that itsfull proposed
vaueis progressvely ddlivered.

3.

PIP overviews. These enable each team to agree on each PIP's contribution, to log it in their joint database,
and to seek follow-on enhancements for it and natural migration opportunitiesin the near-term future. At each
overview, the partnership's norms for improved customer profits can be updated to keep them current.

Accountsthat get out of control are caused by PIP management processes that become uncontrollable. Through PIP
management, you can aways know where you stand in account control by asking questions like these:

Arewe making the profit contributions we are proposing?

Are we measuring and monitoring them with our customers?

Arewe keeping up enough "PIP flow" to earn our partnership dl over again every day?



This document is created with the unregistered version of CHM2PDF Pilot

Arewe maintaining our contributions abovetheleve of the industry standard?

Arewe generating a steady State of future leads from each completed proposal ?

Arewe making our competitors beat us in our normsor beat it?
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Chapter 7. Consultative
Proposing Strategies How to
Qualify Customer Problems

Overview

The high marginsthat accrue from Consultative Selling are your reward for knowing more about the customer
operations you affect and being able to improve them than your competitors do. Margins are merited by mastery of
how a customer runs the businesslines and functionsthat are your salestargets. The more you know about them, and
the better you are able to implement what you know into proposals for performing them more cogt-effectively, the
greater your value will be accordingly, the higher the price you will deserve.

Conaultative Sdling isindustry-specific. Within each indudtry, it is operation-specific. Business operationsin customer
companies are your end users, your true markets. According to the way they operate, they create the costs that you
can reduce or do away with entirely. They can add new sales revenues or productivity if you can show them how.

Y our customer's business operations are the sources of the problems you have to solve and the showcases where the
vaue of your solutions gives testimony to your cagpabilities. Scoping their ways of operating should therefore be your
constant preoccupation.

If you are going to sdll in a consultative manner, customer business operations will be the subject matter of your
consultation. The only aternative isto talk about your own processes and the products or services they produce. In
that case, you will betaking to the purchasing tier and selling on abasi's of competitive performance and price. Y our
opportunity for high marginswill have vanished.



This document is created with the unregistered version of CHM2PDF Pilot

Developing Business Operations Profiles

All business operations have aflow they have a beginning, amiddle, and an end. Manufacturing beginswith raw
materials and ends with finished goodsin inventory. Data process ng begins with raw information and ends with
reports. There are costs a both ends; in between, there is nothing but costs.

Consultative saes representatives should be able to chart the flow of the critical customer business operationsthey
affect. They should be able to assign appropriate costs to the most critical success factorsin each process the 20
percent that contribute the 80 percent and be able to prescribe the optimal remedy to reduce their contribution to
costs or expand their contribution to revenues.

Some of these remedies will be therapeutic; that is, they will lower an existing cost. Other remedieswill be curative;
they will alter aprocess, combineit with another, or diminateit from the flow. In till other cases, the remedy will be
to change the architecture of a process so that acompletely new set of cost or revenue centerswill result.

In most customer operations, work flow is cogt-ineffective. It incurs unnecessary cost or it processes work
ineffectively. If you can optimizeit, you can improve its contribution to profits. Every dollar of cost you take out can
drop to the customer's bottom line. Every improvement you make in productivity can also lower the operating cost
and raise the output from each dollar invested in labor, energy, and materids.

There are two ways to scope a customer business line or business function. Oneisto scopeits funding to determine
whereit ranksin its company's flow of investment funds. A second way isto scopeits process flow to determineits
critical successfactors.

1.

Scoping funding. Nothing happensin business until funds flow. Once funds are dlocated, they can be drawn
down at the Box Two level and put to work, that is, invested. If consultative sdlers want work, they must go
where the funds are flowing, which will always be to a customer's cost center and profit center managers
whose successis critical to corporate strategy.

"Go wherefundsflow" preventsyour coming up dry by being told, "We have no money,” and having
proposasturned back that arein effect samped "insufficient funds.”

Scoping process. When funds flow to a profit-centered line of business or cost center, work can flow
through it. Y ou must know how thistakes place. Y ou must be able to identify the critical successfactorsinal
customer functionsthat you affect, you must know their current contributions to function costs or revenues,
and you must know if you can add value to them and at what rate of return for acustomer'sinvestment.

Figure 7-1 showsthe critical functionsthat determine the success of a supermarket chain's business. Where are costs
higher than necessary: Isinventory stocking or order assembly inefficient? Where are revenue opportunities remaining
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undercapitalized: Can backhaul trucki ng b be made to contribute, or contribute more, to profits?

Administrative Functions

Sales Warehouse Store

Buying Promaotion |Management | Management

Warehouse Functions

Inventory | Store Order
Stocking Assembly

f
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Display
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Figure 7-1: Supermarket chain work flow.

Thework flow for an aerogpace manufacturer isshown in Figure 7-2. This process begins with the marketing
function. How can it turn over more projects faster? Are design analysis and testing roadbl ocks to turning over the
process as awhole? Istime wasted, and therefore money, in moving along the projects that marketing bringsin?
What if modd testing could be accomplished one month faster? One week faster? What value would that add to
ddivery, the time when an aerospace manufacturer ispaid in full? In other words, what would the added va ue be of
reducing the cycle time of receivables collection by one month for each project?
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Figure 7-2: Aerospace manufacturing work flow.

All PIPs prescribe asolution for work flow problems or cycle time problems or sometimes for both. A PIP can
propose to reduce the number of work stations in a process or re-engineer the way they operate or how they are
organized. Other PIPs can propose to reduce the time required for aworkstation to completeits operating cycle,
speeding up work flow but leaving essentialy unchanged the way the processis engineered.

Whenever you PIP customers cycle time, such as getting a new product to market faster or shipping more ordersthe
same day or turning over collections quicker, you are affecting the time value of money in addition to its volume. All

of these improvements bring in money faster. In some cases, they may bring in more money than if the customers
were to come late to amarket or lose one of their key customers to a competitor because of theinability tofill an
order when it isreceived.
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In other cases, where your customers would have made the same amount of money anyway, you can PIP only its
timevaue. Thismay occur in the form of a short-term margin advantage or faster interest accrua from putting the
money to work sooner.

In a PIP opportunity where time values are of mgjor importance, a"what-if?* would be expressed like this:

"What if we can help you get each new mode to market 30 days faster? This can increase your profits by an average
$100,000 per modd, based on an incremental month's supply of first-mover marginsthat earn an average 20 percent
premium. When you multiply $100,000 by twelve new models per year, the total improved profit comesto $1.2
million. Toredizeit, you need to invest only $330,000, which is paid back within thefirst haf year.”
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Databasing From Customer Sour ces

To vend, you need to know your own costs. To sell in a consultative manner, you need to know customer costs. To
vend, you need to know your own sales opportunities. To sell as a consultant, you need to know customer sales
opportunities. Redlizing that you must come up with a cost-reducing or revenue-adding option, how can you learn a
customer's current cogts in the business functions that are important to you? How can you get afix on the cusomer's
unachieved sales potentid? In profiling customer operations, how can you quantify with reasonable accuracy the
problems and opportunities that will form the base of your penetration plans?

Y ou need to devel op three databases, storehouses of information that become the basic resources for value-based
sling to key accounts:
1.

Anindustry database on each of the industriesin which you serve key customers
A customer database on each key account customer you servein an industry

A customer's customer database on your key accounts key accounts

From your industry database, you learn average costs, average profits on sales, average inventories and receivables,
and other industry norms. The information in each of your key customer databases allows you to compare customer
performance againgt industry averages. In categories where a customer falls below the norms, you may find sales
opportunities.

Y our individual customer databases teach you the concentration and distribution of customer costs. Where do they
bunch up? Are these the same places for the industry as awhole? How heavy are they? What are their trends? Are
they rising or are they coming under control? What variable factors affect them most significantly?

The best answersto al of these questions dways come from customers themsalves. Supplementary and
complementary data can be found in public information sources listed in Figure 7-3.

.ner I nformation

Quarterly, annual, and 10-K reports

Investment analyst research reports
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Sandard & Poor's Corporate Records

Sandard & Poor's Register of Corporations

Sandard & Poor's Industrial Surveys

Thomas Register of American Manufacturers

Ward's Business Directory

Dun & Bradstreet Reports

Value Line Investment Surveys

Compustat database on public companies

Internet Alta Vista Document Search

AOL/AmericaOnline Hoover's Business Sources

Lexis/Nexis Online

U.S. Department of Commerce U.S. Industrial Outlook

Financial Ratios
Prentice-Hall's Almanac of Business and Industrial Financial Ratios
Dun & Bradstreet Industry Norms and Key Business Ratios

Sandard & Poor's Analyst's Handbook

Robert Morris Associates Annual Satement Sudy of Financial and Operating Ratios

. 7-3: Public information sources.
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Y our customer databases a so provide you with knowledge of where potential new saes opportunitiesfor a
customer may be found. These may include existing products, new products, combined products, new or enhanced
sarvices, superproducts, or systems. How can your customers sall more? How can they sdll at higher prices? How
can they extend sdlesinto closdly adjacent markets? How can they invade new markets that offer superior profit
opportunity? How can they anticipate or turn back a competitive thrust?

In order for you to know your customers businesses, you must know more than the performance and cost
characterigtics of the interna business functionsthat you can affect. Y ou must so know the markets your customers
sl to. They are your customers opportunity. Their needs cause many customer business functions to operate the
way they do: to manufacture the kinds of products they make, to advertise and sdll the way they do, to communicate
insde and outside their businesses with the telecommuni cations and data processing technologiesthey use. Only
when you know your customers customers can you understand the full range of sales opportunities that can be
enlarged aswdll as costs that can be reduced.

The essentia elements of information you need to know about your customers customers are exactly the same asthe
data you must develop on your customers themselves. Y ou have to learn the mgor cost areas your customers affect
intheir own key account bus nesses and the main sales opportunities they help them achieve.

When you have accumulated your databases, make sure that you know the five "must knows' in order to PIP most
cog-effectively:

From All Operating Managers
1.

What are the best of breeds (BOBS) in your operation and how do you compare to competition?

What are the under-the-gun KPIsfor your operation right now and how much/how soon must you improve
them?

From Line-of-Business Managers
3.

What are the critica success factors (CSFs) in your operation?

Whet is the economic value added (EVA) by each one percent improvement in:

(0]

Share point?

Same-day shipments?
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Reduction in on-hand inventory?

Improvement in margins?

Reduction in cost of sales?

From Business Function Managers
5.

What is the economic value added by each one percent improvement in:

(0]

Downtime?

Scrap?

Labor intensity?

Product devel opment cycle?

Billing-collection cydetime?

Thefive"must knows' represent the crucia data pointsfor PIPping. The only place you can learn them isfrom the
managers of the customer operations whaose contributions to profits you want to improve,

Knowing the functions and processes that are best of breed tells you where amanager will alocate priority
funds to maintain leadership. Where a manager's operation is not best of breed in acritica successfactor tells
you that funds must be allocated to gain or regain competitive advantage.

Knowing the factorsthat are critical to an operation's success tells you where to prospect for closable leads
whose problems must be solved fast and whose opportunities must be seized before a market changesor a
competitor getstherefirgt.
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Knowing the economic vaue that can be added to aline-of-business or a supportive business function by
various strategies tells you where you can propose the most closable PIPs and gives you adollarized basdline
for caculating an incrementa improvement by following the principle of the power of onein thiscase, one
percent. Even a one percent improvement in the contribution added by a current strategy that yieldsahigh
vaue can be ggnificant.

In order to induce customer managersto share their numbers with you, thereis oneimmutable rule to follow: To get
customer numbers, you must offer your own numbers first. The numbersyou offer must be the best projection of
your norms onto your best estimate of a customer's current performance.

Being sure of your solution means more than just being sure that it will work. Doesit yied the best financia reward in
other words, do the dollar valueswork best? If you are wrong, millions of dollars may be sacrificed, as one customer
discovered:

We make hundreds of components that can be configured in thousands of ways to make an unlimited number of
customized products. One vendor wanted to set up ajust-in-time inventory of al our components. Another one gave
us asystem to determine the optimal configuration for each product based on customer requirements. The JIT
inventory would have saved us between $3 and $5 million. But the second vendor saved us roughly $18 to $20
million per year in manufacturing costs by reducing the number of false ordersfor unneeded components.
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Proposing the Power of One

The number one, which isthe smallest whole number, can have enormous power. One more product sold every day,
one more percentage point added to current revenues or profits every week, or one more day gained every month in
the collection of accounts receivable can yield astonishing amounts of improved profits for acustomer. Applying the
power of one also gppealsto customer comfort. Most managers can ded with increments of that magnitude without
incurring adisruption of the businesswhose costs and inefficiencies can nullify the gains. Furthermore, the number one
has the power of credibility. Most customerswill readily concede that they can improve performance, productivity,

or profitsby 1 percent.

The power of oneisthe basis of PIP power. It isyour power base for acustomer's profit improvement. If the power
of oneispowerful enough, it may also be your end point. If you propose to increase an inventory manager's turnover
cycle, you need to know the power of improving the number of turnsby oneayear. If your customer were IBM,
with a$10 billion inventory that wasturning over 2.8 timesayear, each additiond turn can save $2 billion in cash that
no longer needsto betied up financing unsold computers. If you propose to decrease an airline manager's operating
costs, you need to know the power of reducing costs by each cent. If your customer were Delta, each 1 cent
reduction in the cost of flying one seat one mile can earn the equivaent of $600 million ayear in new revenues.

The power of one applies equally acrossthe board of customer operations, as the following examples show for
information systems

If an airline's reservation system goes down for one hour, it can cost aminimum of $1 millioninlogt sales.

If amanufacturer's mission-critical network goes down for one hour, it can cost an average of $100,000in
delayed transactions.

If aWall Street brokerage's distribution system goes down for one hour, it can cost up to $100 millionin lost
stock and bond purchases.

When the power of oneis applied to reducing inventory overstock by 1 percent, three sources of added value can be
Created:
1.

Interest cost on capital invested in inventory can be reduced.

Carrying charges for dow-moving and stationary itemsin inventory can be saved, often subtracting up to 25
percent of total inventory contribution to distribution costs.
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Write-offs for obsolete products can be scaled back.

Even more sources of added value can be created by reducing inventory out-of-stock by 1 percent:

1.
Same-day order fulfillment and just-in-time deliveries can be increased, keeping billings and collections
current.

2.
Production downtime from lack of parts can be reduced, aong with machine take-down and set-up coststo
manufacture small makeup runs.

3.
High turnover of the highest profit-contributing products can be ensured, especialy important when 1 percent
of al products accounts for a disproportionately large percent of receivables.

4.

Lost orders and lost customers can be minimized.
For each of these examples, the Consultative Selling opening questions are the same:

"What if we start to reduce downtime one hour a atime? What is the smallest number of hoursthat can makea
sgnificant differencein revenues? What istheir dollar vaue? If one hour is significant, asin the Wall Street brokerage
example, what if we start with that?"

Multiple-Sour cing the Power of One

The power of one's value can come from multiple sources. By reducing inventory overstocking by one percent, the
va ue can come from a combination of reduced interest cost on the capita invested in inventory, reduced carrying
chargesfor dow-moving and stationary items that together can add up to 25 percent or more of tota inventory
contribution to distribution costs, and reduced write-off for obsolete products.

What if the customer'sinventory problem is being out of stock, and you can reduceit by 1 percent? The vaue can
come from severad sources.

Higher turnover of the highest profit-contributing products that yield more than 80 percent of annual revenues.
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Accderated billing and collection cycle from increased same-day order fulfillment.

Reduced lost orders, reduced lost customers, and increased customer satisfaction.

Reduced take-down and set-up manufacturing costs for smal make-up runs.

The power of one can show up in the added purchasing power of one new customer for your own customer. If you
find yoursdf proposing that your own customer should invest $1 million with you in new equipment, stop before you
go any further and ask what you should be consultatively persuading him to buy. It must not be the equipment. What
the customer isbuying isan extra$1 million in annud sdes a a contribution margin of $250,000 that is enabled by
the enlarged capacity the equipment can provide. Before you can propose, you must know two things:

1.

One million dollars worth of incrementd annua demand exists.

The return on the customers investment compensates them for the incremental cost at or abovether hurdle
rate. This meansthat you must know that the customers 25 percent margind return exceeds their minimum
acceptable return of 20 percent on investments of $1 million.

If the demand exists and the investment's return is minimally acceptable, then dl it may taketo closeaPIPisthe
annua income from one additiona customer. This one customer's businessiswhat you are actualy proposing.

If Generd Vave Company sdllsits Twin Seals at $100,000 and a competitor comesin at $70,000, General must try
to judtify the extra $30,000. If it is ot sdlling consultatively, it will vend the features and benefits of Twin Sedsand
end up discounting their value. But with Consultative Sdlling, Genera can earn morethanitsoriginaly proposed
$100,000.

When Generd sdllsto a petrochemicasrefiner, its account managers go looking for lesking valves. When they find a
valvethat isleaking contaminantsinto a premium fud facility, they have a closeable proposa opportunity. The
refiner's potentid |oss on premium fud that has been downgraded into regular fudl is $.03 per galon. This can add up
to an annud loss of $75,000 in each of the refiner'sten 2.52 million-gallon tanks for atotal loss of $750,000 ayesr,
year after year. Capturing this money converts a performance-to-price ratio to investment-to-return, making
$100,000 irrelevant againgt the added vaue of $750,000 to infinity. If payback of the customer'sinvestment can
occur within twelve months, the investment becomes the equivaent of ashort-term loan at the ROI'srate of interest.

Generd's account managers do not have to wait to discover leaksin arefiner's processes. They can anticipate their
negative contributions to maintenance cost and revenues according to their norms. Bal vaves and gate valves are
always chegper than General's Twin Sedls. On initia purchase price aone they would win. But their costs of
ownership can be prohibitive. If one of them leaks only 0.01 percent of apipelinestota throughput, 28.8 barrels of
marketable product will be lost. Thisamountsto 10.5 thousand barrelslost per valve per year. At an average
product price of $10 abarrel, the annua cost of aball vave or gate vaveisactudly over $100,000. When the price
of ail rises, the valve's cost of ownership goes up with it. Refinerswho deprive themselves of the benefits of Twin
Sedls can be shown to end up constructively "buying” them over and over again without ever enjoying their
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contributions to improved profits.
Codifying the Power of One

Some consultative sellers have codified the power of onein their businesses. For every 1 percent of cost reduction
we can help a customer achieve, such abusiness can say, we can propose a 5 percent improvement in customer
profits. For every 1 percent of added sales revenues we can bring to a customer, we can propose a4 percent
improvement in customer profits. For every 1 percent of added margin we can help a customer command, we can
propose a9 percent improvement in customer profits.

If you can help amanufacturing customer diminate one part from amagjor product, you can free the business from ten
contributionsto cost. The customer will not haveto:

1.

Deggnit.

Assign apart number to it.

Inventory it.

Shdveit.

Inspect it.

Assembleit.

Repair it.

Packageit.

Handleit.

10.
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Ddiver it.

If you partner with customersto help them expand sales, can you enlarge their market opportunity by afactor of
one? If you can start new mothers using a customer's baby foods one month sooner, when their babies are five
months old instead of six, you can open your customer to millions of dollarsworth of incremental annua saes.

Figures 7-4 and 7-5 arelaundry lists of genera opportunities to apply the power of one to revenue expansion and
cost reduction. Somewherein these lists may be your own best opportunities, the things you do exceptionally well
that help customersimprove their profits and that therefore become the definition of "what you do* asabusiness.
These dements of "your game” target the critica success factorsin customer businesses and bus ness functions that
identify the arenas where you can make the partnership contributions that must become your industry's stlandards for
adding vdue.

Add operationd flexihbility.

Add manufacturing or processing qudity.

Add volume,

Improve effectiveness of sales department.

Introduce new sizes, shapes, or materials or new and improved products.
Reduce customer returns.

Apply cregtive sales promotion strategies.

Speed up production and distribution.

Reduce or eliminate unprofitable products, customers, warehouses, or territories.

10.

Improve market position.
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11.
Add brand name value.
12.
Add customer benefits.
13.
Extend product life.
14.
Expand into new markets.
15.

I ncrease digtribution.

7-4. Revenue expans on opportunities.

Reduce number of operations.

Reduce cost of one or more operations.

Combine two or more operations.

Automeate operations.

Reduce labor.

Improve production scheduling.

Reduce operating time to speed up production.

Reduce insurance costs.
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9.
Reduce materias consumption.
10.
Recyce maerids.
11.
Subdtitute less expensive materia's or otherwise reformul ate product.
12.
Reduce raw materiasinventory.
13.
Reduce partsinventory.
14.
Improve controls.
15.

Simplify product and package design.

. 7-5: Cost reduction opportunities.

Theworld of cogtsis changing. Whereas labor has traditional ly contributed the mgjor share of amanufacturer's costs,
now it rarely exceeds 10 to 20 percent. While the hard-core costs of capital equipment have traditionaly been a
principal areaof customer investment, or at least have been percelved as such, thisis no longer the case in businesses
in which information-intensive services are natural accompaniments of equipment. In buying computers, for example,
acommon rule of thumb isto alow $100 for training expenses for every $1 of hardware cost. In networking
computers and tel ecommuni cations equi pment, the support costs of making everything work together asasingle
coherent system normally outruns the equipment cost by five times. These customer costs for integration and
application are more important to reduce, in many cases, than are the costs of the hard goods they add to.
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Gettingto PIP

Nothing happensin Consultative Sdlling until you get to PIP. At the PIP point, you make your preliminary PIPto
customer managers and begin your partnership. This beginsthe process of putting you in businesswith them. It
positions you as potentidly partnerable, permitting the belief that you may provide them with acompelling reason to
work with you. At the sametimethat a preliminary PIP starts the selling phase of the sdles cycle, it lso foreclosesto
your competition the customer problem or opportunity you have projected for improvement.

The sooner you can get to PIP, the better. Until you do, you are vulnerable to opportunity cost from not being ableto
sl. You are dso open to preemption by a competitor who can get to PIP fagter or by the closing of the opportunity
window if customer priorities change, managers change jobs or their positions become consolidated, or funds run out
or become redlocated. Simultaneoudly, your customers are also suffering lost opportunity and may be preempted in
industry advantage by their own competitors.

When you sdll improved profits, time becomes your enemy. Time downgrades the vaue of money, which hasatime
valueaswdl asadollar vaue. Therule of thumb about money isthat adollar today is aways worth more than the
value of the same dollar tomorrow because today's dollar can be invested today to make more dollars. Tomorrow's
dollar must wait for tomorrow. Thisisastruefor your business asit isfor your customer. The longer it takesyou to
get to PIP, theless money you make and the more money you spend in cost of salesto makeit.

Customer managers arein businessto do dedls. A ded isan investment that yields positive return. Profit
Improvement Proposals are invitations to deal by making an investment in an application of your products, services,
or systemsto improve customer profits.

From a customer's perspective, there are six mgjor hurdles that your PIPs must clear in order to be considered a
good dedl:
1
The expected return, expressed by the customer's question, "How much do | get out of it?* There aretwo
ways of proposing your answer. Oneisthe cash flow from year-one expanded revenues or reduced costs.

The other isthe net present value of al future cash flows beyond the first year discounted back to the present
and calculated over the productive life of the investment.

The proposed investment, expressed by the customer's question, "How much do | haveto put in?'

Theinternal rate of return, expressed by the customer's question, "What is the ratio between how much |
get out of it and how much | haveto put in?' The answer isthe annua percentage return per dollar invested.
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The payback, expressed by the customer's question, “"How soon do | recover my investment?'

The opportunity cost, expressed by the customer's question, "How much do | lose by saying no?' The
answer isthetotal net positive cash flow payout over the productive life of the investment.

The earliest point at which risk can be controlled, expressed by the customer's question, "If | don't likeit
oncel'minto it, how soon can | get out?' The answer isthefirst checkpoint at which results are measured.

A PIP becomes closable because it is more advantageous for customersto live with your solution than to go on living
with their current problem or inability to take advantage of an opportunity.

Closable PIPsare ddivery vehiclesfor "killer gpps' applications of asupplier'stechnology to a customer's operation
that maximize improved profits. A killer app kills off aproblem or kills off competitive proposasto redize the same
opportunity. It kills off procrastination because, operationdly and financidly, itsresults are compelling. When akiller
app isfirst proposed, it stops debate dead in itstracks. Its top-line and bottom-line contributions make customers
want to get their hands on them. The new profits seem redlizable. The operating improvements that enable them seem
achievable. Delay seemsunjudtifiable.

At first sight, many killer apps appear to be no-brainers. Quite the opposite. They come out of a consultative seller's
grey matter: the ability to reach into his or her database on customer operations aong with their needs and objectives,
and especidly their current contributions to revenues and costs, coupled with the knowledge of how supplier
technology can best be applied to affect them. This ability to mix and match revealsthe "matrix mind" of the
consultative sdler. In acontinuous filtering manner, the seller is screening customer operating norms through the
templates of supplier improvement norms. Killer apps come into being when the two intersect.

Y our PIPs must radiate credibility in the advantages they propose. They start out with one strike againgt them. Every
customer manager knows about or even worse, has lived through the $250,000 investment that grew to $500,000 in
order to save a$1 million return that was promised to be twice as much but shrank to lessthan haf by thetimeit was
redized.

Every manager's common experience also includes the six-month payback that stretched out to Sixteen. Thereare
three ways to make your PIPs credible. Oneisto make al your preliminary caculations on the conservative side,
leaving yoursdlf "wiggle room" when you work with your customer's numbers:

Overestimate al costs by 20 percent.

Underestimate al revenues by 20 percent.

The second way isto promise asmall number of benefits. It iseasier to achieve the correction of acustomer's parts
shortage dl by itsdf than to combineit with improving productivity, enhancing customer service, and speeding up
inventory turnsdl in the same PIP. The third way isto work with your customer's numbers. If you propose to reduce
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customers inventories, sart with their current cost of goods sold for example, $3 million. Then put their numbersto
work likethis

A customer valuestheir current inventory at $800,000.

The current turn rate istherefore 3.75, the result of dividing the cost of goods sold by the inventory value.

If you propose to reduce inventory by 10 percent, or $80,000, leaving an inventory value of $720,000, the
improved inventory turn rateis4.16.

If the customer agreesthat the cost of carrying $80,000 worth of inventory is 25 percent (to account for
handling, insurance, shrinkage, damage, space, obsolescence, taxes, and the opportunity cost of tied-up
cash), the total savings come to $20,000.

The customer will buy this number because customer numbers have goneinto it.

If customer business improvement isto be continuous, PIPping must also be continuous. The key to seizing
competitive advantage as aprofit improver isthe ability to make fast incrementd improvementsin customer profits.
Thisrequires afast-cycle PIP capability.

Some PIPs are the result of an unanticipated customer demand. Most PIPs come from aconsultative sdler'sinitiative
to solve a proposable opportunity.

PIP opportunities are sourced by the sdler's use of normsto target a mismatch between anorm and acustomer's
current performance. An opportunity istriggered whenever the seller's norm can make the customer more
advantaged.

When consultative sellers compete againgt each other, the edge goesto the faster cycler of closable PIPs. It must be
assumed that all consultative sallers have equal access to customer information and are equipped with technologies
that are at par. Applications skill remains your sole proprietary asst. It alows you to come up with amore closable
solution in spite of implementing asmilar technology to solve the same customer problem or opportunity. But "timeto
PIP" isaqudifier of applications kill.

Even a superior outcome based on superior applications skill losesitstime vaue unlessit can be fast-cycled. Not
only does PlPspeed expand the likelihood of customer preference in the face of dternative choices, it dso can
collapse acompetitor's ability to respond. When this occurs, your credibility for being reliable to your competitor's
detriment is enhanced.
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PIPping in the" Red Zon¢g"

If you are going to have anorm of 1:1 for PIPs closed to PIPs proposed, you must get into the customer managers
"red zone," where they are compelled to take action on each PIP you present. It is not enough to say that your
proposa "certainly made them st up and take notice” or that the outcome of your presentation was that you made
them think. A thinking manager isnot aclosing manager. Y our outcome must be to get aclose. What will get you into
the red zone where you can score?

Customer managers red zones are where their key performance indicators (KPIs) are located. Each PIP must fit one
of themin order to link it to the manager's contribution to business strategy. Thisiscdled aPIPsbusnessfit. A
Satement of businessfit soundslikethis

Thisproposa contributesto redlizing your business objectivesto:

1.

Increase your sales volume by $4.5 million (42.4 percent) over the next three years.
2.

Increase your market share by 4.1 points (10 percent).
3.

Increase your net operating profits before tax (NOPBT) by $2.3 million (9 percent).

In the course of your partnering, you will learn each customer's business objectives. Y our PIPs must tie their
contributions to these objectives by quantifying how much of each objective you can help redize: for example,
contributing $864,000 (4 percent) toward the customer's sales volume objective of $4.5 million and increasing
NOPBT by $69,000 per year to contribute 30 percent of the operating profit objective.

KPls compose a customer manager's "plan.” The manager's current performanceis caled "actual.” If plan exceeds
actua, the manager is"off plan” and at risk of becoming competitively disadvantaged. Disadvantages can become
your leadsiif your norms represent an improvement over acustomer's actua performance whenitisbeow aKPl.

The performance indicators that you choose to improve for your customers provide them with their definition of your
business. The KPIsyou decideto "own" position you with customer managersin terms of exactly where inther
operations you can partner with them and why, because of your norms, they are compelled to partner with you. The
"where" isyour entry point.

If you want to make yourself compdlling to IT managers, for example, nothing will do it faster or on amore
businesdike basis than to issue norm chalengeslike these:
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Do your operating costs exceed our norm of 1 percent of the dollar value of al the purchases you make? If
S0, what if we can work together to bring you closer to our norm?

Doesyour staff exceed our norm of 2.2 per each $100 million to $150 million worth of purchases?

Does your number of instances of delayed shipments exceed our norm of four to Six total yearly ddiveries
from each supplier?

If you want to compel hospital managersto do business with you, chalenge them with your normsfor their KPisfor
capacity utilization expressed in terms of patient occupancy rate and average length of stay for patientsin each
disease category. Y ou can also challenge other KPIsfor the percent of outpatient revenues to total revenues, gross
revenues per discharged patient, cash flow per bed, and the percent of salary and benefits expenses of hospital
employeesto the hospital's total expenses. Comparing labor coststo total costs shows how well ahospitd is
controlling itsworkforce content. Cash flow per bed shows how aggressively the hospital isrecruiting patients, and
their average length of stay shows how well the hospita is managing itsturnover. If your norm for labor costsis 51
percent of total costs while hospital managers can do no better than 56.6 percent, you have alead for aPIPto
improvetheir performance.

If you sdll 1V systemsfor intravenous drug delivery to health care organizations as |FLOW does, you may need to
know the key performance indicators of more than one class of customer manager. In IFLOW's casg, critical care
and neonatal unit heads are major users, as are generd service 1V team leaders. Pharmacy managers are involved as
well, in addition to hospita administrators and their chief financid officers. InIFLOW'sinitid incarnation as avendor,
the critical successfactorsinfluencing saleswere competitive price and performance, salesperson skills, timing, and
supplier reputation. After reincarnation as a consultative sdller, the chief factor critical to IFLOW's sales success has
become the contribution that it can make to key users KPIs.

At the Box One HMO and hospitd administrator level and a the Box Two midlevels, there are severd performance
indicators to choose for improvement:

Capacity utilization, such asthe number of bedsin service, occupancy rate, and average length of stay, al of
which IFLOW can affect

Revenues and expenses, such as cash flow per bed, total profit margin, and return on assets

Productivity and efficiency, such astheratio of personnel per patient and total assetsturnover, aswell as
outcomes in terms of patient dischargesin compliance with disease-category standards for length of stay
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Lead Targeting with KPI Norms

Key performance indicators come in two types.
1

Dollar values, expressed as minimum revenue or maximum cost objectives

Ratios, expressed as percentages

Some KPP classfications are standard across dl industries. They are part of amanager's position title. Other KPIs
areindustry-specific.

KPIsfor Profit Center Managers

Position title predictsthe key indicators for dl profit center managers performances. They are evauated by financid
and working capitd indicators of line-of-business performance such as.

| Tota revenues, which aretotd receiptsfrom saes
Totd operating income, which is gross profits minustotal operating expenses
Tota operating expenses, which are costs of sdlesplus G& A plusR&D
Cost of goods sold, which is sales compensation plus sales support and saestraining

Inventory turnover, which istheratio of annual net sales compared to end-of-year inventory

Accounts receivable turnover, which isthe ratio of annual net sales compared to average receivables
outstanding



This document is created with the unregistered version of CHM2PDF Pilot

Profit center managers are dso evaluated by how well they handle key indicators of their operating performance:

| Gross profit, which istota revenues minus cost of goods sold
Net profit, which is after-tax net income minus net sales
Productivity, which is sales revenue minus cost of labor
Sdling efficiency, which isexpressed in severd ratiosthat compare saes revenues againgt salling expense,
finished goods inventory, order backlog, same-day order fulfillment, and accounts receivable

If your customers manage a soft drink bottler, any significant deviations between the key indicators of their
performance and your norms for them can become a proposable lead:

| How much of their cgpacity arethey utilizing?
How many cases per employee are they shipping?
How much of their run timeisinterrupted by downtime?
How much gross margin are they earning per case?

How much of their salesrevenueis held up in accounts receivable?

How much of their customer base are they satisfying?
KPIsfor Cost Center Managers

Cost center managers have function-specific KPIs:



This document is created with the unregistered version of CHM2PDF Pilot

If they manage R&D, they are evaluated among other indicators by aratio comparing the number of products
deve oped to the number of products commercidized.

If they manage manufacturing, they are evauated by aratio comparing the number of hours downtime to the
number of hours uptime.

If they manage inventory, they are evaluated by aratio comparing the number of orders shipped the same
day to the number of ordersreceived.

Once you know what your customer managers are held to perform, you can propose to hel p them by targeting any
indicationsthat their actual performance lags your norm for their performance in categories like these:

Lead Targeting from Key Financial Performance Indicators. A customer's current financia performance can
indicate opportunities for three kinds of profit improvement projects:

1.

Total Revenue Raisers. Y ou can proposeto raisetotal revenues by speeding up time to market, increasing
the turnover rate of the new product development cycle, improving forecasts or reducing inventory, adding
digtribution, or accelerating the billing and collection cycle.

Total Operating Income Raisers. Y ou can proposeto raisetotal operating income by increasing sales or
decreasing operating expenses for cost of sdes, G& A, and R&D.

Cost of Goods Sold Reducers. Y ou can propose to reduce cost of goods sold by improving salesforce
productivity, reducing the sales cycle, adding distribution, opening up new sources of demand, or
re-engineering sales drategy.

Lead Targeting from Key Operating Performance Indicators. A customer's current operating performance can
indicate opportunitiesfor four kinds of profit improvement projects:

1.

Gross Profit Raisers. Y ou can propose to raise gross profit by increasing sales volume and expanding
market share, speeding up the sales cycle, adding distribution, increasing the turnover rate of the new product
development cycle, or reducing manufacturing cogts.

Net Profit Raisers. Y ou can propose to raise net profit by increasing margins or reducing the cost of sales.
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Productivity Raisers. Y ou can propose to raise productivity by reducing labor content, increasing
automation, or improving workforcetraining.

SHling Efficiency Raisers. Y ou can propose to raise salling efficiency by reducing cost of sdes, finished
goodsinventory or order backlog, or by increasing same-day order fulfillment and accounts receivable
collections.

Lead Targeting from Key Working Capital Performance Indicators. A cusomer's current working capital
performance can indicate opportunities for two kinds of profit improvement projects:

1.

Inventory Turnover Raisers. Y ou can propose to raise inventory turnover by reducing inventory or helping
toturnit faster.

Accounts Recelvable Turnover Raisers. Y ou can propose to raise accounts receivable turnover by helping
to collect receivables faster.
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Observing Yelow Flags

Not al lead opportunities are created equa . Some have subtle contraindications. Others are booby-trapped. Still
others may be genuine opportunitiesthat, at the time they become qualified leads, are for one reason or another
inopportune. Y our success as a consultative sdller is predicated as much on the opportunities you walk away from as
the ones you pursue.

Y dlow flagslike the thirteen that follow can give you fair warning. But only your judgment can make the right
decision to go or no-go.

1.

An opportunity is on the borderline of your core capability or outsde the norms of your killer app.

An opportunity involves acustomer operation that festures amajor process whose functiondity isunfamiliar
to you.

An opportunity demands a disproportionate commitment of your time and attendant costs.

An opportunity requires the cooperation of severa third-party suppliers who are outside your control or
oversght.

An opportunity hasthe potentia for a series of progressive revisons over the course of itslife cycle.
An opportunity was scoped and virtudly finalized by others before your participation.

An opportunity isunlikely to improve your normsevenif its outcomeisredized, or it may actualy downgrade
your norms.

An opportunity has been postponed once before by the current customer manager.

An opportunity does not have anatura migration chain for follow-on proposds.
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10.
An opportunity cannot be finalized within the likely term of office of the current customer manager.
11.

An opportunity carries such sgnificant politica meaning for the customer that an unsuccessful outcome could
catastrophicaly shut down your future opportunities.

12.

The opportunity carriesthe threat of your technology becoming obsolescent or replicated competitively
before the project can befindized, imperiling your perceived vaue and diminishing your claim to gainsharing.

13.
The opportunity cost of not being able to manage a higher-vaue or lower-risk aternative project is high.
Compensating factors may make any of these risks managesble. The customer may be an influentid reference.

Migration opportunities may be sgnificant. Y our core resources may be more fully utilized and your inventory of
experience may be enhanced by new successes. There may be the chance to lock out acompetitor.

Comparisons and risks and rewards like these are inherent in the PIP proposal process. Most of the time when you
make awrong decision, it will be because your disregarded arisk's yelow flag in spite of your better judgment. The
major risksto sweat are those that are dependent on time. Not only istime acost. It isthe one cost that cannot be
reclaimed.

In common with all processes, quality control can be applied to the PIP process by setting Six Sigma standards for
near-perfect resultsin four aspects of profit improvement proposing:
1

Redlizing a one-to-one ratio of closed PIPsto proposed PIPs.

Eliminating time-consuming and costly variancesin the process by which Pl Ps are prepared and presented.

Reducing the number and frequency of defectsin PIP diagnosis, prescription, and cost-benefit analysis.

Meeting customer expectations at the 100 percent level that each PIP's actua benefits will equd its proposed
benefitsin both their dollar values and time values.

The PIP processisareplicaof the Six Sigma process. In both, alead istargeted by comparing an operation's current
resultswith normsfor better or best practices. The problem or opportunity is diagnosed. An improvement is
prescribed and implemented. Its results are measured. They become the basdline for the next improvement in the
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continuous quest to get to Six Sigmafor suppliers PIPping and their customers operations.

(< reeviovs e
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Chapter 8. Consultative
Proposing Strategies How to
Quantify PIP Solutions

Overview

Customer profit improvement begins with knowledge of how customers make the profits that you are going to
improve: how they make their money right now. Thisisthe starting point for Consultative Selling. Unless Consultative
Sdling dirategies can improve the profits a customer can make, the customer will not be a prospect for high-margin
sdes.

A customer makes money based on five principles:
1
Circulaing capitd
Turnover
Contribution margin

Return on investment (ROI)

Payback
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Applying the Circulating Capital Principle

Profit ismade by the circulation of business capita. Every businessis founded on capita or fundsthat sart in the
form of cash. The objective of businessisto maketheinitia cash grow into more cash. Thisisaccomplished by
circulating the capitd, theinitia cash, through three transfer points. Each transfer adds value:

1.

Theinitia cash circulatesfirg into inventories.
Then theinventories circulate into receivables.
Thereceivablesfindly circulate back into cash, completing one cycle.
Thisthree-step process demondtrates the principle of circulating capitd. Every business depends on it for itsincome,

Circulating capitd isthe current assets of abusiness. They go to work in profitmaking as soon as cashisinvested in
accumulating inventories. Every time raw materias are purchased or processed, inventories come into existence.
Another name for production scheduling could realy be inventory conversion. Manufacturing adds further to the
vaue of inventories, and so do dl the other processing functions of abusinessthat transfer value from cash to product
costson adollar-for-dollar basis.

Figure 8-1 shows the profitmaking process that occurs as capital funds circulate through a customer's business. At A
thefunds arein the form of cash. Asthe business operates, the funds change form. Theinitia cashistransferred into
inventories asraw materias are purchased, labor is paid, and finished goods are manufactured and transported from
plant to warehouse.
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Sales and
Administrative
Expenses i

Figure 8-1: Profitmaking capitd circulation.

When sdles occur at B, funds flow from inventories the manufactured goods into receivables. Asthey flow, the
meagnitude of the funds increases because inventories are valued at cost and receivables are valued at selling price.
Thisincrease represents the gross profit on sales. The greater the gross profit rate, the greater the increase in funds
during each rotation of the capita circulation cycle.

At C, the funds earned by the collection of receivables flow back once again into cash. Before they do, they are
reduced by the sales and adminigtrative expenses that have been disbursed throughout the operating cycle.

At this point, onefull cycle of capita circulation has been completed. It hasresulted in an increase in the number of
dallarsin the circulating capita fund. Thisincreaseisthe difference between gross profits and selling/adminidtrative
expenses. In other words, a profit is made when the circulating capita of the businessturns over one cycle. The more
cyclesthrough which you can help turn your customer's circulating capital during an operating year, the greater the
profit the customer can earn. Thisisthe principle of turnover.
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Applying the Turnover Principle

The circulation of capitd fundsin a customer's business takes on meaning only when it relates to time. Since capitd
fundsturn over in acomplete cycle from cash to inventories, then to receivables, and finaly back into cash again,
their rate of flow can be measured asthe rate of turnover. The faster the turnover, the greater the profit.

Sepping up a customer's turnover rate through profit improvement is the consultative sales representative's
most important function. Unlessyour profit projects are by and large directed to improving the turnover of the
capital employed in your customer's business especidly the capita that isin the form of inventories you cannot
accomplish your misson.

Aswith dl products, the principle of turnover is crucid to maximize the value of the PIP process. PIPsare capitd. It
must be turned asfast as possiblein order to maximize profit growth. Asinventory, PIPsrepresent acost. Only by
being closed can their cost be reclaimed and their value begin to be realized.

PIPsin inventory account for two kinds of cost. Oneisthe sunk cost of their manufacture. The other isthe
opportunity cost of remaining unsold. But PIPsdo not just St in inventory. They are perishable, losing their net
present val ue to obsolescence or competitive replication. Their half-life grows shorter daily.

Turnover generaly offers more opportunities than any other strategy for profit improvement. The most common way
to improve turnover rateisthrough increased sales volume and lowered operating fund requirements. In some
Stuations, turnover may beimproved by decreasing sdes or even increasing the investment in operating assets.

You arein excellent position to help improve acustomer's turn of circulating capital since, as Figure 8-2 shows, the
drive whed that rotates capitd issdes. Y ou must continualy search for the optima rel ationship between your
customer's sales volume and the investment in operating funds required to achieve it. At the point where the optimal
relationship exigts, the turnover rate yields the best profit.
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Basic Relationship
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Figure 8-2: Profitmaking turnover.

In Figure 8-2, the circumference of the sales whedl represents $200,000 worth of sales during atwelve-month
operating period. The sdeswhed drivesasmaler whed representing circulating capitd. The circumference of the
circulating wheel equalsthe amount of dollarsinvested in working funds, in this case $100,000. Enclosing the
circulating capitd whed isalarger whed, also driven by sdes, that representsthetotal capital employed. It includes
the circulating capitdl of $100,000 plus another $100,000 invested in plant and facilities. Thus the circumference of
the whedl representing total capital employed is $200,000, equal to the sales drive whed!.

When annua sales are $200,000 and total capital employed in the operation is $200,000, the annual turnover rate of
total fundsinvested is 100 percent, or oneturn per year. The portion of thetotal that is circulating capital, amounting
to $100,000, turns over at the rate of 200 percent, or twice ayear.

Each of the three eements of circulating capital cash, receivables, and inventories hasits own individua turnover rate.
Inventory turnover is caculated according to the number of months supply on hand. A sx months supply represents
two turns per year, or a 200 percent annual turnover rate. Turnover of receivablesis expressed as the number of
days business outstanding. If ninety days of business are outstanding, the receivables turnover isfour turns per year,
or 400 percent.

Since circulating capital increases every time it completes one turn, your job isto find ways to increase customer
turnover through the use of your product and service systems. Y ou can exercise two options for improving turnover.
Oneway, option A, ishy increasing saes. The other way is by decreasing the amount of money invested in circulating
capita, option B. Figure 8-2 shows an opportunity to double customer salesto $400,000 per year without increasing
the $200,000 of total funds employed in the business. Thisisoption A. Theturnover rateisincreased from 100 to
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200 percent. At the same time, the turnover rate of circulating capital increases from 200 to 400 percent.

If the consultant cannot increase the customer's sales, option B offers an aternative opportunity to improve turnover.
Even though salesremain at the same annua rate of $200,000, turnover can beincreased if total capital employed is
reduced from $200,000 to $100,000. Thisincludes apardld reduction in circulating capita from $100,000 to
$40,000. These reductions help the consultant improve the turnover rate of total capita employed from 100 to 200
percent and that of circulating capital from 200 to 500 percent. This Strategy for improving turnover meansthat the
operating funds of the customer's business are being worked harder.

The profit improvement created by options A and B can be readily appreciated by multiplying theincrease in funds
generated at each turn of the operating cycle by an increasing number of turns. If the operating profit from oneturnin
the basic rdlationship shown in Figure 8-2 is $50,000, the profit redlized by option A is doubled to $100,000. In
option B, profit remains at $50,000, but $100,000 of funds are rel eased from operations that could be used to
generate additional business or reduce indebtedness.

Opportunities abound for improving acustomer'sturnover. Thereason issmple. The sum tota of fundsemployedin
acustomer's business represents the many individua funds that make up circulating and fixed capital. An
improvement in the turnover of any one of these funds correspondingly improves the turnover of the total funds
employed. Therefore, you can zero in on any component of acustomer's"turnover mix" without having to consider
any of the others or their sum total. For example, improvement in the turnover of any singleitem in acustomer's
inventory including your own product improvestota turnover and consequently contributes to profit improvement.



This document is created with the unregistered version of CHM2PDF Pilot

Applying the Contribution Margin Principle

The key to profitsis contribution margin how much margin each product line or business unit contributesto a
customer'stota profits. Affecting acustomer's contribution marginsis akey objective of Consultative Sdling. There
aretwo waysto do this. Y ou can help increase sales volume at the current contribution margin. Or you can help
Increase contribution margin at the current volume of saes.

Figure 8-3 shows how contribution margin works. It is caculated by subtracting variable costs from saes revenues.
In the example, acustomer'stota contribution marginis 9.5 percent. That meansthat each singledollar of salesis
currently contributing amargin of 9.5 centsto cover the customer's fixed operating overhead of $221,000. It tekesa
lot of $1 salesto contribute enough 9.5 cents worth of marginsto cover $221,000 of overhead. Even when sdesdo
that, the customer merely breaks even. That iswhere you comein. If you can increase sales or decrease the variable
costs that subtract from sales revenues, you can improve customer profits.

Product Lines

Total A B C
1.
$2,600.0 $1,742.0 $650.0 $208.0
Sdes
100.0% 67.0% 25.0% 8.0%
2.
$2,106.0 $1,440.0 $520.0 $146.0
Codt of sdes
81.0% 82.7% 80.0% 70.0%
3.
$494.0 $302.0 $130.0 $29.8
Gross profit (1-2)
19.0% 17.3% 20.0% 29.8%
4.
$221.0 $134.0 $65.0 $22.0
Wages

8.5% 1.7% 10.0% 10.6%
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5.
$26.0
Other
1.0%
6.
$247.0
Tota (4 +5)
9.5%
1.
$247.0
Contribution margin
(3-6)
9.5%

Figure 8-3: Analysisof profit contribution by product line ($000).
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The consultant's choices are shown in Figure 8-3. If you want to work on product line A, you can improve profits
best by improving sales. Whileit has only a 17.3 percent gross profit, it also has a 9.0 percent contribution. Any
increase in sales volume produces new profits. On the other hand, if you work on product line B, you have to reduce
its variable codts. Its 20 percent gross profit exceedsthat of A. But it ismaking only an 8.0 percent contribution after
variable expenses. If you can reduce its expenses, you can improve its contribution even without increasing ses

volume
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Applying ROI and Payback Principles

When you present a PIP to aBox Two manager, what questions can you anticipate?

What is the net present value of this deal ? To get the answer, the manager discounts your proposa's
future cash flow projections at the rate of his company's cost of capitd. The manager then caculatesthe
cumulative value of these cash flowsin terms of today's dollarsin order to arrive a their present vaue.
Findly, the manager subtracts the investment you are asking from the present vaue to learn the net value.

What is the return on investment from this proposal? To get the answer, the manager multiples margin by
expected turnover. If margins have been declining and you propose to improve them, you can leave therate
of turnover alone. If you cannot increase margins, the manager looksto seeif you are proposing to increase
turnover.

What is the payback period on the investment that is being proposed in the PIP? Payback calculates
thereturn of the investment, not the return on it. The manager wants payback as soon as possiblein order to
limit risk and usudly calculaesit by dividing theinitid invesment by the projected cash flows. Alterndively,
each period's cash flows may be added together until the investment has been covered.

Customer managers use a business shorthand to appraise your PIPs quickly in order to qualify them for serious
congderation. They usetwo criteriain rapid-fire order to make aquick study of the key things they have to know up

front:

1.

How much money can they most likely earn if they invest in your proposas?

How soon will they be ableto redizeit?

Thesetwo quick screenstell them if they are interested in going further with you, which means finding out how sure
they can be about the "muchness’ and "soonness’ you are proposing.

Criteria of " How Much"

Customer managers use three criteria of muchness to determine how much they will get out of an investment in one of
your PIPs:
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Net present value (NPV) indicatesthe net vaue of al the future cash flows you will help them earn over the
commercid life of your proposals, discounted back to their present value today so they have acommon
denominator of vaue. Bringing future val ues back to their present value, which discounts them, ismade
necessary by thetime value of money. A dollar in the managers handstoday is aways worth more than the
vaue of the same dollar in their hands tomorrow. All managers have aminimum NPV standard for accepting
proposals. Y ou must Pl P them above the standard to merit consideration.

Net present vaueisthe primeindex of vaue. Consultative Sdling isNPV sdling. Theimproved profitsthat a
consultative sdller sellsareimproved NPV. Nothing esetellsthe seller or acustomer the true value of what is
going to be returned on the customer'sinvestment.

Net income by itsalf, representing cash flow, ignores the cost of the assets required to generate added
revenues. Revenues by themsdlvesignore their costs. Return on investment by itself can inflate the perception
of the return when the investment is comparatively small.

Return on investment (ROI) indicatestheratio of acustomer'stota profit improvement to the total
investment required to generateit. In order to do adeal, ROl must equal or exceed a cusomer'sminimum
hurdle rate for incrementa investments generally two-thirds or more of the customer's cost of capitd.

ROl isaratio of the dollar income generated by a PIP compared to the dollarsinvested. IRR (Internd Rate
of Return) istheform of ROI that is most commonly used in PIPping. It shows the average annual percent
return from each dollar invested over the commercid life of aPIP, adjusted for the impact of time.

Aftertax cash flows indicate a proposal’s profit after subtracting for taxes and adding back depreciation and
other noncash outlays. Cash flow is net income, commonly referred to as the bottom line. Cash flow isvitd
to every business. It can be even moreimportant than profits because it paysfor the continuity of ongoing
operations. Depreciation isthe reduction in asset value from use or obsolescence. It is based on periodically
writing down aportion of an asset's originad vaue so that it can contribute to the reduction of taxes, thereby
influencing aftertax cash flow.

Criterion of " How Soon"

Customer managers use payback asther criterion of soonness to determine how soon they will be able to recover
their investment in your proposals. The payback period is computed by dividing the total amount of an investment by
the expected aftertax cash flows. Payback is an important determinant of the relative merits of competitive proposals.
Once payback has occurred, the customer managers are "clean,” removed from risk. From that point on, their
interests focus on the net present value, accounting rate of return, and aftertax cash flows of your proposals.

Criteriaof "How Sure"
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The soonness of payback isakey indicator of how sure a customer manager can be of receiving the muchness and
soonness of a PIP's proposal. The sooner the payback, the surer the deal. The mgjor contributors to sureness
beyond payback are your norms, which validate your track record, and your PIPs Cost-Benefit Anayses, which
prove your Prescriptions.

ROI isan andytic tool that hasthree quditiesinitsfavor for your purposes: (1) it isafair measurement of profit
contribution; (2) it ishepful in directing attention to the most immediate profit opportunities, alowing them to be
ranked on apriority basis; and (3) it islikely to be readily understood and accepted by financial managers aswell as
sdles and marketing managers of your customer companies.

Figure 8-4 represents the two formulasfor calculating ROI. The formulas relate the mgjor operating and financid
factorsrequired in profitmaking to the rate used to measure the profit that is made: the rate of profit per unit sdlesin
dallars, therate of turnover of operating funds, the funds required to finance business operations; and the total

investment of capital employed, including working assats, plants, and facilities.
A. Options for Improving ROl by Improving Turnover
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Figure 8-4: Return-on-investment formulas.

The customer's sole economic justification for investing in your profit-improvement projectsisto earn asuperior rate
of return on the fundsinvested. Thistruism must beinterpreted in two ways. Oneisin terms of income gained. The
other isin terms of costs avoided in obtaining investment funds, costs of retaining such funds, and costs suffered by
denying their usefor aternative, potentialy more profitable, projects.

Diagnosisisthe heart of consulting. Diagnostic techniques based on ROI are the heart of diagnosis. As Figure 8-4
shows, ROI isthe product of the rate of operating profit expressed as a percentage of sales and the rate of turnover.
Any time you want to improve a customer's ROI, you must first diagnose a problem in the customer's operating profit
rate or an opportunity to increase the customer's turnover.

Part A of Figure 8-4 showsthe ingredients of ROI expressed asturnover. If you examine each of those ingredients,
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you will find profit opportunities that can improve turnover. Y ou can, for example, recommend a project to reduce
your customer's receivables. This reduces the amount of fundsinvested in working assets, thus reducing the
customer'stotal investment base. Asaresult, you can improve your customer's profit without increasing sales volume.

Part B shows options for diagnosing profit improvement if your objectiveisto increase operating profit. Y ou can
recommend a project to lower the customer's cost of sales. Thisreducestota costs and enables the customer to
show anincreasein operating profit.
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Comanaging a Customer's Assets

When customersinvest their money to acquire your products or services, they obtain an asset. Their god isto turniit
over as quickly aspossible so that it will revert to cash. Then they can reinvest in another asset with you and start the
process over again. If they make good investments with you, they will end each investment cycle with more money
than they started with. Asset turnover isthe secret to making money. The more assets turned and the faster they turn
over, the more money is made.

Accounts receivable and inventory are a customer's two magjor current assets. Current assets, by being turned over,
are more quickly convertible to cash than are fixed assets. Anything you can do to speed up a customer's asset
turnover in these two areas makes money for both of you. If you and a customer alow these assetsto build up if a
customer's sales decline and inventories grow or if your customer's customers delay paying their bills both of you are
incurring the cogts of lost opportunities.

Idedly, customerswould like to have zero investments in accounts receivable and inventory. Every day that you can
help them condense their collection period ismoney in the bank. Every additiona turn of inventory aso improves
profits. Anitem that turnsover 1.7 timesayear Sitsin inventory gpproximately seven months before being sold. If
you can help move it in Sx months, using the power of one, you can accelerate its contribution to earnings by
one-seventh.

Asset turnover is especidly important in sdlling to acustomer's profit center managers. One of their key performance
indicatorsis ROI, which is caculated by dividing their earnings by the investment in their asset base. The higher their
RO, the greater the investment that top management continuesto make in their profit centers, and the higher the
reward each center's manager receives.

TheROI of your customersisagood index of how good acomanaging partner you are. If you have the ability to
affect inventory, but you let them stock out on their highest margin products, you are a poor comanager of your
customers assets. If you have the ability to affect collections, but you let their money languish in accounts receivable,
you are more of amismanager than a comanager. Increasing inventory turns and decreasing collection cycles make
you better.

Whenever you make proposals to customers, you are chal lenging them to assessarisk. If you ask them to invest with
you to expand their capacity to produce their existing products, you are offering them amedian risk. All other types
of investment have ahigher or lower risk. Investmentsfor replacement or repair are the safest. Past experience can
accurately help foretell their probable cash flows. Cost reduction investments are somewhat riskier. No one can
caculate the exact magnitude of their potential savings. The riskiest type of investment concerns new products or new
market development, where neither the costs nor the revenues can be predicted with certainty.

As so0n as customers invest with you, they incur an opportunity cost equal to the return they could have earned from
an dternative investment of the same funds. The opportunity cost isin addition to the direct cost they pay you and the
indirect costs they incur inimplementation. The further away you take them from their median risk, where they know
the return they can expect, the more risk-averse they will be and the more proof they will demand and the closer
partnership with you they will expect.
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Whenever risk increases, customers balance it againg itsreturn. In high-risk situations, they are more interested in
whether the return is sufficient to judtify the risk than the rate of return itsdf, however high it may be.

The risk-return trade-off isthe bas's of management. The only fully known sum of money in any transactionisits
investment. Future benefits are dways uncertain. Asrisk increases, the anticipated return must increase with it. If
managers are confronted with two equd investments that promise asimilar return, they will probably choosethe
investment with the lower risk that is, the one with the higher net present value per dollar invested.

Whererisk isequa or minimal, it isnot afactor. Under these conditions, it is better to make an investment rather than
let money St idle and thereby incur opportunity cost aslong as a positive net present value can be returned. This
meansthat it must equal or exceed the customer's cost of capital. Aslong asit does either one or the other, the
investment is acceptable. Thisissmply another way of calculating the worth of an investment based on its net present
vaue. According to NPV, investing $50 million today for a stream of future cash flowswith avaue today of $59.755
million is an acceptable investment. In effect, the customer is paying $50 million for an asset worth $59.755 million,
gaining $9.755 million of new vaue. Sincethe NPV iswell over zero, thisisagood investment. If it were only zero,
the customer's wedl th would be unchanged and time would be wasted, consumed by opportunity cost.

| nvoking Opportunity Cost to Accelerate Closing

Risk, no matter how minimal, increases over time. That is one reason why adollar today is dwaysworth more than a
dollar in the future. Two other reasons why money has atime vaue are inflation and the opportunity cost that is
incurred when money is not productively invested.

Because money hasatime vaue, every dollar returned by an investment isworth less astime goes on. In the way that
customer managers think about investments, they say that if | have 91 cents on hand today, | caninvest it a 10
percent interest and it will grow into one dollar within one year. Isthisthe best dedl availableto meat thistime? Can |
get abetter rate of interest anywhere else? Can | get aquicker payback? Can | get alarger return?

The fear of opportunity loss can be a powerful motivator to commit. Consultative sellers dways ca cul ate the value of
alost opportunity to invest with them, reminding their customers of how much it is costing them for each day, week,
month, and quarter of deliberation and delay in comanaging a PIP. This puts a pendty on "missing out on agood
thing" and, conversdy, awards brownie pointsfor biting the bullet.

Intraditiona vendor sdlling, timeisadways on the customers side. Thelonger that a purchasing cycleisalowed to
run on, the lower the eventua price. For thisreason, delay isamore profitable strategy for customers than closing
quickly. While prolonging price negotiation isin the customers self-interests, the oppositeistruefor their suppliers.

Whenever vendors negotiate price, they lose twice. Loss of timeisloss of money. Astimeislog, vendorslose even
more by discounting their price. Until they reach the price point where the customer caculatesit will no longer be
worthwhile to trade more time for an even greater discount, no close will take place.

Vendor prices are dwaysinitidly unacceptable to customers because timewill bring them down. Quick discounts
rarely move customersto close. They know that the discounts will become successively deeper. Closure takes place
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when they percelve that each additiona unit of waiting time earns them a diminishing return of discounted price.

When the vdue of time has such adifferent meaning for a customer and a supplier, thereis no way that their
relationship can be anything but adversarid. Tak of partnership by vendorsis gibberish.

Conaultative Sdlling makes partnership possible by endowing time with amutua vaue. With a PIP proposal process,
immediate closing benefits customers and suppliersdike. If customers stal closing aPIP, they incur acaculable
opportunity cost from postponing today's profits until tomorrow. The dollars themsalves can usudly be made up; year
five cash flow may have to wait to be recoverable until year six. But because money hasatime vauein additionto a
dollar value, the worth of each dollar tomorrow will aways be less than the worth of the same dollar today.

For the supplier, delay is also expensive. Any value proposed today beginsto depreciate as soon asit is PlPped.
PIPs are enabled by the application of technology, which is perishable. From commerciaization forward, all
technology is obsolescent. Asits value depreciates, its once-exclusive ability to make a contribution to customer
profits may become equalized or superseded by a competitive technology. Asaresult, a PIPs vaue proposition must
be revised downward at the same time that its customer's opportunity costisrising: Itislose-lose.

The unwillingness on both sides to absorb opportunity cost drives quick PIP closure. Each party is motivated by
sdf-interest in wanting its money now. The customer wants to maximize the net present vaue of time. The supplier
wants to maximize the net present value of technology. A waiting gameisalosing gamefor both of them.
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Guaranteeing Results and Gainsharing Rewards

Once a PIP has been accepted, even beforeits value has been redlized, the consultative sdlers customers are
aready counting on the new earnings they just contracted for. They will find sources of investment for the project's
earned funds just as soon asthe funds are avail able, not wanting to waste a minute in putting them to work. They will
depend on their being available on time and in the amount promised. If they are not available, cusomers suffer a
shortfal. They will also suffer alost opportunity.

Sincefunds till "on the come” are dready invested asif they were real as soon asthey are proposed, failing to redize
them can be a catastrophe. The funds are planned for. If they are not going to be ddlivered, the customer will be
surprised. It isnot necessary to say "unpleasantly surprised.” Managerslearn early in their careersthereisno such
thing as apleasant surprise; al business surprises are unpleasant.

Thereis no substitute for guaranteed results. When you guarantee your solution, you are acting as a coguarantor, a
cosigner of your proposal. Your Box Two partner isthe actua guarantor. Y our partner isthe true receiver of
corporate funds, choosing to invest them with you. This makes each Box Two manager the ultimate responsible party
whose career success or failureis at stake and whose reputation as a"good manager™ is enhanced or downgraded by
your proposa's effectiveness. Smply by the act of endorsing your proposal and going public asits sponsor your
interna "economic sdler” customer managers areimplicitly guaranteeing that they will return their company’'sfunds
plus apraofit. When you partner with them, you inherit the same obligation.

Guaranteeing your resultsisthe ultimate answer to the customer's question: How sure? By establishing afloor for
your payoffs, it alowsyou to eliminate the ceiling on your reward. Once you achieve your guarantee, you can ask to
sharein any gainsover and aboveit.

Gainsharing isan dternativeto price. It is based on an understanding between a supplier and customer that their
business together should be amutua value exchange. The supplier should grow the customers by adding valuein the
form of increasesin their revenue capabiilities and cost savings. In turn, the customers should grow the supplier by
adding vauein theform of enhanced marginsat high volumes.

A supplier and customer who cannot make money with each other not on or off one another cannot grow each
other. If they cannot grow each other, they cannot partner, because mutua growth iswhat partners do day in and
day out.

Gainsharing isthe partnering Strategy for growing vaue and for mutudly participating initsgains. It rewardsthe
partners mutudity of objectives, their mutual strategiesto redlize them, and their mutual acceptance of risk. It
positions suppliers as growth consultants whose essentia capability isto add value. As an opportunity-seizing and
problem-solving approach to doing business, gainsharing dedicates suppliersto wesalth creation, not just to the
creation of products or services. It puts them in the business of manufacturing and marketing wedlth.

The emergence of abassfor gainsharing at Boeing illustrates the incrementa but nonethel ess progressive nature of
the change. Origindly, Boeing went into the market to "find the suppliers with the lowest bid and monitor them so
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they don't screw up." Then Boeing began to "find the suppliers who make the best product and make them part of
the process." Boeing's emergence will be complete when it sets out to "find the suppliers who can creste the most
new wealth with us and partner with them by sharing the gains.”

Gainsharing is neither asupplier strategy nor a customer strategy. Both benefit; neither incurs adownside. The mutud
nature of the reward should drive both of them to gainshare whenever a unique vaue can be added to a customer
operation that contributes to a superior gain.

Other factors adong the lines of avoiding or diminishing negative outcomes aso favor gainsharing and, in some cases,
tend to makeit inevitable:

Few suppliers are able to recover enough margin on product saesto refertilize their R& D with sufficient
funds to ensure continuous short-term innovation cycles. Product acquisition has become a cost-control
function, pushing suppliers price pointsinexorably downward toward zero cos.

Few customers are able to achieve and maintain best practices astheir industry's low-cost manufacturer or
high-share market leader by relying only on standard solutions produced by their suppliers. Standard
solutionsyield standard practices. Y et no suppliers can afford to provide custom solutions at cost-controlled
price points and gtill achieve low-cost supplier status for their own business. The only way to obtain funds for
custom solutionsis through gainsharing.[ 1]

Person-to-person negotiation between customers and suppliers on price has become cost-ineffective, adding
both direct and opportunity costs to the customer's cost-controlled process of acquisition and adding to a
supplier'scost of sde. It isonly amatter of time before it becomes unaffordable to both partiesto dlow sales
representatives and purchasers to negotiate commodity transactions based on price. When human beings are
involved in negotiations about exchanging value, gainsharing isthe only affordable subject to debate.

[1] The authoritative guide to sharing in the contributions made to customer profitsisavalablein Gainsharing @
Alternative to Pricing by Mack Hanan and Jon Feingtein, (New Y ork: The Greymatter Group Inc., 1999).
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Applying Your Intellectual Capital

Gainsfor sharing come about as the result of gpplications of one or more of three forms of capital:

1.

Intellectud capita in the form of the expertise required to initiate and manage a profit-improvement project
2.

Financid capitd intheform of investment
3.

Operating capital in the form of products, services, and systems

Applying intellectua capitd to creste profit-improvement projects, not smply stocking them with operating capitd, is
becoming increasingly recognized by suppliersaswhat their businessisdl about. But ideasin themselves are worth
little, being nothing more than raw materials that rank at the bottom of the value curve. By adding valuesfrom
gpplication and implementation, information and education, and consultation and evaluation of results, intellectua
capital can redize whatever opportunity it may have for capitalization.

The gain in gainsharing is net present value (NPV). It is calculated as the present value of awedlth creation project
plus the worth of al future values when they are discounted back to the present. This takesinto account the reduced
vaue of money over time. In addition to NPV asthe key indicator of gain, payback isameasure of the exposureto
risk in redizing the NPV. The longer the payback, the greater therisk. A third indicator isthe relationship of reward
torisk that is calculated by the ROI.

Penetrating Your Customers Value Chains

In order to sharein the gains you contribute on a PIP-by-PIP bas's, you must find a customer problem or
opportunity that letsyou redize three results.

1.
The maximum gains from a product, service, or system gpplication can be contributed.

They can be accumulated in the least time.

They can be accumulated at the highest level of cost-effectiveness.
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Asaconsultative seller, you must seek out customers who can gain the most from your PIPs so that thereis
maximum gain for both of you to share. Customerswho can gain the most are cdlled "gain-sengitive.” A customer can
be gain-sengitive no matter where the business may be on an industry's value-cregtion curve:

Customers who are ahead of the industry curve can be gain-sensitive because they want to stay ahead.

Customerswho are behind the curve must be gain-sensitive because they want to move up before they drop
off.

Customerswho are in between are gain-sengitive because they must move up to become one of the top three
competitors or face up to two business-atering options. consolidate by acquiring or being acquired, or vacate
their market.

Fitting In asa Value-Adding Partner

If you want to gainshare instead of pricein Consultative Selling language, " propose an investment” you must be able
to answer the customer's question, "Where do you fit as a partner in the gains of my business?’ In order to answer,
you must know where you can add vaue. Since you are not offering yoursdf as apartner in the entirety of a
customer manager's operation, your postioning iscrucid in heping determineif thereis a partnerable vacancy that
you canfill.

Supplierswho position themsalves as moneymaker s arefitting themsalves primarily into acustomer's saes,
marketing, and distribution operations. They may dso fit into the parts of acustomer's product development,
market research, manufacturing, or inventory control operationsthat affect sales. Moneymakers can range up
and down vaue chains, intervening in operations where they are capability-specific for improving
contributions of revenue.

Supplierswho position themsalves as moneysaver s arefitting themsd ves differently into customer support
and supply operations. Instead of acting as sales builders or market builders, they add value by reducing an
operation's contribution of costs.

Of the two platforms for gainsharing one to expand revenues and the other to reduce costs the proposed gains from
cost reduction are easier to calculate and propose than revenue improvements. Customers accept potentia cost
savings more readily than a prospect of newly generated revenues. Costs, being internal, can be better controlled.
Markets, the sources of revenues, are more ephemera since they are outsde customer control and defy prediction.
Besides, customers are dmost ways better at control than at expansion. Y et revenue improvements are amost
adways significantly greater contributionsto gain for sharing.
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Specifying I nstead of Being Specified

Asa consultant, you should be proposing improved profits as aresult of solving customers business problems by the
application of your technology to their operations.

Y ou are not slling your technology. Nor are you sdlling solutions to customers business problems such as
"improving materiasflow" or "decreasing production backlogs." Y ou are sdlling improved profits, they are your
product, and your proposas must set them forth in their mgjor specifications of how sure your customers can be that
they will receive the "muchness’ and "soonness’ in your proposd. Customerswill not have the comfort leve to
partner with you if only you are sure. Y our surenessis unimportant. Y ou must make your customersfed sure. Unless
you do, they will tell you that they are not comfortable. If they stay that way, you will not partner them to sl for you.

There are many short-term comfortable partners. There are fewer long-term comfortable partners. But there are no
long-term uncomfortable partners.

Y ou make customer managers comfortable when you give them the evidence to prove where the return on their
investment will come from and how it will flow. Y ou may think, quite naturdly, that the investment causes the return.
Actudly, it isthe other way around. It isthe promise of the return that causes the investment to be forthcoming,
making the investment the result. If you do not make customers comfortable with the cause of their new profitsfird,
they will be unable to envision aresult.

When customers sign off on atransfer of fundsto you, they are committing to incur an asset. They own something
new. Its cost becomes a part of their balance sheets, increasing their indebtedness. The only valid trade-off for their
debt isthe added va ues they can receive from the improved operation, process, or function in their businessthat you
will help them achieve.

To make thistrade-off measurable, aconsultative proposal is modeled after proposals commonly prepared by Box
Two for presentation to Box One. When you present it to your Box Two partners, you will be playing their role.
They will be playing the role of Box One. The more closdly you replicate your Box Two partner, the more closely
they will relate to you as partnerable and the more readily you will be accepted into their interna hierarchy.

You, like Box Two, will become aspecifier of profit-improvement solutions. Box One, who all ocates assetsto
maximizetheir profitable return, will St in judgment of both of you. Together, you will follow the officid busness
proposal approach: Fird, diagnose a problem or opportunity in business terms; second, prescribe asolution in
businessterms; third, prove how the solution worksin business terms; and fourth, commit to controlling the solution
to make sure it worksin businesstermsthat is, make sure it improves the proposed amount of profits on time.

A consultant can find many relatively smple waysto specify profit improvement. If you sdll to supermarkets, you can
show each chain's centra headquarters or evenindividua store managers how an improved planogram, substituting
your brandsfor others or increasing the number and location of their shelf facings, may improve profit per case or per
$100 of sdles.
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Profit improvement for amanufacturing customer may depend on improving the profits of dealers and third-party
vaue-added resdllers (VARS). By helping acustomer's distributor organization increase its contribution something the
customer cannot directly control yet must nonethel essinfluence you can help your customer raise the profit on sales
meade through channels.

A didributor'slargest sngleinvestment islikely to bein inventory. The key to digtributor inventory control isfinding
the minimum investment required to maintain adequate sales and service. Oneway of measuring the utilization of
inventory investment isto compare distributors inventory turnoverswith their industry's average. Inventory turnover
can be computed by using thisformula:

Cost of sales for one year

Average inventory

= Inventory turnover

If customers didtributors are in abusiness where the inventory turns an average of 4.5 times ayear, or once every
eighty to ninety days, you can help adistributor whose turnover islower than average see their problem thisway:
Projected cost of sales  $370,000 _
Projected average  $100,000
inventory level

3.7 Inventory tumover

To help these distributors increase turnover to gpproach the 4.5 industry average, you will have to help them reduce
inventory investment. To do this, you must first find out what level of inventory investment can yield a4.5 turnover.
Divide the distributors projected cost of saes by the desired 4.5 turnover, which resultsin an $82,000 inventory. It
now becomes clear that you can help the distributors achieve profit improvement by reducing inventory investment by
$18,000. Then you can turn your atention to optimizing the inventory mix.

The consultant's best gpproach to inventory reduction isusudly through product line smoothing. Distributors amost
aways carry too many itemsin their lines. An inventory burdened by too many items can cause adissipation of the
distributor's sales concentration, extra handling costs, waste through obsolescence or spoilage, and, of course, higher
Inventory carrying costs, higher insurance costs, and overextended investment.

To andyze adigtributor's inventory, you can ssimply rank the productsin the line according to their cost of sdlesand
then compute their inventory turnover. Such an analysis could look like this:

Products A, B, C, and D account for 57 percent of the cost of sales but only 34 percent of inventory. These
products turn over inventory by an average of 6.2 timesayesr.

ProductsE, F, G, H, J, and K account for 43 percent of the cost of sales but 66 percent of inventory. These
products turn over inventory by an average of only 2.4 timesayesr.

Theinventory turnover andlysisin Figure 8-5 showswhat it costs the distributor to carry inventory. By comparing the
carrying costs of inventory to forecast sales volume, you can begin to learn more precisely what inventory the
distributor should maintain. The first four products are apparently well controlled. They have an average turnover rate
of 6.2 percent and 1 percent average carrying cost as a percentage of sales. Y ou now know that you must
concentrate on reducing inventory whose average turnover rateisonly 2.4 percent and average carrying cost is 2.6
asapercentage of sales. This hel ps bring the distributor's inventory down to the $82,000 level that should contribute
to the projected 4.5 inventory turnover.
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Percentage of

Product Sales

A 15%
B 17
C 14
D 1

Subtotdl 57%
All other products 43

TOTAL 100%

Figure 8-5: Inventory turnover analyss.

Percentage of
Average $ Average Turnover

$ 7,000 % 8.2%

9,000 9 7.0

11,000 11 4.7

7,000 7 58

$ 34,000 34% 6.2

66,000 66 24
$100,000 100% 3.7%

Carrying Cost

as Percentage

of Sales

0.8%

0.9

13

11

1.0

26

1.7%
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Migrating Initial Sales

Key account penetration through Consultative Selling isareciproca process. Preliminary partnering makes possible
initial entry at top-tier levels. Once entry has been accomplished, partnering should proceed gpace so that migration
opportunities open up beyond theinitid sde. The purpose of preliminary partnering isto gain entry. The purpose of
entry isto migrate, to penetrate a customer business in ever-expanding breadth and depth from your breakthrough
point. The purpose of migration isto grow the customer's business and your business again and again.

In addition to the obvious benefit of providing ongoing high-margin ses opportunities, migration offers severd other
advantages. It helps amortize the investment in data collection. It helps devel op new information sources about a
customer business. It spreads awareness of your consultative positioning. And it helps deny opportunistic chances for
competition to move in on a problem that you can, and should, solve. It helps prevent departnering.

Some migrations occur naturally the solution of one problem leads progressively to the discovery of another, or a
solution in one division simulates customer interest about itstransfer to asmilar problem in another divison. Other
migrations take place only asaresult of effort. Y ou have to search out opportunities in the nooks and crannies of
your customer businesses, relying on your customer process smartsto point up the most productive areas to explore.

The objective of penetrating a customer businessin depth isto serve al mgor needs with your mgor products,
sarvices, or systems. This concept can be called maximizing "share of customer” aslong asit isunderstood that it is
not smply avolume criterion it isastandard of the importance of your involvement. If you are significantly involved,
you can become the preferred supplier of your customers improved profits. Penetration in depth isinextricably tied
to penetration in important areas of abusiness. Migration must be a sdective policy whose am isto consolidate your
position asa profit improver of the most vita functions you can affect.

Theided migration timetable makesimproving profit in one operation the jumping-off place for improving profit in the
next operation. In thisway, you can extract maximum learning value from each experience. Y ou can dso avoid
sretching your resources too thinly across more assignments than you can handle. It paysto remember that migration
works both ways. One significant success encourages permission to try another. One significant failure discourages
permisson to try anything more at dl.

Ingtdling aninitia system should therefore be regarded as planting the seed for follow-on saes opportunities, not the
end of the sdle. Once a sale has been made, the consultant has acquired amagjor asset: amore profitable customer.
Y ou can benefit the customer even further by additiona profit improvement through one or more of three types of
migration. Y ou can offer to supplement theinitia system with added vaue. Perhaps some value may have been
sacrificed for financia reasons at the timethe origina system was approved. Or perhaps a greater need has become
gpparent only after ingtallation. As a second type of follow-up, you can offer to upgrade the origind system, up to
and including the ultimate upgrading, which istotal replacement of the system. Third, you can offer to integrate an
entirdly new complementary sysem with theinitia system.

These profit-improvement opportunities are not mutualy exclusive. Y ou can use dl three gpproachesin sequence
with the same customer. Firgt, you can supplement the entry system. Then, at alater date, you can upgrade some of
the origina system. Finaly, acomplementary new system can be integrated with the original one. Then you can
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recycle the sales gpproach by offering to supplement the new system, then upgradeit, and eventudly integrate athird
sysem with thefirgt two.

Thisrecycling srategy isillustrated by the following scenario. It begins after aninitid sysemisin placeand
producing prescribed profit-improvement benefits.

Cyclel
1.

Supplement initid system.

Upgradeinitia system.

I ntegrate acomplementary new sysem with theinitid system.

Cycle 2
1.

Supplement new system.

Upgrade new system.

Integrate a second complementary system with one of the existing systems.

Cycle 3: Repeat Cycle2 and turn it faster.

Theincrementa value of aconsultant's relationship with akey account customer issmpleto caculate. At any given
time, it isthe sum total of earningsfrom al of a consultant's Profit Improvement Proposals. A few proposaswill
probably be spectacularly successful. But for the most part, steady, modest successisal that isrequired.

Each proposa should be successful inits own right. Beyond that, it should aso lead naturdly into the next successful
project. Asyour profit-improvement contributions accumulate in avaue-adding chain, you are building equity. This
equity conssts of the value of the portfolio of PIPsyou haveingtdled in each account. The reward for good work is
morework. By inviting you to remain in the game and try to improve profit one more time after each success, your
customer is acknowledging a consultative partnership. Aswith al partnerships, "congratulations' is aways followed
by "youre vulnerable”

Y ou, the consultant, are only as good as your last proposa. This should cause you to be financialy conservative.
Paradoxically, however, you will aso haveto be strategically daring in conceiving profit-improvement opportunities
and planning to capture them. The net result of combining these two characteristics becomes the essence of your
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persond consultative style.

In planning to construct a profit-improvement portfolio, you should start small. At the outset, you must be content to
make asingle profit improvement in one business function or one product line in one account. Since the first proposal
will probably be evauated more criticaly than any of its successors, you must follow one injunction above dl others:

The first time out, be successful.
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Chapter 9: Consultative
Proposing Strategies How to Sell
the Customer's Return

Overview

The penetration plan isyour annud blueprint for getting into and staying in the business of aprincipa customer. The
way you get inis by improving the customer's profit. The way you stay inis by continuing to improve the customer's
profit, extending it to the solution of new problems, and never letting go.

The processfor penetration planning requires answersto three critica questionsthat can determine up to 80 percent
of your profitability on sdes

1.

Who ismy customer?
What can | do to improve my customer's profit?

What will my customer do for mein return?

The answer to thefirst question iscrucid. Y our customer is never acompany asawhole, nor isit evenadivison. It
isagpecific business manager within adivision whose costs you can reduce or whose contribution to sdles you can
increase. If you are IBM, your customer is not PepsiCo. Nor isit PepsiCo's Frito-Lay divison. It isthe manager of
Frito-Lay'sinventory control function, for example, whose contribution to Frito-Lay profitsyou can improve by
improving that manager's performancein akey indicator, such as same-day shipments.

Planning to penetrate divisions or departments of customer companiesisafar cry from vending commodity
merchandise to purchasing managers on a price-performance basis. It isatotally different process. data-dependent
rather than persuasion-dependent. Its database must therefore be structured to support the differencesin sdes
strategy that a consultative approach demands.
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Opportunity databasing hinges on one central concept: maximizing contribution. Two kinds of contributions are
involved. Oneisyour profit contribution to acustomer. Y ou must maximize it. The other isacustomer's profit
contribution to you. Y ou must maximize that aso.

Therole of aprofit maximizer differsfrom therole of aneeds andyst or a benefit provider or aproblem solver. All
these are intermediate steps. Through needs andlysis, the provision of benefits, and the solving of problems, profits
become improved. Thisisthe ultimate step. If it does not take place, dl the intermediate objectives can ill be
accomplished, but they will beinvain.

High-penetration objectives superior profit objectives for your customer and for you aswel arefinancia objectives.
Nothing supersedes them. They must comefirst in your penetration plan because they are the purpose of the plan.
The only reason to plan isto be able to set and achieve high financia objectives.

The objectives of your plan should be databased in the manner of the Fast-Penetration Planner:
1

Themogt likely profit contribution that will be made by you to each customer

The most likely profit contribution that will be made to you by each customer

"Most likely" profits are a conservative estimate. They are only somewhat more bullish than bearish. They represent
the contributions that can be expected if your sirategies work according to plan and if there are no important hitches
that have not been planned for. In practice, they should come out just about right.

If you help customersimprove their profits from incremental saes, you may have to adjust the gross profits by the
customers effective tax rate before you commit to an objective. If you improve customer profits by cost savings that
can flow directly to the bottom line, you can calculate the profits as net incremental gain. Only the net counts. Neither
you hor your customers can take anything el se to the bank.

Thetota annua contribution you expect to make to your cusomersisthe sum of dl the Profit Improvement
Proposdsyou planto ingal in their business functions during ayear. The contribution your customers maketo youis
the sum of your profits from the sde of each proposa that is collectible during the same year. Two ratios are hel pful
to monitor how effectively your resources are being alocated to obtain each customer's contribution. One compares
profitsto the expenditures required to achieve them; thisisreturn on investment (ROI). The second isthe more
traditiond ratio of revenues to expenses.
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Developing Your " What-Ifability"

The ability to propose asteady stream of investment opportunities or, more correctly, return opportunities to your
customer partnersisthe engine that drives Consultative Selling. Proposals mean business. They make money for you
and your customers, keep your learning curve strong by giving you access to new sources of information about
customer businesses, and keep your partnerships active, dert, and dive. Y ou should dways have aminimum of three
proposalsin progressive stages of development. The one that you are working on should be on the table, the next
one should be heating up in the oven, and the third should be in the freezer awaiting defrosting.

The proposasthat arein the oven and the freezer represent your inventory. Until you sell them, they run up
opportunity costs for you and your customers. Y ou should turn them over quickly.

A consultative sdller is continually diagnosing problems and opportunities and what-ifing solutions. Asking the
customers"what if 7" invites them to play strategic Ping-Pong with you. Each what-if should provoke either a"how?"
or an enhanced what-if from your partner, building on your proposa or coming at it from adifferent cut. By
presenting your proposals as questions, you circumvent most of the defensiveness that causes adversarial rejections
and refusalsto buy in. Instead, you open your proposa to the customers, asking them in, so they can add their vaues
to it and makeit partly their own. Unlessit becomes"theirs' in thisway, they will not sell it with you. Aslong asyour
proposasremain "yours," you will be avendor.

For example, consultative sdlers might ask a supermarket chain: "What if you can acquire the equivalent of a
$500,000 order each week without incurring asingle dollar for cost of sdles? Y ou can, if you can diminate
out-of-stock opportunity cost in asingle best-selling brand in your dry ceredls sections.”

Or they might ask the same supermarket customer:

What if you can offer your customers more advertised specials each week than your competitors can? In addition,
what if you can aso offer deeper price cuts on each of these specias? How much in new sales and profits can that
earn for you each year, consdering that every single dollar of new earningswill be net, because al costs of each
specid will befully funded by us?

The funds required to support our contribution will come from savings of more than $90,000 per store annualy.

On aper-store basis, the operating costs break down like this. For a store with gross weekly sales of $140,000,
savings are projected as approximately $7,650 per month.

"What-iffing" isthe driver of continuousimprovement. No cost-benefit anadysis, nor any PIPitsdf, isever sacred.
Conaultative sdlers are like Formula One racers. They are compulsve tinkerers, aways testing. With the Formula
Ones, the brakes are dways being tested; so are the tires, the engine, and the steering. The correlates for consultative
sdlersare the investments and their returns, the net present values and the paybacks.
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When your customers ask you how they can add the value you are proposing to their operation, they are opening
your consultative sale. This answers the question "How do you open?' Y ou do not. In Consultative Selling, the
customer opens.

"How?" isthe magic opener. It means, "How can | be empowered?’ "How?' comesin severd forms. Some are
nonverbd: facial expressions such as raised eyebrows, furrowed forehead, pursed lips, or quizzica looksand
sometimes nods. Fingers pulling at noses or earlobes, hands going to chins or backs of necks, and body leaning
forward are additiona nonverba ways of asking "How?"

Verbaly, a"how?' can be asked directly or indirectly as an expression of envy for your other customers whose
profits you have improved, arevelation of wishes and wants that would congtitute an ideal solution and how your
proposed solution comparesto it, or arequest for added comfort expressed asa ™Y es, but” reaction.

A qudified "how?" is often expressed in the form of pseudo-problemsthat are designed to test and probe your
solution, your experience, or your commitment. Customers also may want to know what their competitors are doing
"1 wonder how they do this?' or why their own people have not applied asmilar solution long ago.

A salesmanager who isadevil's advocate is a valuable PIP partner in the early "what-if?' stage of formulating a
proposal.

"Y ou are going to propose that these customers make an investment with us of $1 million of new equipment Why?"'
the manager can ask.

"What if it will enlarge their capacity enough to take on one new customer who can generate $1 million in incrementa
sdes? Thiswould give them a contribution margin of $25,000," you can answer. "Y ou understand, | am using one
customer just to demongtrate the power of one."

"Firg of al," the manager can ask, "Does this customer have a prospect who can do that? Second, what proof do
you havethat the return will fully pay back theincremental cost and yield the margin you propose?”

"If the customers minimum acceptable return on an incrementd investment of $1 million is 20 percent, closing anew
customer for a 25 percent margina return isagood ded. That'swhat we are redly sdling them: theincome from one
new customer they would not otherwise be able to serve.”
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PlIPping a PIP a Minute

Automating the proposal process makesit easy to produce a continuous series of PIPs, improving your productivity
asaprofit improver ahundredfold while reducing your PIP cycle times close to zero. The PIPWARE software

program permitsyou to creste "aPIP aminute. A new iteration of what-ifs can be prepared every sixty secondsina
professional business case format that can be closed right off the computer screen.

Figure 9-1 shows how PIPWARE software automates the cal culations of costs and benefits whose work flow is
shownin Figure 3-1. Figure 9-2 showsthe ease of entering multiple what-ifs? into PIPWARE to caculate

dterndive outcomes.
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Figure 9-1: PIPWARE cost-benefit andysis.

Figure 9-2: PIPWARE what-if? options.

The PIPWARE proposal is aready-to-close request for an alocation of funds. It presents each proposal’s business
fit and its contribution to an objective that acceleratesits redization in terms of net profitsimproved and annual cash
flows. PIPWARE a so documents each source of the customer'simproved profits, the individual amounts contributed
by revenue increases and cost savings, the rate of return on the customer'sinvestment, and its payback period.

PIPWARE's cost-benefit analysis follows the same 1-2-3 rank order of internal customer requests for funds:
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The investment, whichisthe"cogt" in the cost-benefit andlysis that includes the acquisition costs of the
products, services, or systemsyou are proposing. If gainsharing isthe method of customer investment, its
amount can be bundled in the single line item on the Cost-Benefit Analysis called Total Expenses, or it can be
highlighted as a Co-management Share deducted from net after-tax profits.

How can you determine the optimal customer investment for the PIP'stop line? The easy way isto apply
your normsfor past investments that have been made for smilar solutions applied to smilar customer
operationsthat have yielded a satisfactory IRR (internd rate of return). Otherwise, asafe rule of thumb isthat
an optima investment yields an internd rate of return that is no lessthan two times acustomer's hurdle rate
for incrementd investments and not more than 100 percent.

Any lower IRR cannot be compelling. Anything higher meansthat you are leaving money on the table.

The benefits, which include dl future cash flows from incrementa sdes revenues and savingsthat the
investment can achieve from reduced variable costs such aslabor, materids, maintenance, scrap, or
downtime.

The rate of return, which compares the benefitsto the investment.

A cost-benefit andysisis not a cost judtification, which iswhat vendors use to sugarcoat their cogts. In Consultative
Sdling, there are no coststo justify. Because consultative sellersredlize areturn that exceedstheir costs, dl costs
become investments of current funds that are made to bring in future flows of cash that pay them back and keep
accumulating to show aprofit. A positive return meansthat cost is zero. Once you can show that an investment will
cause apostive return, the anticipation of the return compels the customer to make the investment.

Through PIPWARE, you and your customer can preview in red time every likely consequence you can think of for
each proposa option over the course of a profit project's commercid lifein wayslike these:

What if we cycletheinvestment over two or more years instead of front-end loading it in year one does that
make our project more fundable?

What if we cut back on the investment in year one to get to payback faster does that make our proposa
more closable?

What if we cycle aseries of short-term investments and plow back their returns so that we can self-fund 50
percent or more of each successive project does that move us closer to the front of the line for approval ?
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Information technology applied to the PI P process has been revolutionizing Consultative Sdling. PIPsare cycled
faster. Meantime between PIPsisreduced. Arithmetic errors areimpossible to make. What-if iterations can be made
one after another in order to get to the optimal solution. PIPs can be presented el ectronically or telephonicaly, sent
by e-mail or posted on aWeb site. They can be stored in a corporate retrieval system for sharing. Sales managers
can access them for coaching and counsdling on-line. Suppliers and their third-party business partners and sirategic
alies can co-PIP no matter where they are in the world. Multiple customer locations can be Pl Pped smultaneoudly.

Technology endows each consultative account manager with instant access to human and computerized data
resources anywherein theworld. It permitsdaily, even hourly, virtud teaming that brings together the globa expertise
of technicd, financiad, and business devel opment business partners aswell as customers. It makes possible the
remote ability to create an infinite number and variety of sales proposason a24/7 bass. It multiplies each
consultative seller to act asa salesforce of one.

The explosive power of information technology][ 1] isrevolutionizing the strategy of business-to-business saes, the
size, compoasition, and management of consultative salesforces, and the style and substance of the supplier-customer
relationship. New definitions are being crafted for what congtitutes best practicesin terms of sales productivity
percentages and revenue-to-investment ratios, for customer contribution and share of market penetration, for historic
standards such as cost of sales, sdlling cycles and quotas, and for the socia and political contexts of the consultative
sdescdl.

All earlier forms of account management, symbolized by the vendor sales representative who istypicaly product
centered, geographically bound, information constrained, and limited by the clock and custom to less than 20 percent
of hisor her totd time actudly spent in salling, are endangered species. They are today's equivaent of the twentieth
century's salesperson with abriefcase and aamile.

IT has become the enabler of PIPimmediacy, continuity, and universdity. In these ways, it acts asthe multiplier of
conaultative salesforce productivity. The number of "feet on the street” is meaningless. PIPs proposed and closed are
what count.

PIPWARE mimicsthe consultative sdller's thought process from the first moment of targeting alead to agreeing with
the customer on the single best solution to the problem or opportunity it presents. PIPWARE's built-in thinking goes
likethis: "Which of my customer's strategic business objectives can | fit into? What operation in aline of business or
business function that | can affect must | improve in order to make a contribution to the objective? What isthe
revenue or cost target that my customer manager's performanceis being measured on? What isthe minimal
improvement that will give that manager asgnificant competitive advantage? What is the most cost-effective solution
to ddiver theimprovement?'

By tying each PIP to an objective of your customers strategy, you enter into their business. In effect, you say
something likethis

Y our business strategy commits you to internally finance the development of several new product line extensions.
Hereisacogt-effective way to bring in $25 million of incrementa cash flow over the next five years. Thiswill pay for
your total R& D cogts plusathird of your test marketing for three line extensons.

Businessfit should be as customer-specific as you can makeit. If you were PIPping ALCOA, for example, when
Paul O'Nelll was chairman and you read in hisannual report's president's | etter that AL COA was tightening capital
spending and attempting to reduce costs across the board, you could present your PIP asfitting his objectiveslike
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this

"Thisproposa accelerates ALCOA's strategic business objective of increasing sales revenues and increasing fixed
asset turnover without adding to capital expenditures, and at the same time, decreasing unit costs.”

[1] The authoritative guides to the empowerment of Consultative Selling by information technology are availablein
two publications by Mack Hanan (New Y ork: The Greymatter Group Inc., 2002): Consultative TekSelling , which
prescribes how the reach, impact, and frequency of proposa presentation can be amplified by collaborative teaming,
electronic databasing, and customer-integrated proposing; and Consultative e Selling , which prescribes how to
convert the Internet into a high-vaue high-margin saes channdl.
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Pl Pping to Outsourcersand OEMs

End-user customers become nonusers and noncustomers when they outsource an operation to athird-party provider.
The outsourcer or theinsourcer, if acustomer's operation is managed internally by the third party becomesthe
customer for the products, services, or systemsthat the original customer no longer needsto purchase, ingal,
maintain, or upgrade. When this happens, the outsourcer becomes the decision maker.

In order to ensure the cost-effectiveness of the operations they manage on their customers behaf, oursourcers buy
low. Since customersrarely know and hardly ever care about the names of suppliers an outsourcer does business
with, outsourcers are the ultimate price shoppers. Any supplier who meetstheir specificationsisimmediately
commoditized. In much the same way as an origina equipment manufacturer obscures the component partsthat are
embedded in thefina product, supplier brand names become subsumed in an outsourcer's sytem.

At onetime, Electronic Data Systems (EDS), an outsourcer of information technology, said that the hardware
components incorporated in its systems came from an Asan Pacific supplier named "Hu Kares."

Sdlling to outsourcers presents a Situation where name, reputation beyond the consistent ability to meet specifications,
or even competitive edgein technological bells and whistles counts for nothing that will compe amargin that is much
above cogt. The only differentiation that is meangiful isthe power to make a unique contribution to the outsourcers
profits. Thisrequiresthe ability to lower the outsourcers operating cost of their system or find away to help them
earn more revenuesfromit.

If an operating cost can be reduced, the outsourcers can make more money on their contract with the customer
whose facility they are managing. Without raising their fee, they can make ahigher margin. The added vaue
contributed by the incremental margin is Pl Ppable as the basisfor a supplier's own improved margin.

If operating performance can be increased, the outsourcers can benefit from the congtructive addition of new
capacity to the system. This may make the systerm more productive for the customer without having to ask for an
added investment to enhance it: more work may be able to be processed or more goods may be produced for sale.
Thismay dlow the outsourcersto raise their fee based on the added value or to provide agreater gain in which they
can share.

Enlarging a system's capacity may aso permit the outsourcersto sell theincrementa time or output to other
customers and share in the gain with their customers. This expanded revenue stream is Pl Ppable for itsimproved
profits.

P Pping outsourcers follows the basic Consultative Sdlling strategies of reducing operating costs and increasing
revenue inflows. Because product isirrelevant, no other strategy can command margin. In the outsourcers frame of
reference, where dl products are equa and all sources of supply are opague to their cusomers, margin must come
from contribution to outsourcer profit rather than contribution to performance. Any unique performance benefit over
and above specification has no intringc worth unlessit can be PlPped as a profit improver.
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Because outsourcing can be highly intensivein capita and labor, it istempting to think of its practitioners astraditiond
managers of processes and facilities. But outsourcing is essentidly afinancid service business; itsprincipa capita is
financia capita. Outsourcers must therefore be sold to on the basis of bottom-line profits from savings on their
committed investments or top-lineincome from new and unexpected revenues.

If you sdll to Origind Equipment Manufacturers (OEMS), you have atwo-pronged sales mission. First, you must s
an OEM to incorporate your product as acomponent in its equipment. Then you must counsdel the OEM how to
maximize the value your product addsto its equipment by redlizing improved profitsfrom its sales.

For a process control manufacturer, aPIP's"what-ifs?' could include these benefit categories:

Reduced time cogts by shorter ingtalation time, reduced production costs by requiring less labor for
ingtallation, and reduced downtime costs due to smplicity of construction.

Increased revenue opportunity from high-margin sales by the ability to offer customerslower maintenance
costs, improved yield, reduced scrap as aresult of more precise control that increases the amount of
marketable product, and enhanced quality.

In order to help OEMs maximize the benefits of your process controls when they sell their equipment to end-users,
you can pre-PIP the OEMS sales by what-ifs?in categories like these:

Saves end-user energy costs by maintaining uniform temperatures, reduces environmental pendties, saves
rework costs, and saves on space utilization.

In the revenue area, gets more of an end-user's marketable product shipped and billed faster and provides
premium-price opportunity based on standardized qudity of an end-user's products.
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Relating High Marginsto High Values

The ability of Conaultative Sdlling to command high-margin price points for products, services, and systemsis
documented by cost-benefit analysis. The objective of andysisisto derive a customer's economic benefits, the
benefits can then drive the costs, which compose the investment required to generate them. In the cost-benefit
process, the customer'sinvestment is afunction of the supplier's benefits. Benefits are the cause of the customer's
paying out an expense, not the result.

Figures 9-3 and 9-4 show how iterative what-iffing can bring an investment into commensurate dignment with its
return. This ensures the supplier's margin while the customer ill getsagood dedl.

|. Cost Benefit Analysis

(000) Year Year Year Year Year Year Total
0 1 2 3 4 5

Mont Mont Mont Mont Mont Lease
h h h h h d

Investment (Capitaized/Amortized)

Amortized Expenditures

Software 1 ($250 ($25)) O [ ($25) O | ($25) O | ($25) O | ($25) O ($375 N
) )
($250  ($25) ($25) ($25) ($25) ($25) ($375
Subtotal ) )
Total Cap./Amort | ($250  ($25) ($25) ($25) ($25) ($25) ($375
) )
Investment (Expenses)

Expenses
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Conauiting ($250  ($100 ($100 ($100 ($100 ($100 ($750| N
) ) ) ) ) ) )
($250 | (%100 ($100 (%100 ($100 ($100 ($750
Subtotal ) ) ) ) ) ) )
Leasing Costs $0 $0 $0 $0 $0 $0
Depreciation: $0 $0 $0 $0 $0 $0
Amortization: ($55) ($60) ($65) ($70) ($75) ($325
)
Totdl Expensss | ($250 | ($155 ($160 ($165 ($170 ($175 ($1,0
) ) ) ) ) ) 75)

Benefits (Net Cash In)

Revenue
Increases
Revenue $4,00 $11,2 $20,5 $26,6 $33,6 $96,0
Increases 0 00 60 44 41 45
$4,00 $11,2 $20,5 $26,6 $33,6 $96,0
Subtotal 0 00 60 44 41 45
Cost Savings
Cost Savings 1 $480 $624 $311 $933 $1,07 $3,92
3 1
$480 $624 $811 $933 $1,07 $3,92
Subtotal 3 1
Totd Bendfits $4,48 $11,8 $21,3 $275 $34,7 $99,9

0 24 71 77 14 66
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Profit Improvement (P1)

GrossPL: ($250 $4,32 $11,6 $21,2 $27,4 $34,5 $98,8
) 5 64 06 07 39 91
Less Taxes $100 | ($1,7 ($4,6 ($84 (%10, ($13, ($39,
30) 66) 82) 963) 816) 556)
Net PI: ($150 | $2,59 $6,99 $12,7 $16,4 $20,7 $59,3
) 5 8 24 44 23 35
Add Back Deprn: ($‘§50 $30 $35 $40 $45 $50 ($50)
Cash Flow ($400 $2,62 $7,03 $12,7 $16,4 $20,7 $59,2
) | 5 3 64 89 73 85
Cum. Cash Flow |($400 $2,22 $9,25 $22,0 $38,5 $59,2
) 5 8 22 11 85
NPV ($400 $2,38 $5,81 $9,58 $11,2 $12,8 $41,5
) 6 3 9 62 99 50
IRR: 798.1

%

Payback (Months): 2

Tax Rate 40.0
%

Hurdle 10.0
%

Amortization Method. Straght Line
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Figure 9-3: What-iffing a$250,000 price point.

|. Cost Benefit Analysis

(000) Year |Year Year Year Year Year Total
0 1 2 3 4 5

Mont Mont Mont Mont Mont Lease
h h h h h d

[nvestment
(Capitdized/Amortized)

Amortized Expenditures

Software 1 ($1,0 $10 N
00) 00)
($1,0 ($1,0
Qubtotal | 00) 00)
Totd Cap ($1,0| $0 $0 $0 $0 $0 ($1,0
JAmort 00) 00)
Investment (Expenses)
Expenses
Conaulting ($250 | ($100 ($100 ($100 ($100 ($100 ($750 N
) ) ) ) ) ) )
Software Main ($100 ($100 ($100 ($100 ($100 ($500 N
) ) ) ) ) )
($250 | (%200 (%200 (%200 (%200 (%200 ($1,2
Qubtotal ) ) ) ) ) ) 50)
Leasing Costs $0 $0 $0 $0 $0 $0

Depreciation: $0 $0 $0 $0 $0 $0
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Amortization: ($200 ($200 ($200 ($200 ($200 ($1,0
) ) ) ) ) 00)

Totd Expenses | ($250 | ($400 ($400 ($400 ($400 ($400 ($2,2
) ) ) ) ) ) S0)

Benefits (Net Cash In)

Revenue
Increases
Revenue $2,00 $7,00 $13,9 $17,3 $21,4 $61,7
Increases 0 0 40 62 30 32
$2,00 $7,00 $13,9 $17,3 $21,4 $61,7
Subtotal 0 0 40 62 30 32
Cost Savings
Cost Savings 1 $480 $624 $811 $933 $1,07 $3,92
3 1
$480 $624 $811 $933 $1,07 $3,92
Subtotal 3 1
Totd Bendfits $2,48 $7,62 $14,7 $18,2 $225 $65,6
0 4 51 95 03 53
Profit Improvement (F1)
GrossPi: ($250 | $2,08 $7,22 $14,3 $17,8 $22,1 $63,4
) 0 4 51 95 03 03
Less Taxes $100 |($832 ($2,8 ($5,7 %71 ($8,8 ($25,
) 0) 40) 58) 41) 361)
Net P ($150 $1,24 $4,33 $8,61 $10,7 $13,2 $38,0

) 8 4 1 37 62 42
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Add Back Deprn: | ($1,0 1 $200 $200 $200 $200 $200 $0
00)

Cash Flow ($1,1 $1,44 $4,53 $38,81 $10,9 $134 $38,0
50 8 4 1 37 62 42

Cum. CashFHow | ($1,1 | $298 $4,83 $13,6 $24,5 $38,0
50) 2 43 80 42

NPV ($1,1 |$1,31 $3,74 $6,62 $7,47 $8,35 $26,3
50) 6 7 0 0 9 62

IRR: 240.5

%

Payback (Months): 10

Tax Rate 40.0
%

Hurde 10.0
%

Amortization Method. Straight Line

.9-4: What-iffing a$1 million price point.

The two figures represent consecutive iterations of what-if price Strategizing. In each case, the supplier isthe same
provider of acollaborative software system that alows geographicaly separated product devel opersto usetheir
corporate intranet to cooperatively build "more better new products faster and chegper.” The eventua cost-benefit
analysiswill bethe engine of a Profit Improvement Proposal to be presented to a manufacturer's new product
development manager.

The benefitsto be quantified are primarily the increased revenues from getting the manager's forthcoming new
product to market faster than competition. In thisway, greater volume at higher margins can be creamed from early
adopters. Asaresult of collaboration, the product should also come closer to best-of-breed performance and
thereby enable a greater contribution to customer profits. Cost savings are expected from areduced innovation cycle,
and lower selling costs should be achievable with amore advantageoudy designed and engineered product.
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Both iterations of the analysis assume a 20 percent increase in year-one revenues over the customer's origina
projection of $20 million, followed by a 30 percent increase in years two and three. The rate of increase dropsto 15
percent in years four and five as competitive replication and obsolescence Sart to erode net present vaue.

Margins are a so projected to increase by 10 percent over plan in year one. Their rate of increase declinesto 5
percent in years two and three and to 3 percent thereafter.

Figure 9-3 basesitsanalysis on aprice point of $250,000 per system plus annual maintenance, upgrading, and
consultation. Thisyieldstota benefits over five years of amaost $100 million. The customer'sIRR is 798 percent.

Inthe bdlief that an IRR of 798 percent is a philanthropic donation and not a business deliverable, a second iteration
shownin Figure 9-4 costs out the system at aprice point of $1 million: four times the amount of the customer
invesment in Figure 9-3. Totd benefits over five years are reduced to $66 million at an interna rate of return of 240
percent.

Whiletotal expenses have doubled and payback takes eight months longer, Figure 9-4 shows that the supplier's PIP
can be agood ded even at $1 million. This gives the supplier three optionsto locate a floating price point:

1.

The supplier can accept the comparatively low margin that is redlizable from an investment of $250,000. The
resulting 798 percent IRR provesthat it is unnecessary in order to compel the sale by being 788 percent in
excess of the customer's hurdlerate.

The supplier can ask for the $1 million price and still exceed the customer's hurdle rate by 230 percent.

The supplier can ask a price anywhere in between $250,000 and $1 million and attach an incremental
gansharing scheduleto it as an added margin equivaent.

Thefloating point that Consultative Sdling makes of price givesthe supplier, and al suppliers, consderable flexibility
in making margin. Fairnessis maintained aslong asan IRR in the low threefigures provesthat the customer is
receiving an otherwise unobtainable return on each dollar invested.
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Planning Fast Penetration

Objectives are aplan's purpose. Strategies are the methods of achieving objectives. In Consultative Sdlling, Srategies
are packaged in PIPs. Each proposal represents a strategy to improve customer profit by solving acost or sales
problem. If the customer is a not-for-profit organization or a government agency, proposal strategiesfocuson
reducing costs and improving the dollar value of productivity. Either way, the mix of strategies must makea
measurable impact on customer profit or operationa performance, or both.

PIPs are the sales vehicles for penetration strategies. They are designed to penetrate the customer's business at
high-leve points of entry. Each proposal contains astrategy for solving a specific customer problem or redizing a
specific opportunity. The sum total of profits contributed by each year's proposals congtitutes the value added by
Consultative Sdling.

Many vendorsremainin denid. At Motorola, Jm Caile of the Cdlular Subscriber Group is il trying "to figure out
how to put vaue back in the hardware." Motorolas Two-Way Radio people are doing the same, even though vaue
has long ago been commoditized out of the hardware and rel ocated into customer operations. For a plant of
Cummins, Motorola discounted asde of itsfactory floor radios down to $100,000. Within the first twelve months,
Cummins had saved $1.20 million in downtime costs by speeding up maintenance and redllocating raw materids and
labor. In return for selling the performance vaue of itsradiosinstead of the financia vaue of their gpplication,
Motorola came away with only afraction of the 12 to 1 value-to-investment ratio of the radio system's contribution
to improved profits.

Conaultative Sdlling makes vendor salling schemes obsolete. Even when vendors "earn theright” to sell upgtairs, they
have nothing to sdll to acustomer manager who opens by asking, ""What have you got for me?' The vendor'stypical
response is avaludess value proposition that cannot price the investment because it cannot vaue the return.

NCR offersavaudess vaue proposition when it says, "NCR is your knowledgeable, safe, and innovative partner
with proven experience.” What isthe vaue to acustomer of NCR's "unmatched knowledge and expertise’? What is
the added vaue of making "the safe choice'? NCR does not say.

Digital Equipment wastypica of vaueess proposerswhen it put forward characteristics of itsdf that may enable
vaue but contribute no quantifiable vaue in themsdves.

"Proven track record"

"Reliability and confidence"

"Condderable expertise"
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"Diverse st of cagpabilities’

"Customi zed gpproaches to addressing needs”

"Commitment to implementation”

A sngle number the most likely improvement in acustomer operation's contribution to profitsisworth dl these
words. In addition, it isatrue value proposition.

There are three steps to take before you can propose profit improvement:
1.

Anayze acustomer's bus ness position.

Position penetration strategies.

Pinpoint penetration opportunities.
Analyzing a Customer's Business Position

A customer's business position determines your sales strategy. Each position presents a different penetration
chdlenge.

1.

Penetrating a growing customer. A growing customer is sales-driven. If you want to affect the sales
function, you must increase its productivity so that it can generate more profits per sdle or yield added profits
from incrementd sales. If you cannot affect sales but you can only reduce codts, the savings you achievefor a
customer must be vaued for their ability to support more saes. Y our entire penetration strategy must focus
on improving the customer's profit by increasing saes.

Penetrating a mature customer. A mature customer is driven from two directions at once. Sdles must be
increased, but not if thisrequiresincreased codts. If projected saesfail to result, the customer's stability can
be threatened. Costs must be reduced, but not if this reduces sales or market share. If saesfdl, the
customer's stability can be threatened. Y our penetration strategy can focus on improving profit through sales
increases or cost decreases, but it must avoid the unaffordable risk of increasing costs or decreasing salesin
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the process.
Positioning Penetration Strategies

The purpose of andyzing a customer's business position isto be able to custom-tailor your sales penetration. If a
customer isgrowing or stable, you must present yourself asan improver of profit on sales. If the customer is
declining, you must present yourself as areducer of cods.

Unless your sales position coincides with the customer's business position, you can never create apartnership in
profit improvement. The customer will not understand where you are coming from in your proposals. You, inturn,
lacking a sense of your customer's objectives, will not know where the customer isgoing. As two unknowns, you will
be talking past each other; you will be proposing to yoursdlf.

To ensurethat your sadles postioning isin gear with how your customer is positioned, your penetration strategy should
be preceded by a positioning statement. Hereisamodel statement:

In our penetration of the manufacturing functions of the ABC Company's XY Z Division, astable business, we
position oursaves as the manufacturing vice president's partner in profit improvement primarily by means of the
reductionsin cost we can deliver through our quality control system. We aso show how enhanced product quality
can help improve profit through incrementa sales.

Pinpointing Penetration Opportunities

A customer'sinability to bring down acost or need to increase profitable sales volume are business problems.
Accordingly, they can be your sales penetration opportunities. In order to find out, you will have to identify them and
then put dollar values on them and on the most cost-effective solutions.

Opportunitiesto penetrate akey account have aspecia genesis. A penetration opportunity does not automatically
come into being smply because a customer has a problem and you happen to have asolution for it. Discovery isnot
opportunity. To determine whether a penetration opportunity exists, you must first andyze three specific dollar vaues.

1.

The dollar value of the customer's problem. How significant isit?Isit making asgnificant negetive
contribution to customer profit? Doesit justify a significant expenditure for solution?

The dollar values of the profits from your solution that will accrue both to you and to your customer.
How sgnificant are they? When will they begin to flow? How long before their totd amount finally accrues?

The dollar values of the costs of your solution that will beincurred both by you and by your customer.
How dgnificant are they? Arethey dl up front, or can they be paid for progressively out of the solution's
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improved profits?

Penetration opportunities are entry points. Y ou should regard them as windows. An opportunity window opensfor
you when the following conditions are met:

1.

The dollar value of the profits from your solution exceed the dollar vaue of the customer's problem.

The dollar value of the profits from your solution exceed the dollar value of the costs of your solution.

The dollar vaue of the profits from your solution exceed the dollar vaue of the profits from competitive
solutions,

Thefirst condition ensuresthat acustomer problem isworth solving; that is, it is beneficid to solve. The second
ensuresthat aproblem is profitable to solve. The third ensures that your solution will be the preferred solution. All
three conditions place the burden of proof squarely where it belongs on your ability to create the most profitable
solutionsto customer problemsin the business functions you can affect. Thisis the supreme standard of performance
for Conaultative Sdling.

Prescribing Solution Systems

A conaultant's solutionsimprove customer profit in proportion to the consultant's skill in prescribing added value.

The ability to prescribe the right solution system the first timeisaresult of three factors. Oneisthe consultant's
experience. The second isexpertise. Thethird factor is skill in solving customer business problems and helping
capitalize on opportunities. in other words, hel ping a customer improve profit.

A system's combined advantage is expressed as a single benefit: profit improvement of the customer's business
operationsin which the solution isingtaled. This benefit isapartia function of system price. It isaso afunction of the
system'sreturn on investment. The ability of asystem to yield areturn on investment that exceeds price endowsiit

with premium-price cgpability.

Prescribing asystem and pricing it for high customer return are the two most demanding tasks of Consultative Sdlling.
Together they determine the customer's va ue and the profit from the solution. Because they have such adirect effect
on both vaue and profit, the acts of prescription and pricing are keystones of the consultant's slling proficiency.

The standard of performance for prescribing and pricing a solution is met when its system's premium price is
accepted as a cost-effective investment in added value to meet customer objectives.

When consultants prescribe a profit-improvement package, they must follow the rule of "necessity and sufficiency.”
Components should be sufficient, but only those that are necessary to solve the customer's problem should be
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prescribed. This guideline hel ps protect consultants againgt underengineering or overengineering asystem. If asystem
Isoverengineered, it may haveto be overpriced; if it is underengineered, it may contribute to customer dissatisfaction
and invite competitive inroads.

To avoid underengineering, you may have to incorporate equipment or service components from other manufacturers
to round out some systems. At times, it is possible to market these components under your company's own brand
name. Thisisthe preferred way. But even if they cannot be branded, they should nonetheless be integrated into your
systemsif they are necessary to redlize val ue objectives.

To be of maximum benefit to your customer and ddliver maximum profit to you, a system should have turnover built
intoit that is, one or more of its components should be consumable. This allows you to generate an ongoing
razor-and-blades type of market for product-related services and consumable supplies by providing continuing
sources of income for your business and continuing participation in your customers businesses.

A basicrule of system prescription can be stated in thisway: To maximize profit, standar dize the hardware and
customize the services, software, and consumables. When the nonhardware components are customized, a
system's premium contribution can be acceerated. When frequent turnover of consumablesis multiplied by premium
price, maximum profits can result.

Deciding Which System to Propose

The return-on-investment gpproach is the most helpful tool for determining which of two or more systemsto propose
to acustomer aswell as how to price them. Two comptitive systemsillustrate how a choice is made.

1.

System A isforecast to improve customer sales by $200,000 and yield a profit on sales of 10 percent, or
$20,000. Theinvestment required from the customer is $100,000.

System B isforecast to improve customer sales by $300,000 and yield a profit on sales of 10 percent, or
$30,000. The same $100,000 of customer investment is required.

These two systems appear equaly worthwhilein terms of their 10 percent profit yield on sales. But in terms of the
return each system can achieve on the amount of customer capitd it employs, System B is superior. With System B,
$100,000 of capital can produce a $30,000 profit a 30 percent return. System A aso requires $100,000 of capital
but can produce only $20,000 in profit, for a 20 percent return.

The difference between the two isthe relationship of the improved sales volumeto the capital employed. System A
allowsits capita to gppreciate at the rate of 200 percent. With System B, however, the appreciation is 300 percent:
It turnsinventoriesinto cash fagter.

Thereisashorthand formulayou can use to determine ROI:
profit sales

sales  capital employed

= % return on investment (ROI)
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Inthe case of System A:

20,000 200,000 o
700,000 < 100,000 _ 20% RO
In the case of System B:

30,000 300,000 _ 209% RO

300.000 * 100,000

In thissmplified approach, the first fraction calculates the percentage of profit on sales; the second fraction calculates
the turnover rate. When the two are multiplied, the result is return on investment. Any improvement in the circulaion
of fundsinvested in asystem'stotal assets, working assets, or any component part of an individua asset hasa
multiplying effect on profits.

A system’'s marketability liesin its competitive advantage: the val ue added by improving customer profit. This
customer advantage becomes the system advantage in the minds of customers, who evauate systems both
individualy and competitively. A system does more than offer acustomer advantage; the syssem comesto "own" the
advantage asits sngle most crucid sdling point. Thisis preemption, asystem's ability to seize an advantage uniquely
to itsdlf.

The competitive advantage of a system acts asits market selecting mechanism. It selects customersin two ways.
Fird, it seeks out and quaifies the segment of a market that has the greatest need for the system's advantage.

Second, it comesto represent the system by acting as a shorthand way of describing itsincremental contribution. The
customer advantage determines the market and documents the system's capabilities.

A system's customer advantage must conform to three requirements:

1.
It must confer a superior added value over competitive systems, aswell as over the option of doing nothing,
in at least one important respect.

2.
It must be at least equal to comptitive systemsin dl other respects.

3.

It must not be inferior to competitive systemsin any important respect.

A compstitive advantage can be an attribute of the system, or it can come from the way it isimplemented,
maintained, migrated, or marketed. The question of how much quality to build into asystem therefore meritsa
minima answer. Enough qudlity to ddiver the customer advantage is enough qudity. A maximum quaity sysem as
determined by the aggregate qudity of its components may not be perceived as offering the maximum customer
advantage. Minimd systems from the consultant's perspective are often preemptive systems from the customer's

perspective.

The concept of competitive advantage is not just an argument against overengineering, overpackaging, or
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overcogting, dthough it speaks powerfully againg dl three. It is essentialy an argument in favor of prescribing
systems from a customer orientation. And it providesthe direction for establishing a system's branding: the capture of
customer preference because the customer's profit is being improved best, not because the consultant's systemis
constructed best.

Customerswho use EVA, the Economic Vaue Added to their operations, as a criterion for what to acquire or apply
to their operations are ready-made partners for consultative sallers whose va ue propositions are additive to the
cusomer'seVA.

EVA isthe sum of two components, the second of which is subtracted from thefirst to get the added value:

1.

NOPAT (net operating profits after taxes), which is calculated by adding the cost of products manufactured
to GS& A expenses (general, sales, and adminidtrative) and subtracting the result from salesrevenues. In
order to improve the contribution of NOPAT to EVA, a consultative sdler's PIPs must improve sales
revenues or reduce either GS& A or the manufactured costs of products.

Cost of Capital, which isthe sum of outstanding receivables plusinventories. In order to reduce the
contribution of acustomer's capital coststo EVA, a consultative seller's PIPs must reduce receivables or

inventory.

In addition to increasing the contribution of sales revenuesto NOPAT and decreasing the contributions of receivables
and inventory to the customer's cost of capita, PIPs can aso improve EVA by speeding up new product

devel opment, improving production scheduling, reducing scrap and rework, and cutting down on warranty expenses.
Theseare dl exemplary objectives of Consultative Sdling.
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Appendix A: How Customer
Manager s Budget Capital
Expenditures

Overview

When acapita expenditure is proposed, the project must be evaluated and the economic consegquences of the
commitment of funds determined before referring it to abudget committee for review or to management for approva.
How are the economic consegquences described best? Thisis done in two steps:

Fird, set up the project in a standard economic model that can be used for al projects, no matter how dissmilar to
each other they may be.

Benefits - costs = cash flow
To describe the formulain accounting terminol ogy:

Benefits: Projected cash revenue from sales and other sources

Costs: Nonrecurring cash outlays for assets, plus recurring
operating expenses

Cash flow: Net income after taxes plus noncash charges for such
items as depreciation

Thus, if the modd were stated in a conventiona accounting form, it would appear as.

Add: Cash revenues projected (benefits)
Less. Cash investment outlay and cash expenses (costs)
Total: Cash flow

The "benefitsless costs’ modd is usually developed within the framework of the company's accounts and supported
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with prescribed supplementary schedulesthat show the basis of the projection.

(< reeviovs e
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Comparing Costs and Benefits

It should be apparent that in setting up an economic model, the conventiona accrual accounting concept, net income
after taxes, has been abandoned. The established criterion is cash flow net income after tax plus noncash charges.

The second step isto adjust the cash flow into relevant financia terms. The cash flow projected for each year over
thelife of the proposal hasto betrandated into financid termsthat are vadid; that is, the annua dollar cash flows must
be trand ated into acommon dollar value in abase year. This concept must not be confused with attempts to adjust
for changesin the purchasing power of the dollar.

The calculations assume no significant erosion in the purchasing power of the dollar. Should this occur, the
time-adjusted common dollar concept may require adjustments for the diminished red vaue (purchasing power) of
future dollar payments. The common dollar value concept used in capital budgeting adjustsfor timevaue only. Thisis
achieved through the development of the concept of discounting and present value that will be examined in the next
section. An examination of how asmple two-step model is devel oped will illustrate the rationde of this gpproach.

Inthefirst step, we set up the economic mode: Benefits minus costs equals cash flow. To complete thismodd, we
need to identify in detail al economic benefits and costs associated with the project. Benefitstypically take the form
of salesrevenues and other income. Costs normdly include nonrecurring outlays for fixed assets, investmentsin
working capita, and recurring outlaysfor payrolls, materiads, and expenses.

For each element of benefits and costs that the project involves, we forecast the amount of change for each year.
How far ahead do we forecast? For aslong as the expenditure decision will continue to have effects: thet is, for as
long asthey generate costs and significant benefits. Forecasts are made for each year of the project'slife; we cal the
year of decison "year 0," the next year "year 1," and so on. When the decision's effects extend so far into the future
that estimates are very conjecturd, the model stopsforecasting at a planning horizon (ten to fifteen years), far enough
in the future to establish clearly whether the basis for the decision isa correct one.

We agpply asingle economic concept in forecasting costs: opportunity cost. The opportunity cost of aresource
(as¢et) iswhat the company loses from not using it in an dternative way or exchanging it for another asset. For
example, if cash has earning power of 15 percent after taxes, we speak of the cash as having an opportunity cost of
15 percent. Whenever an asset is acquired for a cash payment, the opportunity cost is, of course, the cash given up
to acquireit. It is harder to establish the opportunity cost of committing assets aready owned or controlled. If owned
land committed to a project would otherwise be sold, the opportunity cost isthe aftertax proceeds from the sdle. The
opportunity cost of using productive equipment, trangportation vehicles, or plant facilitiesisthe incrementd profit lost
because these resources are unavailable for other purposes. If the dternative to usng owned facilitiesisidleness, the
opportunity cost is zero. Although opportunity costs are difficult to identify and measure, they must be considered if
we are to describe the economic consequences of adecision as accurately as possible. An understanding of this
concept of opportunity cost is probably the most critical to this economic andysisand isgenerdly quite foreign to the
manager.

At the end of thefirst step, we have an economic model for the project's life showing forecast cash flowsfor each
year. In the second step, we convert the resultsinto financia termsthat are meaningful for decison making. We must
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take into account the one measurable financia effect of an investment decison Ieft out in step 1: time. Dollars shown
in different years of the modd cannot be compared since time makes them of dissmilar value. We clearly recognize
that if we have an opportunity to invest funds and earn 15 percent ayear and we have a choice of receiving $1,000
today or ayear from now, we will take the $1,000 today, so that it can beinvested and earn $150. On thisbasis,
$1,000 available ayear from now isworth less than $1,000 today. It isthis adjustment for time that is required to
meake cash flowsin different years comparable; that is, discounting.

Thistime vaue of funds available for investment is known as the opportunity cost of capita. This should not be
confused with the cost of raising capita debt or equity or with the company's average earningsrate. Likethe
opportunity cost of any resource, the opportunity cost of capita iswhat it will cost the company to use capita for an
Investment project in terms of what this capita could earn elsewhere.

The opportunity cost of capitd isaternatively referred to as the minimum acceptable rate of interest, the margina rate
of interest, the minimum rate of return, the margind rate of return, and the cost of capital. Whatever the term used,
and they are used loosely and interchangeably, it reflects the rate the corporation decidesit can be reasonably sure of
getting by using the money in another way. It is devel oped through the joint efforts of management, which identifies
relevant opportunities, and the contraller, who trand ates management's judgment into amargind rete.

Another smple economic concept must be introduced: incrementa cost, sometimes called differential cost or
margina cost. By definition, it isthe changein cost (or revenue) that results from adecision to expand or contract an
operation. Itisthedifferencein tota cos. In performing the capital budgeting andys's, we ded with incremental costs
(revenues) only. Sunk or existing costs are not relevant to the evaluation and decision.
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Deter mining Present Value

Discounting is atechnique used to find the value today or "present value' of money paid or received in the future. This
vaueisfound usng thefollowing formula:

Future dollar amount x discount factor = present value

The discount factor depends on the opportunity cost of capital expressed as an interest rate and atime period. Figure
A-1 illustrates how discount factors are usudly displayed. The discount factors are grouped according to the annud
interest rate, expressed as the present value of $1.00, and then listed according to the year the amount comes due.
The table should be read thisway: When adollar earns 10 percent per year uniformly over time, adollar received a
the end of the second year is equivaent to (worth) about 86 centstoday.

Year Present Value (Today's Value)
0-1 $0.9516
1-2 0.8611
2-3 0.7791
34 0.7050
4-5 0.6379

Figure A-1: Present value of $1 at 10 percent.

To adjust the modd's results for the time element, we discount both the positive and negative cash flow forecasts for
each period at the company's margind rate of return to determine their present value. This discounting process makes
the forecasts equivaent in time. We can now add the present vaues of these cash flow forecasts to derive the net
present value (NPV). The NPV isameaningful measure of the economic consequences of an investment decision
snceit measuresal benefitsand al codts, including the opportunity cost of capital.

When the NPV of aproposed investment is determined, we are ready to decide whether it should be accepted. This
isdone by comparing it to the economic consequences of doing nothing or of accepting an aternative. The genera
rule followed in comparing aternative projectsisto choose the course of action that resultsin the highest NPV.
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Figure A-2 illustrates the cash flow forecasts and time-value cal culations for atypica proposal to invest in anew

project when the dternative isto do nothing, that is, to maintain liquidity rather than invest. A discount rate of 10
percent is assumed as the company's margind rate.

PV of $1 @ 10% Discounted

Year Benefits Costs Cash Flow Cash Flow
0 $0 $(500) $(500) 1.000 $(500)
0-1 425 (200) 225 952 214
1-2 425 (200) 225 .861 194
2-3 350 (200) 150 779 117
3-4 250 (200) 50 705 35
TOTAL $1,450 $(1,300) $ 150 $60 NPV

Figure A-2: Arithmetic of determining net present value (NPV).

The proposed project will cost $500 in year O, and cash operating expenses thereafter will be $200 per year for four
years. Assume the cash benefits will be positive but decline over the four years and total $1,450. The cash flow is
negativein the year of investment but positive in the succeeding years, and there isanet positive cash flow over the
life of the project of $150 before discounting. When the cash flow forecasts are made equivaent in time by
multiplying each annua cash flow by the present vaue of the dollar for each period, the time-adjusted cash flow is
determined, and the NPV isfound to be $60. The proposed investment is better than doing nothing because al costs
are covered, the 10 percent opportunity cost of the corporation'sfundsis realized, and in addition, the project will
yield an additiond $60 return.

Figure A-2 indicates an NPV of $60. Depending on the cash flow and/or the discount rate, the NPV could be
negative or zero. If the NPV were zero, the company would have projected earnings exactly equal to its marginal
rate of 10 percent. If there were no aternative projects, and the only aternative were to do nothing, the project with
the NPV of zero would be accepted because the company would earn its margina rate of return. (Asexplained later,
the NPV of zero would yield the discounted cash flow rate of return, that is, 10 percent.) If the NPV were negative
because of an inadequate cash flow, assuming the same 10 percent margina rate required by management, it would
mean the project would earn less than 10 percent, and it would be rejected.

A number of evaluation methods are employed in capital budgeting; however, after critica examination of al
methods, only the arithmetic developed in this smple modd will be used to examine three methods used in evauating
capita budget proposas: (1) cash payback, (2) net present vaue, and (3) discounted cash flow rate of return
(DCF-ROR) sometimes referred to asthe "interna rate of return.”
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Cash payback is commonly used by business managers eval uating investment opportunities, but it does not measure
rate of return. It measures only the length of time it takes to recover the cash outlay for the investment. It indicates
cash at risk. In our model there are cogts of $500 committed in year 0. To determine payback, we merely add the
unadjusted cash flow for each year and determine how many yearsit takes to get the outlay back. In thefirst two
years $450 is recovered, and by the end of the third year $600 is recovered. By interpolation we find cash recovery
to be approximately 2.3 years. It is obvious that the rational manager does not commit alarge sum of money just to
recover it. He expects arate of return commensurate with the risks and his dternative use of hisfundsin aternative
investments (opportunity cost). In our example, the caculation of payback revedsardatively short exposure of funds
and cash flow continuing beyond the payback period. It isinteresting information in overal project evaluation, but it is
not conclusive. Our mode will automaticaly throw off payback as a by-product aswe caculate the crucia
time-adjusted NPV of theinvestment and DCF-ROR.

A version of cash payback isthe cash bailout method. This gpproach takes into account not only the annual cash
flow as shown in Figure A-2 but aso the estimated liquidation value of the assets at the end of each year. If the
liquidation value of ahighly specialized project is zero, then cash payback and cash bailout arethe same. But if it is
assumed in our example that the liquidetion value of the investment at the end of year 1 will be $275, the cash bailout
would be one year (cash flow $225 plus liquidation vaue $275 = $500 origina cash commitment).

We consider NPV as described avaid basis for determining the economic consegquence of an investment decision.
Many business economists useit astheir sole criterion for the go-no-go deci son for investment. We recognize this
method as paramount throughout our analysis but prefer using it in conjunction with other measures rather than asthe
sole criterion.
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Calculating Rate of Return

We are now ready to examine the concept of DCF-ROR. It is completdly different from the return on investment
(ROI) commonly used in business. The conventiona ROI is computed for an accounting period, generdly on the
accrua book figure; investment istaken at origina cogt, dthough it is sometimestaken at haf origind cost; no
adjustment is made for time vaue when looked at in thelong run.

We aretaking about avery different ROR on investment: The DCF-ROR isthe interest rate that discountsa
project's net cash flow to zero present value. Let us expand Figure A-2, which shows a$60 NPV when a discount
factor of 10 percent is used, to Figure A-3, which adds a discount factor of 18 percent and yieldsa $0 NPV.

PV of $1 @10% Discounted PV of $1 @18% | Discounted

Year Cash Flow Cash Flow @ Cash Flow
0 $(500) 1.000 $(500) 1.000 $(500)
01 225 952 214 915 206
12 225 .861 194 .764 172
23 150 779 117 .639 96
34 50 .705 35 533 26
TOTAL $ 150 $60 NPV $ONPV

Figure A-3: Arithmetic of determining DCF rate of return.,

The DCF-ROR is 18 percent. By definition, the DCF-ROR isthe rate of return on the project determined by finding
the interest rate a which the sum of the stream of aftertax cash flows, discounted to present worth, equals the cost of
the project. Or, stated another way, the ROR is the maximum constant rate of interest the project could pay on the
investment and break even. How was the 18 percent determined? By trid and error.

Many andysts use the NPV method exclusively; some use the DCF-ROR,; others use the two methods to
complement each other. Using NPV, positive or negative dollar values are determined with the cost of capital asthe
benchmark. Excessdollar PV isevauated and ajudgment is made. The DCF-ROR approach ignores the cost of
capital in the calculation and determines what the ROR is on the total cash flow. The result of this gpproach on our
exampleisto convert the $60 NPV into a percentage. It works out to 8 percent on top of the 10 percent that had



This document is created with the unregistered version of CHM2PDF Pilot

been ca culated for the NPV. Many businesspeople prefer working with the singlefigure of 18 percent for evauating
aproject againgt aknown cost of capital, instead of describing a project as having an NPV of $60 over the cost of
capital. The two methods complement each other, and under certain circumstances one may give a better picture than
the other.

Let usreexaminethis special DCF-ROR to see what distinguishesit from the conventional ROR. It istime-adjusted
to base year 0, so thet al dollars are on acommon denominator basis; it is ca culated absolutely on a cash flow basis;
the investment is a definite time-adjusted value; the ROR is determined at a single average rate over the totd life of
the investment. Certain implications of this statement require explanation.

The DCF-ROR is caculated over the full life of the project, and the accountant's yearly ROI cannot be used to test
the success/failure of the new investment. If the planned life of aproject isten years, and if it can be segregated from
other facets of the operation, the DCF-ROR has meaning only when the full economic life of the project is
completed. However, inthis caseit is possible to monitor results on ayear-to-year basis by examining the actua
dollar cash flow and comparing it with the projected cash flow.

The onething that disturbs business managers most with the DCF-ROR concept i s the underlying mathematical
assumption that al cash flows are reinvested immediately and constantly at the same rate asthat which yieldsan NPV
of 0. In our examplein Figure A-3, 18 percent was used as the discount factor as a constant. Another case could
just aseasily haveindicated a 35 percent ROR, with the implicit assumption that the cash flow wasreinvested at 35
percent. But if the earning experienceindicates a cost of capita of 10 percent, how can we reconcile the assumption
that we can continue to earn 35 percent on the incremental flow?

Even though a company's average earnings reflect a cost of capita of 10 percent, the demands on incremental new
investment may well have to be 18 to 35 percent to compensate for investmentsthat fail to redlize projected earnings.
Opportunitiesto invest at 18 percent or 35 percent are not incond stent with the average earnings of 10 percent.
However, if it isfet that a projected rate of return of 18 percent, in our example, isaonce-in-a-lifetime windfall and
no new opportunities can be found to exceed the average 10 percent rate, then we are in trouble with our

DCF-ROR concept. The reinvestment rate will not stand up. In this situation we have to combine both NPV and
ROR to explain the Situation in thisway: The 10 percent ROR of this project covers the opportunity cost of money
and throws off an additiona $60 cash flow. If other projects of the same magnitude can be found so that the total
cash flow generated can be reinvested at the same rate, there would actualy be an ROR on the project of 18 percent
(the DCF-ROR). The lack of other good investment opportunitiesis aconstraint on the full earning capacity of the
project.

We have examined three methods of evaluating investment opportunities. Cash payback evauates money at risk.
Present value measures the ability to cover the opportunity cost of an investment on atime-adjusted basis of money
and indicates by an NPV whether the project under consideration will yield a"profit” or a"loss." The DCF-RORis
an extension of the NPV concept and trandatesit into asingle ROR that, when compared with the opportunity cost
of capitd, givesavalid basisfor evauation.

Since NPV and DCF-ROR concepts take into account the opportunity cost of capital through the discounting
technique, it may be stated asaprinciple that al projects under consideration where this opportunity cost is covered
should be accepted. This proposition is both theoretically and practically sound, but three factors need to be
considered: How do you determine the minimum acceptable ROR (the opportunity cost of capitd) to select the
proper discounting factor? How can you assume no congtraints on the supply of capital so thet al worthwhile
projects can be accepted? How do you take risk into account when examining indicated results? These questions are
examined in the next three sections.
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Using Cost-of-Capital Guidelines

How do you determine the minimum acceptable ROR (cost of capitd) used in discounting? The cost of capital
concept used here is not the same as the cost of borrowing. Thisis probably the most critical factor in the evauation
process. It isaunique and persond rate to each company. Thereisno guide to look to in other companies. Two
companies|ooking at apotentia investment, say an acquisition, may place two completdly different vduesonit. To
Company A, with aminimum required ROR of 10 percent, the investment could be attractive, while to Company B,
with arequired ROR of 25 percent, the investment would be totally unacceptable. The differenceis centered in the
cost of capita to each company, its opportunity ROR the rate that can be expected on dternative investments having
amilar risk characteristics. An example of the arithmetic involved in reaching this conclusion can be seen when we
modify Figure A-2 to include both a 10 percent and 25 percent discount factor and assume that both Companies A
and B are the sole potentia bidders for an investment with an asked price of $500 and a net cash flow of $150 (see

Figure A-4).

(A) (B)
PV of $1 @10% Discounted PV of $1 @25% @ Discounted
Year Cash Flow Cash Flow Cash Flow
0 $(500) 1.000 $(500) 1.000 $(500)
1 225 952 214 .885 199
2 225 .861 194 .689 155
3 150 779 117 537 81
4 50 705 35 418 21
TOTAL $150 $60 NPV $ (44) NPV

Figure A-4: Comparison of NPV using 10 percent and 25 percent discount factors.

Theinvestment is very atractive to Company A but completely unacceptable to Company B it would redize lessthan
its objective of 25 percent. If Company A werein apostion to know the cost of capital of Company B, it would
know that Company B would not bid at dl for thisinvestment. Company A would know that it would bethe sole
bidder.
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If acompany has successfully earned 25 percent on the capital employed init, an investment opportunity, to be
atractive, would haveto yield at least that rate. The 25 percent represents the cost of capita to that company, and
an investment opportunity offering only 15 percent would be regjected. A second company with a 10 percent cost of
capita would find the same 15 percent potentid attractive and accept it. Thus the same 15 percent opportunity
investment is attractive to one and unattractive to the other. Both companies andyzing the identical Stuation reach
different logica conclusons.

Cost of capitd is always considered to be the combined cost of equity capital and permanent debt. We evauate
economic successfailure of aproject without regard to how it isfinanced. Y et we know that money available for
investment is basicaly derived from two sources: debt, with its built-in tax saving so that its cost ishaf the market
price for money (assuming a50 percent tax rate), and equity, which has asits cost the opportunity cost of capital of
the owners.

It isnecessary at timesto break down the combined cost of capita into its components of cost of debt capital and
cost of equity capital to put it in terms understandabl e to the busi nessperson who commonly measures resultsin terms
of return on equity. Toillustrate this cost of capita concept, we will assume that a corporation isowned by asingle
individua whose investment objectives are clearly defined. Thetotd capitaization of the company is $100, made up
of $30 permanent debt capital and $70 owner's equity capitdl. If preferred stock was outstanding at afixed cog, it
would be treated the same as debt. The aftertax interest rate of the debt money is2.75 percent. The aftertax dollar
return on the combined debt and equity capital of $100 under various operations would appear as shown in Figure
A-5.

Income on Total I nvestment $30 Debt x 2.75% Cost of Debt $70 Equity Income on Owner's

(Before Interest) Capital Equity
$8.00 $0.825 $7.175

9.00 0.825 8.175

10.00 0.825 9.175
11.00 0.825 10.175

12.00 0.825 11.175

Figure A-5: Aftertax dollar income on investment of $100.

To restate these dollars as rates of return on the investment of $100, $30 debt, and $70 equity, the percentage return
on capital would be as shown in Figure A-6.

Rate of Return on Owner's Equity
Rate of Return Cost of Debt Capital
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8% 2.75% ($0.825 + $30) 10.25% ($7.175 + $70)
9 2.75 11.68

10 2.75 13.11

11 2.75 14.54

12 2.75 15.96

Figure A-6: Aftertax rate of return on investment of $100.

If the company has been earning an average of $10 on the total investment of $100, and the cost of debt is $.825,
the earning on owner's equity is $9.175. Stated as arate of return, the $10 earned on $100 is 10 percent return on
the total investment (combined cost of capital), and because of the leverage built into the capita structure with
long-term debt, the $9.175 earning on equity yields areturn on equity of 13.11 percent (cost of equity capita). When
thereisa 30 percent debt structure and the average cost of debt is2.75 percent after taxes, we can readily convert
return on total investment into return on equity by reading our table. It is quite Smpleto create Smilar tablesfor each
company and its debt/equity ratio (e.g., with a50/50 ratio and debt cost of 2.75 percent, a 10 percent return on total
investment yields a 17.45 percent return on equity capitd). If thereisthe opportunity to invest the company fundsin
aternative Stuations or reinvest the funds in the business and continue to earn at least 10 percent on the combined
debt/equity funds, we would describe this as the opportunity cost of capital. Thisisthe critica rateused in
discounting: The discount rate used to determine NPV and the benchmark for comparing DCS-ROR are based
solely on the combined cost of capital. The ROR to the stockholders can be derived and compared with their
opportunity cogt, that is, the ability to invest their funds elsawhere and earn at least the samerrate.
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Evaluating Profit Projects

Evauating components of an investment program for acompany is complex at any time. There are many categories
of investment: (1) revenue-producing projects, (2) supporting facilities projects, (3) supporting services projects, (4)
cost-savings projects, and (5) investments required to comply with public authority that will yield no return. Each
must be evauated to determineitsincremental consequence.

When a project isisolated from the rest of the operation, evauation isrelatively clear. But sometimes a planned
maor investment embraces severd auxiliary projectswhich, evauated by themselves, are not very meaningful. When
thisoccurs, it is necessary to construct amaster model that includes al of the projects. Some of the auxiliary projects
may not comeinto being for savera years after the main investment is made, and may or may not produce anew
positive cash flow. The master model in smpleform may take on the gppearance shown in Figure A-7 if individud
projects of the types (), (b), and (c) above are assumed (the figures do not add up only format is demonstrated).

Project | NPV 0 1 2 3 4 5 15
@ 100 (30) @) 14 14 13 13 40
(b) 40 (15) 5 5 5 20
© (26) ®) ¥ 4 @ @ (10)
TOTAL 114 (30) (4 ©) 15 14 14 (50)

Figure A-7: Master project.

If the three projects are interrelated, they should be projected asasingle entity. In our example, (@) isassumed to be
amgjor facility that to be successful needs (b) added in three years as supporting facilities; (b) would have no basis
for exisenceif (a) were not created. Project (€) may possibly be identified as anew computer/information system
that will produce only costs, but would not exist if () and (b) were not created. All costs and dl benefitsfor all
corollary investments need to be projected asfar into the future as possible to get atrue evauation. Investment
evauationsthat are made of a project with al the certainty of a DCF percentage can be grosdy mideading if the
supporting investment of satellitesis not taken into account. Actually, these are not separate investments. Thereis
only one Project abc. The evauation hasto be of the new single entity. The postaudit can be of only the
conglomerate sSingle entity (abc).

Projects of the cost-savings category are generally easiest to identify and evauate. There are relatively clear-cut
choices: Invest $40,000 today for new labor-saving machines that will reduce labor costs $12,000 per year; the
machineswill last eight years, and qudity of performance will be unchanged. Determine the NPV and/or DCF-ROR
and accept/regject. Such investment opportunities constantly arise, but it isamost impossible to project them as part
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of amaster project. Asaresult, such investments are evaluated as isolated investment opportunitiesthat may occur in
three years, or eight years, or never. When they occur, if of mgor proportions, they affect the potentia return on the
totdl invesment.

A cost-incurring project, such as spend $100,000 to prevent air pollution or be closed up, is one of the few
black-and-white decisions a manager faces. Idedlly it would be expensed. It may have to be capitaized and written
off and in addition have annud related operating expenses. This nondiscretionary investment fallsinto the same
genera category as asupport project. The cash flow isdways negative and must beincluded as an integra part of
the master investment. A large enough commitment may sharply reduce the origind projection, and arevison may be

necessary.

On the bagis of the techniques for evauating planned capita investment, it isnow possible to move to the methods of
selecting among projects. As noted previoudly, in theory, selecting among projectsis easy. Invest in anything that,
when discounted at the appropriate margind rate, will yield apostive NPV. Practically, for many reasons, there are
congraints on capital in the minds of most managers. Let uslook at the project selection problemsthat areinvolved
for projects under consideration in aparticular risk category when thereisalimit on capital.

We have sdlected the NPV method as the best approach to analyze proposed projects of varying lives. Comparing
projects under the DCF-ROR method can be mideading because of the different life factor and the reinvestment
factor inherent in each ROR. Excess NPV avoidsthis difficulty. When the various projects are converted into a
profitability index, selectionisfurther facilitated. The profitability index istheratio of the NPV to investment. For
exanple
Present value of expected benefits _ $132,000 _ | 39
Investment $100,000 '

In selecting projects when alimit isimposed upon the amount available for investment, we look for the combination
that will maximize combined NPV without exceeding the imposed limit. We know that we have reached this goa
when we can no longer increase the combined NPV by subgtituting one project for another and still satisfy the
congraint.

A way to achieve a satisfactory combination of projectsisthrough trial and error. Asaguide, we can usethe
profitability index (see Figure A-8). However, such ratios are not foolproof. Thisisillustrated where there are three
possible projects requiring atotd of $1,500 ininitia outlays, but where $1,000 is the imposed limit.

Net Present I nvestment: Profitability
Project Value [+] Cash Outlay [=] I ndex
A $1,000 $600 167
B 700 500 1.40
C 500 400 1.25

Figure A-8: Profitability index.

The choiceis between investment in A + C (cash outlay $1,000) or investment in B + C (cash outlay $900). Since A
+ C have acombined greater NPV than B + C ($1,500 vs. $1,200), A + C should be selected even though C'sratio
(1.25) islessthan B'sratio (1.40). Such differences are common. The profitability index must ways be used
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judicioudy. When there are numerous projects to choose among, the combining process becomes more difficult.

(< reeviovs e
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Appendix B: How Customer
Managers M ake L ease-vs.-Buy
Decisions

Ownership may be effected through outright purchase without indebtedness, through financed purchase, or, for all
practical purposes, through along-term lease. In an outright purchase, the buyer hasfull rights of ownership. Where
the buyer obtainsfinancing (before or after the purchase), his ownership isdiminished by the limitations on his control
of the asset. For example, in an installment purchase, the buyer'sright to sell may be restricted by the lender'slien. In
along-term lease, the lessee lacks not only the right to sell but also al of the asset'sresidud rights, except for any
purchase options available.

Short-term leasing is an aternative to the above forms of ownership. Here, the lesseeisfreed of dmost dl the risks of
ownership, including obsolescence and maintenance, but the amount of the rental naturdly reflects these advantages.
In choosing between some form of ownership (as described above) on the one hand and short-term leasing on the
other, management is faced with such operational considerations as maintenance, risk of obsolescence, and the
degree of control desired. If ownership is selected, afurther decision thisoneinvolving essentialy financial
congderationsis necessary with regard to the form of ownership. It iswith this second, basically more complex,
decision that this gppendix is concerned. The focuswill be specificaly on the choice between outright purchase and
long-term lease asaform of ownership.

Choosing Outright Purchasevs. Long-Term Lease

The decison to buy or lease can be made only after a systematic evauation of the relevant factors. The evauation
must be carried out in two stages. First, the advantages and disadvantages of purchase or lease must be considered,
and second, the cash flows under both alternatives must be compared.

Figure B-1 showsthe principa advantages and disadvantages of leasing from both the lessor's and lessee's
sandpoint. Thisligting isonly aguide. For both parties, the relative significance of the advantages and disadvantages
depends on many factors. Mg or determinants are acompany's size, financia position, and tax status. For example,
to aheavily leveraged public company, the disadvantage of having to record additional debt may be considerable,
even critica; the disadvantage may be indggnificant to aprivately held concern.

.e Advantages

One hundred percent financing of the cost of the property (the lease is based on the full cost) on terms
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that may be individually tailored to the lessee.

Possible avoidance of existing loan indenture restrictions on new debt financing. Free of these
restrictions, the lessee may be able to increase his base, aslease obligations are generally not reflected on the
bal ance sheet, dthough the lease obligation will probably require footnote disclosure in the financia
statements. (It should be noted, however, that a number of the more recent loan indentures restrict lease
commitments.)

General allowability of rental deductions for the term of the lease, without problems or disputes
about the property’'s depreciable life.

Possibly higher net book income during the earlier years of the basic lease term than under outright
ownership. Rentd paymentsin the lease's earlier years are generdly lower than the combined interest
expense and depreciation (even on the straight-line method) that a corporate property owner would
otherwise have charged in the income statement.

Potential reduction in state and city franchise and income taxes. The property factor, which isgeneraly
one of the three factorsin the alocation formula, is reduced.

Full deductibility of rent payment. Thisistrue notwithstanding the fact that the rent is partidly based on the
cost of theland.

L essee Disadvantages

Loss of residual rightsto the property upon the lease's termination. When the lessee has full resdud
rights, the transaction cannot be atrue lease; ingtead, it isaform of financing. In atrue lease, the lessee may
have the right to purchase or renew, but the exercise of these options requires paymentsto the lessor after
thefull cost of the property has been amortized.

Rentals greater than comparable debt service. Sincethe lessor generally borrows funds with which to
buy the asset to be leased, the rent is based on the lessor's debt service plus a profit factor. This
amount may exceed the debt service that the lessee would have had to pay had he purchased the

property.

Loss of operating and financing flexibility. If an asset were owned outright and a new, improved model
became available, the owner could sdll or exchange the old model for the new one. Thismay not be possible
under alease. Moreover, if interest rates decreased, the lessee would have to continue paying at the old rate,
whereas the owner of the asset could refinance his debt at alower rate.

Loss of tax benefits from accel erated depreciation and high interest reductionsin early years. These
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benefits would produce atemporary cash saving if the property were purchased instead of |eased.

L essor Advantages

Higher rate of return than on investment in straight debt. To compensate for risk and lack of
marketability, the lessor can charge the lessee a higher effective rate particularly after considering the lessor's
tax benefits than the lessor could obtain by lending the cost of the property at the market rate.

Thelessor has the leased asset as security. Should the lessee have financid trouble, the lessor can reclam
agpecific assat instead of having to take his place with the genera creditors.

Retention of the property'sresidual value upon the lease's termination. The asset's cost isamortized
over the basic lease term. If, upon the lease's expiration, the lessee abandons the property, the lessor can sl
it. If the lessee renews or purchases, the proceeds to the lessor represent substantidly al profit.

L essor Disadvantages

Dependence upon lessee's ability to maintain payments on a timely basis.

Vulnerability to unpredictable changes in the tax law that (1) reduce tax benefits and related cash
flow or (2) significantly extend depreciable life. The latter measure would lessen the projected return
upon which the lessor based hisinvestment.

Probabl e negative after-tax cash flow in later years. Asthe lease progresses, an increasing percentage of
the rent goes toward nondeductible amortization of the principal. Both the interest and depreciation
deductions (under the accel erated method) decline asthe |lease progresses.

Potentially large tax on disposition of asset imposed by the Internal Revenue Code's depreciation
recapture provisions.

B-1: Leasing advantages and disadvantages.
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Analyzing Cash Flows

A cash-flow andysis enables the potentia lessee to contrast his cash position under both buying and leasing. Thisis
essentially acapital budgeting procedure, and the method of developing and comparing cash flows should conform to
the company's capital budgeting policies and practices. There are several comparison criteriain current use, among
which the three most common are rate of return, discounted cash flow, and net cash position.

1.

Outright purchase. The cash outflowsin an outright purchase are theinitia purchase price or, assuming the
asset is purchased with borrowed funds, asisadmost dways the case, the subsequent principa and interest
ontheloan. Therewill aso be operating expenses, such as maintenance and insurance, but these

items are excluded from the comparison because they will be the same under both purchase and leasing,
assuming anet lease. The charge for depreciation isanoncash item. Cash inflows are the amount of the [oan,
the tax benefit from the yearly interest and depreciation, and the sdlvage vdue, if any.

Leasing. Thelessee's cash flows are easier to define than the buyer's. The lessee pays ayearly renta, which
isfully deductible. Thelessee will thus have level annua outflows offset by the related tax benefit over the
lease period. Salvage or residual value does not enter the picture because the lessee generdly has no right of
ownershipin the asset. Figure B-2 isacomparison of cash flows developed under both buying and leasing.

Buy Lease

Cumul Cumul
Tax ative Tax ative
Princi |Interes Interes Benefi Afterta Afterta Benefi Afterta |Afterta
Debt | pal t |Deprec tPlus [tat50 X X tat50 | x X
Service Repay | Payme | iation Deprec Percen Cash | Cash |Rental |[Percen Cash @ Cash
Period | [ ment nt [b] |iation t Cost | Cost [c] t Cost | Cost

1 $$3,614 $7,893 $ $ $10,19 $1,310 $1,310 $/$5,495 $5,495 $5,495
11,507 12,500 | 20,393 7 10,990

2 11,507 3912 7,595| 11,667 19,262 9,631 1876 3,186 10,990 5495 5495 10,990

3 11,507 4,234 7,273| 10,833 18,106 9,053 2454 5,640 10,990 5495 5,595 16,485
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11,507
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11,507

11,507

11,507

11,507
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4,961

5,370

5,813

6,292

6,810

7,372

7,979

8,637

9,349

10,120

10,954

$172,6  $100,0

05

00

6,924

6,546

6,137

5,694

5,215

4,697

4,135

3,528

2,870

2,158

1,387

$72,60
5

10,000

9,167

8,333

7,500

6,667

5,833

5,000

4,167

3,333

2,500

1,667

$100,0
00

16,924

15,713

14,470

13,194

11,882

10,530

9,135

7,695

6,203

4,658

3,054

1,386

$172,6
05

8,462

7,856

7,235

6,597

5,941

5,265

4,567

3,848

3,101

2,329

1,527

693

$36,30
2[d]

3,045

3,651

4,272

4,910

5,566

5,242

6,940

7,659

8,406

9,178

9,980

10,814

$86,30
3

8,685

12,336

16,608

21,518

27,084

33,326

40,266

47,925

56,331

65,509

75,489

86,303

10,990

10,990

10,990

10,990

10,990

10,990

10,990

10,990

10,990

10,990

10,990

10,990

$164,8
S0

5,495

5,495

5,495

5,495

5,495

5,495

5,495

5,495

5,495

5,495

5,495

5,495

$82,42

5,495

5,495

5,495

5,495

5,494

5,495

5,495

5,495

5,495

5,495

5,495

5,495

$82,42

5 5[¢

21,980

27,475

32,970

38,465

43,960

49,455

54,950

60,445

65,940

71,435

76,930

82,425

Comment on notes (d) and (). When comparing the cumulative aftertax cash costs, buying isthe more expensive

dternative by about $4,000. However, present valuing the annua outflows resultsin buying's being the most

economica dternative by approximately $6,000.
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[a]$100,000 of debt borrowed at 8%. The debt service, payable quarterly in arrears, will be sufficient to amortize
the loan fully over 15 years,

[b]Asset cost of $100,000 will be depreciated over 15 years using the sum-of-the-years method. It was assumed
that the asset had no salvage vaue,

[c]Renta on a15-year lease will be payable quarterly in arrears. The rental was based on an interest factor of 7 1/4
%. It was assumed that the lessee's credit would require 8% interest. Since the lessor retains the depreciation
benefits of the asset, he can charge arent based on 7 1/4 % even though he has financed the acquisition at 8%.

[d] Present worth of $86,302 cost of buying, at 8%, is $41, 198.

[€] Present worth of $82,425 cost of leasing, at 8%, is $47,034.

Figure B-2: Buying vs. leasing acomparison of cash flows.

Comparing the cash flows. Once the annud cash flows from outright purchase and leasing have been
developed, the next step isto contrast the flows by an accepted method (such as discounted cash flow) to
determine which dternative gives the greater cash benefit or yield. In so doing, some consideration must be
given to the effects of changesin the assumptions adopted. Examples could include alengthening by the IRS
of the depreciation period or achangein interest rates. In this manner, aseries of contingencies could be
introduced into the andlysis, asfollows. Assume aten-year life and aborrowing a 10 percent. If outright
purchaseis better by x dallars, then:

0

A two-year increase in depreciable life reduces the benefit of outright purchaseto (x-y) dollars.

An upward change in interest rate reduces the benefit of outright purchaseto (x - 2) dollars.

Probabilities could be assigned to the contingencies, for example, that the depreciable life could be extended by two
years, 30 percent; or that interest rates could rise by one haf a percentage point, 10 percent. Once the contingencies
have been quantified, an overal probability of achieving the expected saving can then be cal cul ated.

It must be stressed that the rate of return the product of the cash-flow analysisis not the exclusive or even, in some
cases, the main determinant in deciding whether to buy or lease. Such factors asimpact on financia statements,
desirefor operationd flexibility, and loan restrictions, aswell as other accounting, tax, economic, and financia
congderations, may be collectively at least asimportant. These aspects are essentidly nonquantitative, but they can
be evauated with a satisfactory degree of accuracy by weighing the advantages and disadvantages.
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Considering Taxes

There are two ways in which alease can be treated for tax purposes. asatrue lease or asaform of financing. If the
leaseis viewed asatrue lease, the lesseeis entitled to adeduction, in the appropriate period, for hisannua rental
expenses. (Normdly, the gppropriate period isthe period in which the liability for rent isincurred, in accordance with
theterms of the lease, granted that the timing of theliability is not unreasonable.) If the leaseisviewed asaform of
financing, the lessee is deemed the property's equitable owner and is thus permitted to deduct the depreciation and
interest expense.

Thetest the IRS gppliesto determine whether aleaseisatrue lease or aform of financing isbasicaly an evauation of
the purchase options. If the lessee can purchase the property for less than the fair market vaue or for an amount
approximately equal to what the debt balance would have been had the asset been bought outright, the transaction is
viewed as afinancing agreement. If the lessee has a purchase option in an amount substantialy exceeding the
probable fair market value or the debt balance, the transaction would probably be recognized as alease.



This document is created with the unregistered version of CHM2PDF Pilot

Protecting the Business Relationship

A find aspect of the lease-buy decision relates to the lessor-lessee reationship. If the lessor encountersfinancia
difficulties, under certain circumstances the progpective lessee can be adversely affected. That is, depending upon the
terms of the lease and the lessor's financing arrangements, alender might look to the property to satisfy adefault by
thelessor. Although careful wording of the agreement can afford ameasure of protection, it isessentid that the lessee
look into the prospective lessor'sfinancia condition, business reputation, and client relationships. If thefindingsare
favorable, negotiations may be carried out with aminimum of delay and expense. If thefindings are unfavorable, the
prospective lessee might still wish to proceed, relying on the protective clausesin the agreement, or he might abandon
the lease (at least with that party) entirely.
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cost center managers, 55, 101, 153 155
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