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Cash from Collaboration: profiting from partnerships

Summary

Essentially collaboration is about making money and enhancing competitive position through trust.

The theme of this paper is that many firms do not understand the relationship as asset building process. The tragedy is that many relationships with a solid foundation never realize their full cash-generating potential. 

This paper presents a set of metrics for operationalising trust – and converting trust into cash flow. However, trust is a complex concept and difficult to put into action. Therefore the aim has been to present a set of metrics that does not use the actual word ‘trust’. 

The heart of the system is based on treating the relationship as an intangible asset that both sides need to invest in, with future cash flow and strategic options implications. 

There are two fundamentally different games in relationships. The first is to reduce costs and to protect the interests of the firm.

This is a necessary but not sufficient condition for the second game, which is to transform the relationship into an intangible asset. The second challenge has totally different dynamics and rules to the first challenge. 

In the cost-reduction game benefits decline over time whereas in the asset building game benefits may increase over time as intellectual capital is built and used.

The paper presents 20 dimensions, which are segmented into four broad categories: the foundation, capabilities, value creation, and investment. Each dimension is clarified according to its primary role as protecting the firm’s interest or building the relationship asset.

The framework is used to support the following three types of decisions: how close a relationship should we develop and should we partner with another firm; how can we audit a relationship and develop systems for managing the relationship and protecting our interests; and how do we develop and evaluate the relationship as an intangible asset?

Introduction

Relationships, not technology, will be the limiting factor as firms implement collaboration-based strategies. The willingness to share information, not information technology, will be the main constraint.

Last year reminded us that there is no easy route to gaining sustainable advantage in highly competitive and dynamic markets. In fact last year reinforced what was probably the single most important lesson from strategy in the ‘90s – that sustainable competitive advantage is based on those firm resources and capabilities that are difficult for competitors to copy and substitute.

These capabilities are analogous to the intangible assets of the firm that are built over time and cannot be bought. Having a good idea is not enough; being first to market is not enough; participating in a growth market in not enough; announcing an alliance is not enough; and a single capability (such as an outstanding web-site design) is not enough.  Success is built on powerful strategic insight supported by a socially complex matrix of capabilities and resources that need to be nurtured and developed.

The objective of this paper is to outline a framework for treating business relationships as intangible assets. These relationships are the outcome of the ability to partner and, even though they are not evaluated from a balance sheet perspective, can be as valuable to the firm as a patent arising from an R&D capability.

Business relationships are not simply fuzzy concepts, but potentially real assets of the firm with cash flow and strategic options implications.

Our two main aims are:

· To provide a foundation for quantifying and tracking the financial benefits of good business relationships, and 

· To quantify the value of the underlying relationship.

This paper does not attempt to cover all alliance issues such as conflict resolution and exit strategies.

Relationship assets

Relationships with customers and suppliers, the associated firm culture, and the capability of partnering to develop these relationships, are examples of intangible assets that enhance a firm’s competitive position. These assets need to be built. Firms cannot simply purchase a trusting relationship with customers or suppliers. 

Thus the ultimate aim of collaboration is to develop the relationship to the stage where it can be viewed as an intangible asset - with future cash flow and competitive advantage implications. 

Figure 1 summarises the cash flow and options benefits of relationships, which are built on the partnering capability of the firm.

As intangible assets are expensed and not depreciated, we have the ironic situation that intangible assets tend to be under-resourced even though they form the basis for the firm’s competitive advantage. The best firms will re-invest some of the initial cost savings arising from a B2B program into the relationship asset.

By developing close relationships with suppliers and customers, firms have the opportunity to both reduce costs and grow the relationship asset. There is the potential to have your cake and eat it too. In fact, you must have your cake and eat it too. If the focus is just on driving out costs and not reinvesting in the intangible asset, then the real potential of B2B is wasted. The secret when introducing B2B e-commerce will be to make an effective transition between simply reducing costs to a focus on growth strategies based on relationship assets.

The pity is that very few relationships that have the potential are developed to this extent.

Figure 1: From capabilities to cash flow: the role of relationship assets



Playing two games

The theme of this paper is that the essence of collaboration-based strategies is to make money out of trust. The key insight that we develop is that there are two distinct types of collaboration.
The previous section showed that the secret in capturing the full value from trust is to build the relationship as an intangible asset. In building relationships as assets the most important point to remember is that business relationships are all about two games being played simultaneously. Like Rugby and American Football on the same field at the same time. Or both offence and defense on the field at the same time.

The first is the short-term game where the focus is reducing costs. There are limits to the benefits of this game. The benefit profile is immediate cost savings, which decline over time.

This is essentially a win-lose game where the pie is shared – the money is either in your pocket or mine at the end of the day. Most of us are pretty good at playing this game.  
This is basically a game of protecting the firm against opportunistic behaviour. It is a defensive game and collaboration involves sharing the rewards of removing costs. Thus, this game can involve some collaboration, but the firm limits its exposure and the relationship does not develop into an intangible asset. 

The objective of the game is to benefit through cost reductions. Protecting the firm’s position is the key management issue. 

The emphasis is on the structure of the relationship, and not on how the relationship is evolving and really capturing the rewards of learning. 

The type of questions arising from this first game include:

· How much more costs can we squeeze out of this relationship?

· Have we developed the appropriate safeguards to protect our interest?

· Should we develop a closer relationship with this firm?

· Have they earnt our trust?

The second game is the win-win game where the partners work together to make a bigger pie. Growth. This is an offensive game where growth and enhancing competitive advantage is the objective of collaboration. This is an asset building game. 
The benefit profile is investment for future cash flow rewards. The benefits can increase over time. And the benefits are not limited to cost savings but can also include strategic options and improved competitive position. This positive benefits profile derives from the characteristics of intangible assets and intellectual capital.

The emphasis is more on the evolution of the relationship rather than on the initial structure. Managers need sensitive antennae to pick up signals on how the relationship asset is appreciating, and the cash flow and options value of the asset.
The type of questions revolving around the asset building game include:

· Are we fully leveraging the value from this relationship asset?

· Are both parties investing in and benefiting from this asset?

· Has this asset created options that we could exploit?

· Is the asset providing us with a source of competitive advantage?

Most firms have never seriously played this game. They are not good at it, and do not really understand the rules or dynamics of the game. But it is this second game that encourages innovation and builds the relationship asset. 

Of course the win-lose first game never goes away – the bigger pie still has to be shared (fairly). Managing opportunism is a necessary but not sufficient condition for a genuine asset-building partnership. Managers need to ensure that the appropriate checks and balances are in place to protect the firm’s investment.

However, business relationships between two firms do not evolve naturally towards the asset building game. The tragedy is that many relationships develop to a certain stage but then do not make the conceptual leap and then reap the maximum rewards from their relationship.

It should also be noted that both games involve collaboration. But collaboration per se is not the issue. The issue is to ensure that initial collaboration in the cost reduction game is taken to the next level and focuses on growth and asset building.

Conquering new heights

Many firms struggle at the transition stage and stay locked in a relationship where, whilst they may not be exposed, the asset building process does not occur. 

The relationship needs to transform from a situation of protecting our current position to a high-risk investment with expected future pay-offs. A totally different mind-set. Understandably, firms are reluctant to share strategic information as this forms part of their existing competitive advantage. It requires trust in the relationship, exposing the firm to opportunistic behaviour in order to gain future competitive advantage.

Many senior managers do not have sensitive antennae to what is really go on as firms embark on this transition. It is basically an investment in trust where trust is, by definition, a high-risk investment because the firm opens itself up to opportunistic behaviour from the partner. 

Thus is in the early stages this is all about making small but significant investments (such as sharing a piece of strategic information) and eagerly waiting for the response from the other side.

The emphasis needs to be initially on a measured build-up of trust where tentative steps are made and reciprocated by each side. After the initial commitment is generated, further investment in the relationship asset can be made and benefits generated. See figure 2.

At this stage of the relationship in particular, small actions can have major repercussions – the ‘flap of a butterfly wings in Russia causing a tornadoes in California’ as complexity theory suggests.

Figure 2: The relationship asset building process














In today’s time-compressed environment many of these relationships do not have sufficient time to develop a strong foundation before tackling the asset building challenge. The framework presented here can assist managers unravel the complex web of issues associated with alliances in today’s fluid environment. 

And of course the same dynamics occur within the firm. Collaboration within the firm is still all about making money out of trust. My favourite litmus test question within the firm is on sharing information. 

The answer varies from: “Information is a seen as shared resource – the more people who use it the more valuable it is” versus “Information is basically seen around here as an individual asset – a source of power and control for the individual.” 

The Metrics

Table 1 summarises the 20 relationship dimensions.

The dimensions are split into three segments based on whether the dimension is primarily related to addressing each of the following three questions:

· The relationship foundation - whether it makes sense to develop the relationship or not. The expectations could be for a relatively modest relationship where the outcome is to work together to reduce costs.

· The protection game – those dimensions that assist the firm protect its interests. The above two categories set the foundation for deciding whether to treat the relationship as a potential intangible asset.

· The asset building game – those dimensions that drive the asset building process.

Clearly some of these dimensions could be related to more than one issue, and the objective here is to communicate the impact of different dimensions on different relationship issues.

These dimensions – and associated sub-categories – have been used with weightings to address the following types of questions:

· Assessing the foundation of the relationship for future development

· Distinguishing between strategic and non-strategic relationships

· Developing appropriate checks and balances

· Highlighting strengths and weaknesses for managing the relationship

· Clarifying the development of genuine trust from a façade of power

· Evaluating the intangible asset potential of the relationship.

Table 2 provides examples of the dimensions used to assess the potential of the relationship asset and to track its value over time. 

Both cash flow and strategic options measures are generated off these dimensions, depending on the individual situation of each firm.

Further details on Intangible assets and options value are provided in the Agribuys White Paper titled “The Perishable Food Industry: ripe for e-commerce”.

B2B e-Commerce

B2B e-Commerce is the ideal platform for collaboration-based strategies due to the many-to-many and real-time attributes of the Internet. 

The winners will be those firms who have already invested in relationships with customers and suppliers and use web-based systems to leverage the value of past investments in these relationships.

The successful B2B program will result in cost savings and strengthen the competitive position of the partners by building the relationship asset.

Table 1: Relationship Dimensions

	Dimension
	Description
	To partner or not
	Protect our interests in the cost reduction game
	Asset building and growth game

	Value creation
	.
	
	
	

	1.Vision 


	We have a shared vision of creating value through working together
	
	
	X

	2. Compatible goals 
	Our goals are well aligned and likely to remain so.
	X
	
	

	3. Competitiveness
	Working together will give our firm a competitive edge in the market place.
	
	
	X

	4 Learning/ Innovation
	By working together we can increase our rate of learning and innovation.
	
	
	X

	5. Appropriation
	We are confident that the rewards are and will be shared fairly
	
	X
	

	Capabilities
	.
	
	
	

	6. Performance
	Our respective capabilities are best of breed and complementary
	
	
	X

	7. Partnering capability
	We are confident that we can (learn how to) “cooperate to compete”.
	
	X
	

	8. Boundaries
	We understand the boundaries of this partnership and the limit to sharing our capabilities.
	
	X
	

	Foundation
	
	
	
	

	9 History
	We have a good understanding of each other’s business through working together in the past.
	X
	
	

	 10. Alternatives
	We do not have a large number of high performing alternatives- partnering makes sense to both.
	X
	
	

	11. Consideration
	We are confident that the other party will consider our needs when making important decisions.
	X
	
	

	12 Predictability
	The other party does not often surprise us with their actions-we have a fair idea how they are likely to act.
	X
	
	

	13 Opportunism
	The other party is unlikely to act opportunistically- even if they had the chance to do so.
	
	X
	

	14 Culture
	We have a good cultural fit.
	X
	
	

	15 Processes
	Both businesses have the appropriate performance systems and processes to drive the desired behaviour
	
	
	X

	Investment
	
	
	
	

	16 Type
	The type of investment each side has made or is prepared to make specifically for the relationship.
	
	
	X

	17 Balance
	Both sides are investing leading to a position of interdependence.
	
	
	X

	18 Costing Systems
	Our costing systems allow us to track our share of the profits
	
	X
	

	19 Intangible asset
	We view the relationship as an intangible asset and track its cash flow implications
	
	
	X

	20. Information
	We share strategic information and use it as a joint resource
	
	
	X


Table 2: Relationship Assets – evaluating potential and tracking value

	
	Cash Flow Measures
	

	1
	Increased prices
	The partnership will enable us to better manage price and promotions to increase revenue

	2
	Reduced inventory
	Improvements in inventory management through collaboration with customers and/or suppliers

	3
	Lower cost of goods sold
	Opportunities to increase margins through improved purchases

	4
	Increased margins through lower operating costs
	Operating cost savings through aligning business processes with partners

	5
	Less volatile cash flows
	The partnership’s ability to generate more stable cash flows

	6
	Earlier cash flows through new product introductions
	Potential to increase sales from new product introductions

	7 
	Increased revenue through existing and new customers
	Potential to increase sales from existing and new customers as a result of the partnership

	
	Capabilities
	

	1
	Partnering capability
	Our improved partnering capability will be (is) reflected in other alliances.

	2
	Information management capabilities
	We will be able to (have) improved our information management capabilities – with quantifiable benefits

	3
	Internal processes and learning
	The organisational learning has been reflected in the changes made to our internal processes.

	
	Innovation and Intellectual capital
	

	1
	Differentiation
	The degree to which we will be (have been) able to differentiate our products as a result of this relationship

	2
	New Product innovation
	The potential for the sale of new products 

	3
	Increased strategic options
	The ability of the relationship to create options – new markets, new customers, new products and promotions


Theoretical Foundation

The more competitive markets become the more valuable the ability to cooperate. The notion of ‘cooperate to compete’ has meant that the concept of trust has been increasingly used in a wide range of business studies in recent years. Diverse disciplines such as strategy (e.g. Dyer, 1996 and Blankenburg, Eriksson and Johanson 1999), marketing Mohr and Spekman, 1994) and Strategic Alliances (Doz and Hamel, 1998) all have tackled the issue of cooperation and trust.  

In fact the link between trust in business relationships and competing in an increasingly networked environment was expounded over seven years ago (Morgan and Hunt, 1994). The relevance to the Internet era in the perishable food industry was made by O’Keeffe (2001).

 Trust has not only been seen as important for effective coordination (Bradach and Eccles 1989) but as a foundation for business success in an era where competition is based on intangible assets (Ring and van de Ven 1992). Fukuyama (19995) in his seminal book “Trust” then extended the boundaries by claiming that ‘a nation’s ability to compete is conditioned by a single, pervasive cultural characteristic: the level of trust inherent in a society.’

Trust can improve business performance in three broad ways (Sako, 1998)

· Reducing transaction costs.  For example, Dyer (1996) shows that interfirm specialization is a source of advantage in the auto industry.

· Investment with future returns. Building trust in itself is an investment and a trusting relationship between a supplier and buyer is a relation-specific skill. (Asanuma 1989). 

· Continuous improvement and learning. Sako correctly points out that while formal governance structures may guard against opportunistic behaviour they are not sufficient to generate the innovation and learning performance that trust makes possible. 

However, trust is an extremely complex concept – Fukuyama identifies over 250 definitions of trust – and difficult to operationalise. Even the business-to-business marketing discipline, which one assumes would be practitioner oriented, is criticized for its lack of practical application. Blois (1999) points out that most business marketing papers addressing trust do not include a ‘managerial implications’ section.

The framework presented here has drawn on the Business Marketing, Marketing Channels, Strategic Alliance, Transaction Cost Economics and Interorganisational Trust streams from the academic literature.

Our approach was to start with the business-to-business marketing literature as this is the most practitioner friendly and then to incorporate further dimensions and constructs where appropriate. For example, the business marketing literature does not adequately handle conflict resolution so this construct was drawn from the strategic alliance literature. (See O’Keeffe, 1998)

Moller and Wilson (1995) provide a summary and list of 35 business exchange constructs based on seven business marketing studies. This list has provided the starting point for the framework. The 35 dimensions are categorized into 6 key constructs (Wilson and Moller 1995) and a number of these have been adopted in this framework.

· Goal compatibility. The importance of capabilities, value creation and value sharing is emphasized as the relationship foundation in the relationship marketing literature. Opportunism is seen to be less likely where both sides are committed to a common future. The notion of expanding the vision of the future is drawn from Axelrod’s (1984) ‘expanding the shadow of the future’.

· Trust and Commitment. Commitment to the relationship is usually used as the dependent variable in relationship marketing studies (for example, Morgan and Hunt, 19994). Gundlach, Achrol and Mentzer, 1995, highlighted the importance of balanced commitments from both parties for long term relationship success.
See below for a more detailed discussion of the issues in measuring trust.

· Satisfaction. Blois (1999) notes that a number of marketing studies treat trust and reliance almost interchangeably whereas there are important differences between relying on somebody to do something and trusting somebody. Never-the-less, the level of satisfaction and the ability to rely on the other party to successfully carry out their tasks is critical to business relationships

This construct raises the importance of capabilities and the fact that in a networked world success is based not simply on the capabilities of the individual firm, but the capabilities of the network in which it is embedded (Gulati, 1999).


· Investments and structural bonds. This construct incorporates transaction-specific investments from transaction cost economics (TCE), which are generally called irretrievable investments in the business marketing literature (Wilson and Mummalaneni 1986).

· Social Bonding. Social interaction in clearly a foundation for business relationships. However, the length of trading and the development of social bonds alone do not appear to have a significant impact on trust: trading per se is not sufficient to bring about trust in relationships (Sako 1998).

· Alternatives. Based in the work of Thibaut and Kelly (1959) Anderson and Narus (1984, 1990) found that the number and quality of alternatives influenced the development of structural bonds – a large number of quality alternatives reduces the incentive to make irretrievable investments in any specific exchange partner.

It should be noted that drawing on the TCE literature raises the dilemma of how to treat opportunism. Transaction Cost Theory is criticized (for example, Hill, 1990, and Heide and John, 1992) because it treats opportunism as the rule rather than the exception. Never-the-less, the type and extent of relationship specific investments from TCE is central to the study the boundaries of the firm. 

The importance of boundary definition has also been well covered in the relationship marketing and marketing channel literature (Heide and John, 1990, and Wilson 1995).

Lane (1998) points out that most concepts of personal trust share three common elements. First a degree of interdependence, second that trust provides a way to cope with risk and uncertainty in relationships and third, is the expectation that the vulnerability resulting from the acceptance of risk will not be taken advantage of.  Thus ‘trust’ can be viewed as a risky investment as one side may exploit the vulnerability of the other.   The questions relating to risk management encourage managers to think about the risks associated with the relationship and investing in a particular relationship. 

To address the challenge of measuring trust (we agree with Cummings and Bromiley, 1996 that this must not include the word ‘trust’) the following two constructs were considered basic.

· Predictability. The importance of predictability is emphasized in many definitions of trust (e.g. Luhmann 1979 and Gambetta, 1988).  The question on predicting the actions of the partner is based on this work. 

· Goodwill. Most definitions of trust (e.g. Ring and van de Ven, 1992) include goodwill or expectations of reciprocity and that the others will not act opportunistically. 

Hardy, Phillips and Lawrence (1998) argue that this is not enough – they argue that ‘trust can be conceptualized as a communicative, sense making process’ with an emphasis on shared meanings. This is consistent with the impact of information and information technology on marketing – and the notion of information intensity – raised previously by Glazer (1991).

In a similar vein Sako (1998) maintains that that protecting against opportunistic behaviour in itself does not develop the learning and innovation potential from a relationship with high level of (‘goodwill’) trust. Sako recommends a move away from a focus of protecting against the abuse of trust towards concentrating on the enhancers of trust. This suggestion has been followed in this framework.

For example, Sako (1998) found that customers supplying information to suppliers (such as scanning data from a supermarket to suppliers), regardless of whether suppliers provide information to customers, are the single most powerful way of enhancing trust. Two-way information sharing on the other hand attenuates opportunism.

In addressing the challenge of how to build and maintain trust Lane (1998) identifies three issues. First, can trust be developed and if so, how. Second, how to maintain and expand trust and third, how to recognise trust and distinguish it from simulated trust. The questions on this construct are based Hardy, Phillips and Lawrence (1998). They contend that any study of trust between organizations needs to take account of asymmetrical power (and size). Their concept of trust emphasizes expectations, shared meaning, and shared power and conflict resolution. They also point out that trust is unlikely to develop spontaneously between organizations and hence we need to learn how to manage and create trust. 

The consensus from the literature (Lane 1998) is that interpersonal trust in business relationships takes time to develop and is rarely offered spontaneously. Sako (1998) addresses this issue in the context of new supplier relationships in the auto industry by looking at how trust can develop where previously there was none. 

Based on the differences of ‘weak form’ trust and ‘strong form’ trust (Barney and Hansen 1994), Child (1998) developed a stages model of trust which allows for the possibility of trust to develop over time. Child (1998) illustrates how the different types of trust, Calculative, Cognitive and Normative, come into play during the formation, implementation and evolution of a strategic alliance. 

In a similar vein Sako (1992) developed a hierarchy of trust involving ‘contractual trust’, ‘competence trust’ and ‘goodwill trust’. A move from contractual to goodwill trust involves ‘a gradual expansion in the congruence in beliefs about what is acceptable behaviour.’ 

The strategic alliance literature, and in particular the work of Yves Doz (Doz 1996, and Doz and Hamel, 1998) addresses the importance of both the initial structure of an alliance and the ability to adapt and learn. 

The importance of developing capabilities over time – such as the ability to partner – is demonstrated in the planning area where firms had to learn how to plan over a four year duration before the performance benefits of planning were exhibited (Brews and Hunt, 1999).
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The framework helps distinguish between genuine trust from a façade of power.





Partnering capabilities





Many firms struggle with the transition – they manage their exposure but do not build the relationship asset.








Managing opportunism is a necessary but not sufficient condition for an asset building partnership.





If the relationship is built as an asset, benefits can increase over time.





Category management is not just about reducing the number of suppliers.





There are two relationship games: short-term cost cutting and long-term growth. Growth is built on relationship assets.





The focus of B2B e-Commerce projects has to be on re-investing some of the initial cost savings back into the relationship asset.





The objective is to present a framework for evaluating business relationships as intangible assets.























1. Relationship foundation





B2B e-Commerce provides the ideal information platform for building relationship assets.





2. Generate commitment
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Cash flow  & Options implications 








Three questions: should we partner, how to protect our interests, is the relationship a potential asset?





4. Cash flow and options benefits





3. Joint investment





Initially, there needs to be a measured build up in trust - where tentative steps are made and reciprocated.





The same collaboration dynamics occur within the firm.





Cash flow and strategic option measures can be used to quantify the potential and actual value of the relationship.





The essence of collaboration is to make money out of trust.





Firms cannot simply purchase a trusting relationship with customers or suppliers,
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