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Executive summary

Throughout this paper, I have sought to establish a framework that will allow Professional
Service Firms to comprehensively assess the total strategic value of clients and projects, i.e.
characteristics that provide not only a financial advantage but also help the firm to sustainable

long-term success.

Professional Service Firms are faced with several strategic challenges, some employee-
oriented (internal) and some market-oriented (external). As such, Professional Service Firms
are faced with not only a considerable dependency on their employees, but also low entry
barriers, the need to mitigate ex-ante buyer uncertainty and increasing competition in the
market. Due to a direct, two-way relationship between employee motivation and firm perfor-
mance, succumbing to either of these challenges can result in a downwards-spiraling effect,
where decreasing margins lead to lower employee motivation, which in turn leads to inferior

service quality, which then results in lower prices and margins.

In order to address the employee dependency through increased motivation and retention, as
well as building capabilities, is it important that Professional Service Firms focus on projects
that are challenging and innovative. This will satisfy the restless and ambitious nature of pro-
fessionals and, in case of innovative solutions, also further more efficient deliveries of future
similar projects. Whereas improved motivation and retention creates increased performance,
quantifying the value hereof is not possible at this point. The value of an innovative solution

can however be quantified through an assessment of savings on future similar projects.

To address the market-related challenges, a firm should focus on clients and projects that
represent reference and advocacy potential, i.e. clients/projects that can provide not only addi-
tional business through indirect sales activities, but also positively shape the firm’s reputation,
so as to counter the low entry barriers and enable differentiation, which will shield it from the
increasing price competition. While the value of the additional business can be quantified, the
value of increased reputation — while considerable from a strategic perspective — is not quanti-
fiable at this point.

Overall, the framework for assessing the total value of a client builds on traditional profita-

bility frameworks, and consists of a quantitative and qualitative component:

- Value of -Increased motivation
references - Increased retention

TOTAL ESTIMATED

Lifetime VALUE OF CUSTOMER

- Value of referrals - Building capabilities
- Value of - Service innovation

innovation - Reputation building

Value
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Introduction
Calculating what a company earns on its various customers has been an academic discipline

for approximately 40 years (Gleaves, et al., 2008), resulting in various concepts all revolving
around the profitability of the customer base. The most commonly used labels are Customer
Profitability, Customer Equity and Customer Lifetime Value and they all share the common
trait that they aim to arrive at an aggregate number that includes all current and/or future prof-

its of a single customer or (part of) the customer portfolio (Gleaves, et al., 2008).

These analysis often arrive at eye opening results, such as the case used by Kaplan & Cooper
(Kaplan, et al., 1998), in which a large proportion of a company’s customers turned out to be
unprofitable. In fact, an often quoted “rule” of in this context is the Pareto Principle, which
argues that on average, 80% of profits will be generated by 20% of customers (Lipovetsky,
2009). This means that conversely, the remaining 80% of customers will only be generating a

slight profit, break even or even be unprofitable altogether!

As mind boggling as such results can be, they do not tell the whole story. They might give a
fair estimate of the expected future cash flow pertaining to a customer, a segment or the entire
customer portfolio, but they ignore the potentially significant value created indirectly and
more importantly, intangibly. Even though a customer might be slightly unprofitable, it might
be worth retaining said customer if they provide an opportunity for customer-driven innova-
tion or if they will provide a valuable reference due to a recognized and respected name — the
mentioned intangible values might even outweigh the financial deficit. Conversely, a profita-
ble customer might be (slightly) less attractive if one takes into account that this customer
feels poorly treated and thus advises potential clients to avoid your company — in this case,

lost sales might be higher than the profit of the customer in question.

There has been some discussion regarding what to include in profitability analysis (Bauer, et
al., 2005) and some academics have suggested to include what has been referred to as the
“soft” factors of customer value (e.g.(Stahl, et al., 2003)). Even though this has been at-
tempted a few times (e.g. (Ryals, 2008)), the academic discussion generally comes to a halt at
the point of whether or not to include these factors, let alone what factors to include (Gleaves,
et al., 2008). This has resulted in a growing academic demand for research that quantifies or
at least systematically looks at what these “soft” factors are and how they can be linked to

business performance (Gleaves, et al., 2008).
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Reading through the above paragraphs, it becomes clear that there is an expressed need in
academic circles to address the intangible or indirect values pertaining to customer relation-
ships. But it is not only the great minds of academia that long for a more systematic approach
to the intangible or strategic aspects of customer relationships - the ability to identify and

nourish attractive relationships can have a major influence on the long term success of a com-

pany.

Professional Service Firms such as consulting firms, law firms and accounting firms are per-
haps more than any other industry dependent on their customer relationships — in fact, they do
by their very nature only exist in the relationship. That is, the services rendered by a Profes-
sional Service Firm are not tangible products that can be produced at time A (the role of the
company) and purchased later at time B (the role of the customer). Instead, the product of the
Professional Service Firm is e.g. a piece of judicial advice or a strategic recommendation,
both of which are results of and dependent on the relationship between the firm and the cus-
tomer. Due to this interactive nature of the Professional Service Firm, along with other cha-
racteristics that will be discussed throughout the course of this paper, these types of compa-
nies will live or die with the types of clients that they are able to get and the relationships that
they are able to build and sustain with them - in other words, the “customers are becoming a

key competitive advantage” (Bagdoniene, et al., 2007).

Despite this obvious need to know which customers to target (and how), investigations con-
cerning the value of customers for Professional Service Firms are NOT numerous (Gebert, et
al., 2003), which is mainly due to a lack of framework that enables integration of the relevant

factors (Bagdoniene, et al., 2007).

As such, both the academic world as well as the industry would seem to be able to benefit
greatly from a framework allowing for a focused and proactive approach to selecting the right
clients and projects and determine a more comprehensive measure for the value — both finan-

cial and strategic — that they represent for the Professional Service Firm.
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1 Problem identification

1.1 Thesis aim
Knowing which clients and projects to focus resources on is key to success in the professional
services industry but at the same time, it is perhaps one of the hardest things to systematically
and explicitly frame. The aim of this paper is to create such a framework by identifying the
various characteristics relevant when looking at client value in the context of Professional
Service Firms and determining the value created more comprehensively. My aspiration is thus
to produce a paper that will provide an interesting read for the academic while being of prac-
tical value to the professional — a handbook, as it were, on assessing the value of a client of a

Professional Service Firm.

More specifically, such a framework will be an attempt to expand the current models for cal-
culating the financial value of customers. This is done by assessing the more intangible value
created by clients and projects, so as to create a more comprehensive framework for assessing
the value represented by clients and/or projects. Where possible, the factors that are identified
from a strategic perspective will be sought quantified. Factors that are deemed too intangible
to quantify will be presented in a score card in addition to the quantifiable measures. In other
words, the aim of this thesis is to create a framework for qualifying the value of a customer,

consisting of both a financial and a strategic component.

1.2 Research questions
Based on the above thesis aim, the research question of this thesis is as follows:
Apart from directly measureable profits generated over the course of the relationship, how

can clients and projects otherwise be of value to Professional Service Firms and how can this
value be assessed?

In order to answer this question, the following subquestions must be answered:

a) What are the characteristics of a Professional Service Firm and the chal-
lenges it is faced with?

b) How can the value of a customer currently be estimated?

c¢) How do characteristics of clients and projects affect a Professional Service
Firm internally?

d) How do characteristics of clients and projects affect a Professional Service
Firm externally?

e) To what extent can the identified factors be quantified?
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In order to be able to answer these questions, it is necessary to establish the relevant theoreti-
cal basis for the discussion. This will be done by first discussing the nature of a Professional
Service Firm and what unique characteristics set it apart from other types of businesses. Fol-
lowing this, I will discuss the strategic landscape of Professional Service firms in order to
underline the importance of the subject of this thesis. The theoretical foundation is concluded
by discussing current models for calculating customer value and the shortcomings of these in

the context of this paper.

Based on this overall theoretical foundation and aided by the discussion of relevant theory
throughout the paper, I will draft a list of factors that the theory suggests to be important.
These factors will then be analyzed empirically through a survey conducted among a number
of Professional Service Firms in order to assess the relative importance of the identified fac-
tors. A partially quantitative framework will then be built based on the theoretical and empiri-

cal evaluation of the relevant factors.

1.3 Delimitations
The concepts of customers and clients will be used interchangeably in this paper, as will the

concepts of professional and employee.

The aim of this paper is, as mentioned, to propose a framework to assess the total strategic
value of clients in Professional Service Firms. As such, the main role of this thesis is to identi-
fy the factors that go into such a framework. With regards to quantifying these factors, this
paper does not aim to invent ways to quantify factors that have not yet been academically
treated in this context. In other words, factors that present the academic or empirical founda-
tion for a quantification framework will be considered in a quantitative perspective, whereas

the remaining factors will remain intangible throughout the thesis.

Based in the empirical data collected for the purpose, the focus of this paper is Danish Profes-

sional Service Firms.

As it will become clear for the reader of this paper, attracting the right people is of the utmost
importance to the success of a Professional Service Firm, alongside the challenge of motivat-
ing and retaining the people that the firm actually manages to attract. For this thesis, I have
however chosen not to look specifically at the attraction-perspective, as I believe it will re-
quire a dedicated discussion, involving outside factors that do not play a role in motivation

and retention. As such a discussion is not warranted within the scope of this paper, I have
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chosen not to include it. From a resource-based perspective (see 1.4 Theoretical perspective
and definitions), 1 thus limit the discussion to the existing human asset base of a Professional

Service Firm.

During a financial and economic crisis such as the one the world has experienced over the
past few years, normal market dynamics are sometimes neutralized as the general psyche of
the market participants change. As such, the arguments and theories put forward in this thesis
might not be valid in the current market — price competition might for example be found to be
more prevalent in such times, regardless of the individual firm’s ability to differentiate itself
from the competition. A discussion on these effects and the way in which to deal with them
will however require dedicated discussions and analysis on the dynamics of an economic cri-

sis, which lies outside the scope of this paper.

While many concepts will be discussed throughout this paper in the context of Professional
Service Firms, this does not by any means mean that these concepts are unique to Professional
Service Firms. Many of the concepts discussed here will thus be relevant in other contexts just
as parts of the proposed framework will be directly applicable to other industries or types of
companies. What is however unique is the specific unification of concepts into a framework

aimed specifically at Professional Service Firms.

Professional Service Firms are not a homogenous mass, but rather a group of unique firms
that share a significant number of characteristics. Some of these differences will be high-
lighted during the theoretical discussion, as I believe this to be important for a more compre-
hensive understanding of the application of the framework in various types of firms. In order
to keep the discussion focused on the main issues of the paper — and to avoid getting too
fragmented empirical data — the empirical data collection (i.e. surveys and interviews) has

however been conducted on an overall level.

1.4 Theoretical perspective and definitions
The purpose of the thesis is, as described under Thesis aim, to discuss the strategic value of
customers in Professional Service Firms. Since this is a fairly unaddressed issue in academia,
I have chosen an exploratory approach (Andersen, 2006), under which I will use the available
theory to create a proposed framework which I will then attempt to support through quantita-
tive and qualitative empirical data gathering. This approach also makes the approach more
pragmatic, as it seeks to create a forward-looking perspective on the subject, based on theory

and empirical data (Elkjer, et al., 2005). Furthermore, the use of empirical data and inter-
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views will hopefully add a more practical dimension to the paper, making it more interesting

reading for academics and professional service practitioners alike.

The issues addressed in this paper are primarily strategic, while recognizing and discussing
the financial implications of the identified factors and challenges. In order to be able to identi-
fy many of the factors, it is however necessary to include theory pertaining to academic fields
other than the two primary ones. As it will become clear for the reader later on in the thesis,
the arguments for why certain client characteristics are of strategic and financial value from an
employee perspective rest heavily on organizational and motivational theory, while the value
of client characteristics from a market-oriented perspective can be explained using theory
focusing on customer loyalty and purchasing behavior. As such, the reader should not confuse
the theoretical fields represented throughout the thesis with the overall focus of the thesis,
namely strategic value of customers of Professional Service Firms and the financial implica-

tions that pertain to the relevant factors.

In order to lay a proper foundation for the later theoretical discussion, I will in the following

sections frame the discussion by defining the central concepts and perspectives of the paper.

1.1.1 Aresource based perspective
The theoretical perspective chosen to address the subject of this thesis is the resource based

view of the firm. According to this perspective, a company’s competitive advantages are
based on its resources, i.e. by either having more resources than the competition or by achiev-
ing better utilization of the asset base (Jalkala, et al., 2010). Through the resource based view,
this thesis thus looks at the characteristics of customers and projects that will allow the com-
pany to expand its market-based assets or improve utilization of the existing employee- or

market-based assets.

1.1.2 Behavioral assumptions
A considerable part of the discussion in this paper will revolve around such issues as motiva-
tion and employee retention. As such, it is important to specify the theoretical assumptions
that these discussions are based on. The theoretical framework for the behavioral discussion is
that of agency theory, i.e. the concept of delegation of authority involving asymmetric infor-
mation and conflicting interests (Hendrikse, 2003). Agency theory is then in turn based on the
assumptions of complete rationality and opportunism, meaning that all available information

is considered when making decisions and that, when faced with a decision, the agent will al-
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ways make the choice that comes closest to fulfilling his own personal interests (Hendrikse,

2003).

1.5 Source criticism
The fact that Nordeflycht (Nordenflycht, 2010) is one of the first researchers to directly touch
upon the subject of explicit taxonomies for Professional Service Firms creates an issue, as no
academic evalutations of this taxonomy have been conducted at this time, making it harder to
assess the validity of Nordenflycht’s taxonomy. The focus of this paper is however not the
definition of Professional Service Firms nor the creation of a taxonomy and as such, I will not

embark on a lengthy discussion on the subject.

The fairly new academic discipline that is Professional Service Firms also has general
implications on the validity of the conducted discussion in this paper. As many subjects in this
paper, e.g. the quantification of the identified factors, are only starting to emerge
academically, not many sources exist to support the different points made. As such, some
discussions in this paper will be somewhat one-sided, simply due to the fact that only one

argument currently exists.

While this paper focuses on Danish Professional Service Firms, the majority of the sourced
literature is of foreign origins. Cultural differences might therefore mean that these theories

might not be directly applicable to a Danish context, as it has been done in this thesis.

As the conducted empirical data collection has not resulted in statistically significant results,
it is dangerous to read to much in to that part of the discussion. Statistically valid survey
results might yield different results, even though the conducted validation interviews
indicated that the results match the percieved reality of the interviewed professionals.
Furthermore, the demographics of the employee-oriented survey are skewed towards

Management and Engineering Consultants.

In general, the conducted interviews are subject to the interviewees biased opinion and res-
ponses should thus be regarded with some measures of skepticism. Additionally, Rasmus
Moller of COWI (Mpller, 2010) was interviewed both on the employee and the market pers-
pective, as he has extensive experience with hiring external professionals while working for a
Professional Service Firm. Therefore, there is a possibility that his responses to the two dif-

ferent perspectives are somewhat affected by his knowledge of the other point of view.
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2 General methodology

2.1 Purpose of thesis
As already established, this thesis aims to identify characteristics of clients and projects that
can be of strategic value for Professional Service Firms as well as discuss the financial impli-

cations of the identified factors.

The research has been conducted in an inductive manner (Andersen, 2006), as the intention is
to gather data from a sample group, based on which I will draw conclusions for the overall
population. The use of both qualitative and quantitative data gathering is based on the attempt
to create a framework around a subject that is essentially hard to quantify. That is, the qualita-
tive data is used to qualify the theoretically founded framework, i.e. confirm that the proposed

factors are indeed important in the context of Professional Service Firms.

While such a quantitative approach will qualify the proposed framework and point towards
the relative importance of these parameters, the nature of the parameters is more qualitative,
for which reason the interviews are meant to probe into what the different parameters mean
for a Professional Service Firm. Also, since the results of the survey are not statistically sig-
nificant due to insufficient responses, the interviews also serve the purpose of investigating to
what extent the survey results match the perceived reality of the professionals. As the inter-
views are not to be considered an actual case study, they will not be analyzed explicitly as
such but instead used throughout the paper to support theoretical arguments and bring a more

practical angle to the discussion.

As the focus of the thesis is a number of different types of Professional Service Firms, the
points discussed in this paper should not be viewed as conclusive in the same way it would
have been possible had the thesis focused on one specific industry within the professional
service sector. However, since this paper is exploring an issue not thoroughly discussed pre-
viously, I have deemed it more appropriate to start with this more holistic, aggregate level and

then leave it to future research to dig further into the details of the specific industries.

2.2 Framework determinants
These factors determine the overall framework under which this paper has been written. In the
following, the most important factors will be described so as to establish an understanding for

the format and content of the thesis.
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The production of this paper has been subject to a number of rules set forth by Copenhagen
Business School, which have defined and limited the physical, structural and formal specifica-
tions of the paper. Furthermore, the cooperation agreed upon between the author and the aca-

demic advisor helped frame the overall focus of the thesis.

The approach to the writing of the paper, and more specifically the empirical data collection,
has also been dictated by a wish to maintain a high degree of integrity in the process, i.e. en-
suring anonymity in the survey and ensuring complete agreement with the interviewees in

terms of quotation and level of confidentiality.

2.3 Process determinants
The factors discussed in this section have had an impact on specific processes during the writ-

ing of this thesis.

Overall, the production process has been determined by the nature of the problem being ad-
dressed in the thesis. The methodological choices made in addressing the overall problem
have also determined choices made during the writing of this paper. Finally, the access to em-
pirical data, i.e. the number of willing respondents, has determined to what extent and how
the collected data could be applied. In the following, I will elaborate on the methodological

approach to the empirical data collection.

2.3.1 Research design and data collection methods
To support the framework that is proposed based on available theory, I have gathered data of

both qualitative and quantitative nature.

A critical assessment has been performed on both types of data before including them in the
discussion of this thesis. This means that both the validity of the collected data — i.e. the de-
gree to which the data collected is actually relevant to the subject in question — and the relia-
bility of the gathered data — i.e. the degree to which the data actually represents and measures
that which it was intended to measure and represent (Andersen, 2006) — has been considered

throughout the process.

2.3.1.1 Quantitative data gathering
The purpose of the qualitative data collection was to look at the views of the professionals and

their clients regarding the factors proposed to be of strategic value for the Professional Ser-

vice Firm. As such, a survey seemed to be the appropriate measure of collecting such data
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(see e.g.(Sapsford, et al., 1996)), as it allows for a quantifiable measure of relative importance

among the difference factors.

According to Susan Thomas (Thomas, 2004), one should follow a specific process in order to
achieve effective and successful data collection using surveys - this process is depicted in
Exhibit 1. While the steps of the described process were generally followed, the chronological
order of the process and the degree to which some of the steps was carried out varied some-

what from the proposed process, due to the specific nature of the data collection.

The initial planning of the survey process and the setting of the objectives was a part of the
overall planning of the thesis process. The objectives that were arrived at as part of this
process planning are discussed in detail in the empirical chapter of the thesis (see: Chapter 7
Empirical data collection, analysis and interpretation). In the same way, selection of the tar-
get audience was not explicitly addressed, as the target audience for the data gathering would
essentially be the reader of the thesis. Likewise, the sample populations for the surveys were
essentially already defined, through the theoretical definition of Professional Service Firms
chosen for this paper. As such, the desired sample population for the employee-focused sur-
vey consisted of employees of consulting, auditing, PR and law firms as well engineering
consultants' while the desired sample population for the client-based survey was more gener-
al, aiming at all relevant employees of companies — both Professional Service Firms and oth-

ers — that have done business with a Professional Service Firm.

When gathering information about the degree to which a person finds something important,
Susan Thomas states that rating scales are appropriate (Thomas, 2004) and more specifically
suggests the commonly used Likert-scale, named after psychologist Rensis Likert, who de-
veloped the scale back in 1932 for the purpose of measuring attitudes (Thomas, 2004). The
original scale was made up of 5 points, but later researchers have used everything from 4 to
11 points on their Likert-scales, even though more than 7 points is generally considered to be
inefficient (Thomas, 2004). For the data gathering conducted in relation to this thesis, I have

decided to use the standard 5-point Liker-scale.

The questionnaire was written so as to avoid double-barreled questions (Thomas, 2004), i.e.
questions where the respondent is in actual fact answering more than one question, which
complicates analysis of the responses due to difficulties of separating the different issues con-

tained in the question. Furthermore, the questionnaire has been written with a focus on avoid-

!'See section 3.1: What is a Professional Service Firm?
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ing leading questions and questions that leave concepts or terms open to interpretation by the

respondent (Thomas, 2004).

Upon writing the questionnaire, the survey was created using the free web-based survey-tool

Limesurvey (www.limesurvey.org), a tool which I have extensive previous experience with

through my job. Upon creating the survey, the questionnaire was tested for validation purpos-
es by sending it to two independent professionals, namely Klaus Lund from Klaus Lund &
Partners and Anders Kold from Koompany. Based on the feedback from the two, the ques-

tionnaire was revised slightly so as to fit it to the target audience of professionals.

As already mentioned, the initial sample population consisted of firms from all five profes-
sional service sectors included in the theoretical scope of this paper. However, the final sam-
ple actually achieved was strongly limited by the ability and willingness of these firms to par-
ticipate in the survey. As such, out of a proposed list of approximately 50 participating firms,
only around half (27) allowed me to send the survey to them, without any guarantee that this
would result in any actual responses. In order to maximize the number of firms that would be
willing to participate in the survey, which included questions that to a certain extend could
indicate strategic choices and other sensitive information, I chose to make the survey ano-
nymous. The cost of making the survey anonymous is that one loses the option of tracking

exactly which companies actually participated and with how many employees.

The surveys were distributed by means of hyperlinks sent via email. For each company on the
initial sample list, I personally contacted the relevant person in the company (preferably the
HR-manager) and asked if their company would be willing to participate in the survey(s). If
the company in question accepted, I would then proceed to send an already written invitation-
al email, explaining the purpose of the survey as well as overall goal of the thesis. This email,
sent to the contact person in each participating company, came attached with a similar invita-
tional and explanatory email specific for each of the two surveys, containing a hyperlink for
the relevant survey. These two invitational emails would then be sent by the contact person to
relevant employees throughout the company, without any guarantee as to how many would
actually fill out the survey. The result was thus that a considerable number of surveys were
distributed but that — due to the previously mentioned anonymity built into the survey — it was
not possible to establish afterwards exactly which companies had contributed. Through the
demographic question included in the survey, it was however possible to determine the type

of company that the respondent worked for.
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2.3.1.2 Qualitative interviews
In order to validate the results of the quantitative surveys and to look into the underlying rea-

sons for the various outcomes, it was decided to conduct more qualitative data collection, in
the form of personal interviews. As the interviews would be closely related to the conducted
surveys, it was decided to use the survey samples as sample population for the interviews as
well. For this purpose, a page was built in at the end of the surveys, allowing the respondent
to indicate a willingness to participate in a follow-up interview and — in case of a positive re-

sponse — give name and number so as to allow for contact.

Due to the validation purposes of the interviews, the questionnaires for the interviews were
essentially structured around the results of the surveys. The interview guidelines were thus
partially standardized, revolving around a graphical presentation of the results of the different
parts of the surveys. Identical questions were consequently asked at the beginning of each part
of the interview, while a certain amount of flexibility was allowed in the follow-up questions,
allowing the interview to unfold according to the individual interviewee. This flexibility was
however constantly limited by the need to have the questions in the interview guideline ans-
wered to a satisfactory degree. This form of interviewing, known as naturalistic interviewing,
often becomes less structured than the more stringent social scientific approach to interview-
ing (Sapsford, et al., 1996). The naturalistic approach instead aims for a more conversational

type of interaction, rather than a one way questioning of the interviewee (Sapsford, et al.,

1996).

2.4 Thesis structure

Introduction
The thesis begins with an introduction, during which the reader is presented with the thoughts

and ideas on which this paper is built as well as my personal motivation for writing this thesis.

Problem identification
The introduction is followed by a section focusing on the aim of the thesis as well as the over-

all problem addressed in the paper, where the reader can also find the actual problem identifi-
cation. This section will clarify exactly what questions the paper aims to answer, also includ-
ing sub questions. In order to specify exactly what issues will be taken under consideration
throughout the thesis, the problem identification is immediately followed by a discussion on
the delimitations of the thesis. To further prepare the reader and provide him/her with a de-
tailed understanding of the choices and assumptions underlying the thesis, a theoretical fram-

ing of the paper is also included in this section. Finally, a critical assessment of the literature
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used in the thesis is conducted. It should be noted here that source criticism will not be ap-

plied to all sources but only the ones which demand specific attention.

Methodology
The methodology section provides the reader with a more technical walk-through of the ap-

proaches used in writing this paper. This includes a description of the overall purpose of the

thesis as well as a general description of the research design and data collection methods.

Theoretical section
This section will establish the theoretical pillars on which the remaining part of the thesis will

rest. First and foremost, this means a theoretical discussion revolving around Professional
Service Firms and the distinguishing features of these and the implications hereof. In this sec-
tion, I will also engage in a discussion regarding the overall strategic reasoning of this thesis,

using Michael Porter’s Five Forces framework.

A review of the existing frameworks
This section will include a review of the current state of customer valuation frameworks and

the shortcomings of these in the context of this paper.

Strategic value of clients - the employee perspective
To address the issues pertaining to the internal perspective, this section also includes a theo-

retical discussion of organizational and motivational theory, on the basis of which I will iden-
tify the factors that are crucial for achieving employee motivation and retention as well as

capability building.

Strategic value of clients - the market perspective
To address the issues relevant to the external perspective, theory regarding customer satisfac-

tion and loyalty will be discussed, allowing me to identify important characteristics of clients
and projects that will provide a Professional Service Firm with strategic and financial advan-

tages.

Empirical study
Upon identifying the factors from a theoretical perspective, I will seek to test the importance

of the factors against the current patterns in the professional services industries. This section
does not attempt to statistically prove the concepts discussed but rather to take the first step in
empirically researching the perceived importance of the factors, the awareness of this impor-
tance and the degree to which Professional Service Firms actually act in accordance with this

strategic focus. This section will include a description of the methods used in the data gather-

The Strategic Value of Customers in Professional Service Firms - Simon Witt - 2010



ing framework and a resume of the questionnaires. Finally, the results of the empirical study

will be discussed.

Quantifying the factors and building the framework
Last step before actually constructing the proposed client valuation framework is to engage in

a discussion as to possible quantifications of the identified factors. This will be done partially
based on available theory and partially based on the conducted interviews. As this subject is
only scarcely treated in academia, some factors will have the theoretical foundation for a valid
discussion on quantification, while others will have no theoretical or empirical foundation,
making it invalid to engage in a valuable discussion on the subject. As the aim of this thesis is
not explicitly to quantify the factors but rather to identify them and construct a strategic
framework around them, this discussion will only be conducted in the scope of the current

theoretical and empirical resources.

Finally, this section will see the building of the actual framework, based on arguments and
findings from all the previous sections. The factors that have been proven possible to quantify
will be considered as a quantitative extension to the existing customer valuation frameworks
previously discussed, while the more qualitative factors will be presented in a scorecard in
addition to the quantitative model, so as to create a comprehensive framework, acknowledg-

ing both qualitative and quantitative factors when determining the value of a client or project.

Final discussion, conclusion and perspectives
This final section will discuss the strategic value of the applying the framework and present a

conclusion on the entire thesis. This chapter will also include a short perspective on possibili-
ties for future research as well as acknowledging certain shortcomings in the thesis and the

underlying research.

An 1llustration of the thesis structure can be found in Exhibit 2: Thesis structure.
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3 The theoretical foundation
In this chapter, I will seek to establish the theoretical foundation on which I will conduct the

following discussions. I will begin by defining the concept of Professional Service Firms,
followed by a discussion on the nature of these. A discussion of the strategic landscape of
Professional Service Firms will follow, using a well-known strategic framework. The aim is
to give the reader an understanding of the idiosyncrasies of Professional Service Firms and
how these affect the strategic setting of these companies, all of which will serve to highlight

the importance of costumer-related factors.

3.1 What is a Professional Service Firm?
The pivotal point of this paper is the Professional Service Firm, which, for obvious reasons,
makes the definition of this type of business paramount for a clear and concise presentation
and understanding of the content of this thesis. The interesting thing is however that no such
clear definition exists in the academic literature on the subject. Two of the central pieces on
Professional Service Firms, i.e. Aligning the Stars (Lorsch, et al., 2002)and Managing the
Professional Service Firm (Maister, 1993),only offer an indirect definition hereof by
discussing the managerial implications of various characteristics of Professional Service
Firms. But an explicit taxonomy for the identification of Professional Service Firms is not
found in these books and the definitions that can be found are rarely consistent
(Nordenflycht, 2010). According to Nordenflycht, the result of the ambiguity of the
definitions is that it has prevented the accumulation of a broad body of research and instead
fostered research mainly focused on law, accounting and consulting firms, which are usually
categorized as Professional Service Firms despite the underlying definition. Due to the lack
on academic work focused explicitly on theoretical definitions of Professional Service Firms,
this section will mainly be based on Nordeflychts paper from 2010, which adresses precisely

this lack of definition.

This lack of academic discussion however creates the issue of academic validity of the
taxonomy, as no peer evaluations of Nordeflycht’s framework have been put forward at this
point. Acknowledging that this paper is dealing with an academic field that is still quite
young, I have nevertheless decided to use Nordeflycht’s taxonomy to frame the theoretical
focus going forward, as it is currently the only available taxonomy in the academic literature.
I will still incorporate into my discussion other parameters not included in the taxonomy so as
not to limit my self by potential short-comings of this theoretical framework due to the lack of

academic concensus.
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To try and establish a consistent definition of Professional Service Firms, Nordenflycht

(Nordenflycht, 2010) develops a taxonomy consisting of 3 parameters:

1) Knowledge intensity, i.e. the degree to which production is based on
specialised knowledge,

2) Low capital intensity, i.e. the degree to which production is primarily
produced by human assets

3) A professionalized workforce, which is characterized by a particular

knowledge base, regulation and an industry ideology.

Instead of aiming for a rigid definition under which all characteristics have to be present,
Nordenflycht proposes a gradual definition based on the degrees of the three characteristics.
The argument for doing so is that a rigid “all-or-nothing” definition would exclude many
industries commonly recognized as Professional Service Firms. An example, also discussed
by Lewendahl (Lewendahl, 1997), is the lack of professionalization in the management
consulting industry. As opposed to e.g. the accounting industry, management consulting firms
do not base their work on an established body of knowledge nor is one required to obtain a
license in order to operate as a management consultant. For this exact reason, Lewendahl
argues that looking at whether or not a company is part of a profession is not relevant in
identifying Professional Service Firms, and instead argues that a company should be
characterized by the type of services it offers rather than the type of people delivering the
services (Lewendahl, 1997). She does however acknowledge that the existence of a
profession, or a lack thereof, results in particular managerial challenges, which 1 will be

discussed further in section 3.3 Differences between types of Professional Service Firms.

For the purpose of determing the focus of this paper, I have chosen to apply Nordeflycht’s
taxonomy, as I believe it is non-exclusive while still acknowledging the differences that do
exist between different types of Professional Service Firms. The taxonomy sorts the various
types of Professional Service Firms into four categories, based on their charactieristics as
described above. The categorization can be found in Table 1: Nordeflycht’s Taxonomy for

Professional Service Firms.
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Table 1: Nordeflycht’s Taxonomy for Professional Service Firms

Category Knowledge Low Capital Professionalized
(with examples) Intensity Intensity Workforce
Technology Developers X

E.g. Biotech, R&D labs

Neo-PSF’s X X

E.g. Consulting, Advertising

Professional Campuses X X

Hospitals

Classic PSF’s X X X

E.g. Law, Accounting, Architecture

Source: (Nordenflycht, 2010)

From the above taxonomy, I have chosen to look at only two out of the four specified
categories, excluding what Nordeflycht refers to as Professional Campuses and Technology
Developers. The reason for the exclusion of Professional Campuses is that in a Danish
context, which is the primary focus of the paper, both private and public hospitals are heavily
regulated and are therefore limited in their ability to actively target clients and manage client
relationships. As to the exclusion of Technology developers, it is actually due to a firm
dimension that Nordeflycht does not take into account as opposed to Lewendahl, i.e. the
degree of interaction between the professional and the client. In this aspect, Technology
Developers stand out in that the type of services offered can be delivered with limited
interaction between professional and client. In contrast hereto, the services offered by firms in
the remaining categories are all carried out in close interaction and cooperation with the
client. The concepts of client interaction and relationships are somewhat central to the concept
of customer value in Professional Service Firms, which is the reason why I have chosen not
to look at Technology Developers. Going forward, references made to Professional Service

Firms thus refer to the types of firms chosen for this paper.
The firms I have chosen for this paper are as follows:

e Law firms and Accounting firms will represent the Classic Professional Service Firms
e Management Consulting Firms, Engineering Consulting Firms and PR Firms will

represent the Neo-Classical Professional Service Firms

Needless to say, as it should be clear from the above table, the different types of Professional
Service Firms have different characteristics that set them apart. An obvious question would
therefore be to what degree they are comparable and to what extend findings from one type of

firm can be applied to other categories. This is according to Nordeflycht one of the main
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drawbacks of the past research on Professional Service Firms: Due to the lack of taxonomy,
research has generally treated all Professional Service Firms as one and generalized findings
from research focused on one type of Professional Service Firm to apply to all Professional

Service Firms (Nordenflycht, 2010).

Having chosen to look at many different types of Professional Service Firms is a deliberate
choice and not one made out of ignorance of the before mentioned differences between the
different firm types. I have chosen to do so in order to further a hopefully interesting
discussion on the implications of these differences in the context of this paper. As much as
possible, I will thus not generalize any finding from one firm category to another, but

distinguish between general and type-specific findings.

3.2 A general discussion on Professional Service Firms
The individual characteristics discussed here are not necessarily unique to Professional Ser-
vice Firms but the presence of all the characteristics simultaneously and the intensity of the

factors has distinctive implications for Professional Service Firms (Lewendahl, 1997).

The factors that are discussed in this section can be found in summary in the table in Exhibit

3: Differences between goods and services .

3.2.1 Knowledge intensity
Despite the lack of a clear consensus as to the definition of a Professional Service Firm, it is

commonly acknowledged that Professional Service Firms are knowledge intensive (e.g.:
(Maister, 1993), (Gardner, et al., 2008)) meaning that the output is heavily reliant on the
knowledge embedded in the employees of the company. This further creates direct link be-
tween the competence and motivational level of the employed professionals and the quality of

services that the firm can offer (Maister, 1993).

The knowledge intensity of Professional Service Firms challenges traditional ways of looking
at a firm and give reason to question to what extend the theory of the firm is really applicable
to such firms (Teece, 2003). An example is Ronald Coase’s idea of a firm as a nexus of con-
tracts, according to which the employee makes a contract with the employer who then directs
the employees work so as to optimize output (Hendrikse, 2003). Such a framework presup-
poses that the employer has better knowledge than the employee, allowing him to guide the
employee to more effective ways than he would otherwise be capable of achieving. This as-

sumption is however somewhat undermined when dealing with Professional Service Firms, as
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it is doubtful whether the manager will indeed have superior knowledge over the professional
as the professional is by definition an expert on his field (Teece, 2003). In fact, it could be
argued that in a Professional Service Firm, more than any other type of firm, the employee
possesses a high degree of informational power, i.e. knowledge so valuable to the success of
the company that the holder of such knowledge will be able to leverage it in order to further

his own interests (Jacobsen, et al., 2004).

In essence, the knowledge intensity of Professional Service Firms thus shifts the traditional
balance of power in favor of the professionals, as they not only possess superior knowledge of
the nature of the job but also have a direct influence on the quality of the delivered services.
This shift of power is further strengthened by the low capital intensity of Professional Service
Firms, which means that value creation essentially is based solely on the professionals, mean-
ing that in Professional Service Firms, almost the entire asset base goes down the elevator
every night (Nordenflycht, 2010). Furthermore, the low capital intensity means that profes-
sionals will not build any nonhuman capital specific skills tying them to the firm, thereby
making switching costs low (Lorsch, et al, 2002) and bargaining position

strong(Nordenflycht, 2010).

Lorsch & Tierney (Lorsch, et al., 2002) note that an implication of this knowledge intensity
and dependence on human assets is that competing on costs is not a viable strategic option for
Professional Service Firms. The reason for this is fairly straight forwards, since the know-
ledge intensity of these firms means that the largest cost category will inevitably be profes-
sional salaries. As such, competing on costs will directly affect the quality of the brainpower a
firm can attract and retain, which will then again (all things equal) directly affect the quality

of the services offered.

3.2.2 Intangible output
The knowledge intensity of the Professional Service Firms is closely related to another cha-

racteristic, namely the intangibility of the output. Knowledge intensity indicates that the pro-
duction of a firm is mainly based on thought processes rather than physical production, which
then by definition will result in intangible or opaque output formats (Nordenflycht, 2010).
While this output characteristic has several strategic implications that will be discussed later,
it is worth mentioning here that it generally means that professional services are basically sold
on a promise (Bagdoniene, et al., 2007). That is to say, the intangibility of the output of Pro-

fessional Service Firms means that it is almost impossible for a potential client to judge the
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quality of the work ex-ante (Lorsch, et al., 2002) ,as physical proof of the output rarely exists.
Consider a strategic implementation facilitated by a management consultant. This will have
little value or meaning outside the specific context in which it was done just as the value
created by a top quality audit can be hard to objectively assess by a third party. The intangibil-
ity of professional services also has deep roots in the relational nature of professional servic-

es, an issue that will be discussed in the following section.

3.2.3 Based on relationships
The ex-ante evaluation of the output from a Professional Service Firm becomes even harder

because the output and the production process are not detached but instead deeply intert-
wined. In Professional Service Firms, the output is essentially created during the interaction
with the client, which makes the before-mentioned promise which professional services are
sold on, about not only the quality of the output but also the quality of the relationship that

frames the service delivery (Lorsch, et al., 2002).

The cause for this mix of output and process is essentially that the nature of professional ser-
vices makes it impossible for the professional to pre-produce the service for which he is being
paid. The reason is that almost every service delivery revolves around a company or a chal-
lenge that is in some way unique to any other project ever undertaken by the Professional
Service Firm. The point is that professional services are always to some extent customized to
the specific issue at hand (Maister, 1993), which in turn means that the production input of
professional services essentially is information residing with the client, like financial reports,
process insights and so on. This means that only by interacting with the client can the profes-
sional deliver the promised service and more importantly: The quality of the delivered service
is proportional to the quality of the relationship! The reason for this lies in the intuitive fact
that the quality of any output depends on the quality of the required input. As the input in the
case of Professional Service Firms is often sensitive information, the degree to which the
client is willing to share this information with the Professional Service Firm and do so in a
meaningful way, effectively depends on the level of trust between the individual consultant

and the client.

As the above discussion indicates, the “product” of a Professional Service Firm consists of a
process component and an actual output component, whereas the “price” of the engagement
from the client’s perspective consists of the actual monetary cost of the service as well as the

amount of effort that the client has to commit to the process. These components have been

The Strategic Value of Customers in Professional Service Firms - Simon Witt - 2010



visualized by Heskett et al in what they refer to as the Customer Value Equation: (Heskett, et
al., 1997):

Product + Process

Customer Value = Price + Effort

While this equation is true for most companies, the importance of the four components varies.
When dealing with a Professional Service Firm, Process and Effort are more important than
when dealing with a producer of physical goods, where the majority of the transaction re-
volves around Product and Price. Because the process is so central when dealing with a Pro-
fessional Service Firm, and since a process is by nature elusive and hard to document ex-ante
as well as ex-post, it is hard for a potential client of a Professional Service Firm to find any
evidence of the service process quality that he is about to pay for. Combined with the fact that
the product itself is intangible, a potential client will therefore have to look for any and all
other indications that the Professional Service Firm can deliver the promised service and de-

liver it as promised.

The relational aspect of professional services would obviously indicate the importance of the
relationship itself. But furthermore, the relational aspect of professional services naturally
means that professionals and their clients are more intertwined that in other industries. In their
book The Service Profit Chain, Heskett et al (Heskett, et al., 1997) argue that employee satis-
faction and customer satisfaction are two highly correlated factors in service industries, and
argument which is echoed by Lorsch & Tierney, who state that “you can’t have stars without
satisfied customers” (Lorsch, et al., 2002). It would thus seem that the creation of meaning
and purpose of work for the individual professional is closely linked to customer satisfaction.
This makes sense, as the relational nature of professional services allows the professional to

experience the effect of his services first hand.

Figure 1: Link between employee and customer satsifaction

Employee
satisfaction Customer

and satisfaction
retention

Source: Inspired by (Heskett, et al., 1997)
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3.3 Differences between types of Professional Service Firms
While the previously discussed characteristics are generally shared by all Professional Service
Firms, the different types of firms do also differ in nature; differences that have implications
in the context of this thesis. As I discussed during the theoretical definition of Professional
Service Firms (see 3.1: What is a Professional Service Firm), differences between Professional
Service Firms have not received much attention in the academic literature (Nordenflycht,
2010), even though some obvious differences do exist, as I will discuss in the following. I
have chosen to discuss the factors that are of direct relevance to the focus of the thesis, mean-
ing that this section should not be viewed as a complete list of differences between various

types of Professional Service Firms.

3.3.1 Varying degrees of professionalization
While all Professional Service Firms produce output that is to some degree intangible, the

degree to which this intangibility affects the firm’s competitive position in the market differs
among the various sectors of the professional services industry. The differences stem from a
basic difference in what Nordenflycht (Nordenflycht, 2010) refers to as the degree of profes-
sionalization of a professional service sector. The term professionalization essentially covers
the degree to which a vocation is founded on a specified body of knowledge and an explicit
code of ethics such as in the case of auditors, who are often members of a professional organ-
ization providing them with an official auditing license (Lewendahl, 1997). At the other end
of the spectrum of professionalization, we find professions such as management consultants,
where no established body of knowledge exists and no license is required to practice profes-
sional management consulting. As it was discussed during the theoretical definition of Profes-
sional Service Firms (see: 3.1: What is a Professional Service Firm), law and accounting firms
are generally considered to be professionalized, while management consulting, engineering
consulting and PR firms generally are considered not to be professionalized, due to the lack of

the above mentioned characteristics.

The existence or lack of professionalization of a professional service vocation has important
implications in terms of the individual firm’s stance in the marketplace. The existence of a
recognized profession essentially provides the professional and his/her firm with a seal of
approval, guaranteeing a certain level of competence and ethical behavior (Lewendahl, 1997).
Despite the intangible output of these firms, a prospective client will thus be able to assume a
certain level of quality based on the membership of the professional organization. Conversely,

firms that cannot present the quality seal provided by an official professional license will face
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the challenge of providing ex-ante proof of the quality of their services otherwise. The ways
in which to do this will be discussed in-depth in section 6. Strategic value of customers — the

market perspective

3.3.2 Intangibility of output
Building on the arguments presented in the preceding paragraph, the level of intangibility of

the output of a Professional Service Firm also has considerable impact on the importance of
customers. Essentially, the problem of output intangibility is mitigated by e.g. membership of
a professional organization, inasmuch as output intangibility is actually an issue. In other
words, the more tangible the output of a Professional Service Firm is, the less critical it is for

the firm to provide ex-ante proof of quality through other, more indirect ways.

One could in fact place the Professional Service Firms on a continuum, ranging from Highly
Tangible Output to Highly Intangible Output. As this discussion is conducted in the context of
Professional Service Firms, it is however important to point out that the concept of tangibility
is highly relative in this context. As such, talking about tangibility does not imply the exis-
tence of a physical product for a prospective buyer to evaluate for quality assurance purposes.
Rather, tangibility in this context refers to any kind of tangible evidence left behind to docu-
ment the delivery of the professional service. An example would be the Engineering Consul-
tant, whose work will result in the construction of e.g. a bridge or a road, just like a P.R. firm
will potentially be able to document communication strategies during publicly known inci-
dents. At the other end of the spectrum, we find Auditing and Law firms, whose services of-

ten have little or no explicit impact, as they are of a more regulatory nature.

If one combines such a continuum with the degree to which a firm is professionalized, it re-
sults in a framework for determining a firm’s need for mitigating ex-ante client uncertainty.
Such a figure is exemplified below in Figure 2: Framework for determining need for mitigat-

ing ex-ante client uncertainty.

While it is outside the scope of this paper to engage in a detailed discussion regarding the po-
sition of the different Professional Service Firms in the framework, the point here is that whe-
rever a firm is placed in the coordinate system, it has implications as to how dire the need for
ex-ante mitigation of uncertainty is. For the purpose of exemplification, I have however at-
tempted to position some of the firms in the framework. Based on the specific nature of the
services rendered by a particular Professional Service Firm, the position of that firm along the

continuum could however very well change.
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Figure 2: Framework for determining need for mitigating ex-ante client uncertainty
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Source: Author’s own creation

3.4 Why is a focus on customer value of strategic importance
While the preceding section has framed the general concept of Professional Service Firms and
the overall characteristics of these, the following section will put these characteristics into a
more strategic framework, so as to identify the strategic challenges faced by Professional Ser-

vice Firms.

3.4.1 The strategic landscape of Professional Service Firms
By using the classic framework for industry analysis presented by Michael Porter, known as

Porter’s Five Forces (Porter, 2008), I will now analyze the strategic landscape of professional
services. This framework evaluates a given industry based on five parameters, each focusing
on different challenges that can potentially face a firm in any given industry. Porter’s Five
Forces are: Threat from substitutes, Bargaining power of customers, Bargaining power of
suppliers, Threat from new entries and Industry competition. For further information on Por-

ter’s framework, please see (Porter, 2008).

In the following illustration, parameters colored red indicate a severe challenge to the individ-
ual company, which needs to be in focus. Parameters colored in orange indicate a slight chal-

lenge that is however not a direct threat to the continued success of the company. Finally,
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parameters colored in green indicate factors favorable to the success of the individual compa-
ny. If a parameter is split between two colors, it indicates a level of challenge which is best
placed in between two of the three categories.

Figure 3: Strategic analysis of the professional services industry

Threat from new entries
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Source: Framework based on (Porter, 2008)

e Threat from new entries — The low capital intensity of professional services means
that the barriers to entry in the professional service industry are practically non-
existent (Lorsch, et al., 2002). However, while entry barriers might be theoretically
low, the intangibility of the output of Professional Service Firms mitigates some of
that threat through the need for addressing the ex-ante uncertainty pertaining to pro-
fessional service. As this is often done through evaluating a firm’s past service delive-
ries, i.e. professional track-record, references etc, a new entrant in the professional
services industry will naturally lack all of these ex-ante remedies against output uncer-
tainty, thus giving the newcomer a competitive disadvantage vis-a-vis established
market players. This disadvantage will however not be as significant in professiona-
lized services, provided that the new entrant is part of the professionalized body. In

such a case, the need for providing the indirect ex-ante proof of quality will to some
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extent be met by his membership, as discussed in section 3.3.1 Varying degrees of
professionalization. The threat of new entrants can therefore be considered acknowl-
edgeable without being as severe as other parameters.

Bargaining power of suppliers — The knowledge-intensity and general nature of Pro-
fessional Service Firms means that the only real input for the value creation in Profes-
sional Service Firms is the professionals that perform the services. As such, looking at
what Porter refers to as the bargaining power of suppliers essentially becomes a matter
of the distribution of power between the Professional Service Firms and the profes-
sionals that they aim to attract, motivate and retain (Lorsch, et al., 2002). As discussed
previously, the bargaining power of the employees is significant as they essentially
constitute the entire asset base of the company, possessing a high degree of informa-
tional power. This is combined with the low switching costs due to the low capital in-
tensity, which essentially enables the professional to change employer with almost no
loss of capabilities. This challenge might in fact be the most serious one facing the in-
dividual Professional Service Firm, as the attraction, motivation and retention of high-
ly skilled employees in essence determines the quality of services that the firm can
provide.

Bargaining power of buyers — In general, the market for professional services is
made up of numerous potential clients (just think about how many companies exist
that need auditing, legal advice or PR assistance), each of which does not represent a
significant part of the total market value. As such, the individual customer does not
possess much bargaining power when dealing with a Professional Service Firm, as the
firm will have the option of targeting several other companies instead of spending too
much time dealing with a difficult client. There is however a special group of clients
that represent more potential value, both in terms of revenue generation and more in-
tangible, strategic value for the Professional Service Firm. These clients, like the C20-
companies in Denmark or the Fortune 500 companies in the US, all represent signifi-
cant revenue, prestige and complexity of projects that make them especially interest-
ing as clients, giving them more power when dealing with the Professional Service
Firm.

An exception to the above discussion on the power of buyers is some firms of the type
represented by Engineering Consulting Firms. Some such firms traditionally work on
massive construction projects, sometimes (but not always) commissioned by govern-

ments or other large institutions. As such, a single project can represent a significant
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portion of revenue, thus reversing the balance of power between firm and client. This
difference is also evident from the fact that many larger projects in the engineering
consulting industry are commissioned through bid rounds, which has potential suppli-
ers accommodating their offerings to the specifications of the client.

On average, the bargaining power of suppliers can be considered existing while not
dire. A certain class of potential clients — which in the case of Engineering Consulting
Firms represent the majority of the market — have more power over the firm than the
rest of the market, whereas the remaining clientele represent such a small part of the
overall market that they do not hold any significant power in negotiating with a ser-
vice provider.

Threat from substitutes — Looking at the group of Professional Service Firms de-
fined for the purpose of this thesis, the degree to which they are able to be substituted
varies quite a bit. That is however if one expands the concept of product/service subs-
titution to include the option of simply NOT purchasing the offering at all. In this
case, the five different types of firms can be grouped into two categories; one group
where the services offered cannot be deselected by the customer and one where the
client has the option of simply not purchasing the service to begin with. If one looks
for example at accounting firms, the core services that they offer are essentially re-
quired by law for most firms and clients do therefore not have the option of choosing
not to have their firm audited. The same goes for law firms, where the services offered
are often vital in situations in which they would be required, e.g. a corporate lawsuit or
counseling on legal issues related to a potential merger/acquisition. Finally, in the
group of non-substitutable services, we find the engineering consultants, whose ser-
vices are highly specialized and can be neither substituted nor deselected. Just imagine
a government planning to build a airport without the professional guidance of engi-
neering consultants. The firms in this category thus face little to no threat from substi-
tution or rather deselection.

In the other category, we find firms that are somewhat more exposed to the threat of
substitution or deselection. These firms provide services that theoretically can be dese-
lected by a potential client and either managed in-house or all together not proceeded
with. These types of services include management consulting, where the offered ser-
vices — while sometimes paramount to the ongoing success of a company — often tech-
nically could be conducted by members of the client’s own staff, even though this

might lead to an inferior outcome. In this same category, we find PR firms, offering
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services that are not as such required by the firm and which can therefore be dese-

lected by the client if so desired.

Table 2: Threat from service deselection

Substitutable Non-substitutable

Management Consulting Accounting
PR Law

Engineering Consulting

Source: Author’s own creation

We are thus dealing with two slightly different strategic challenges: One where the
services offered are mandatory for the client company, and where competition be-
comes a matter of winning market shares from competitors based on various differen-
tiating factors. The other is faced with the challenge of even convincing the client that
the particular service is even an attractive offering compared to simply not purchasing
any services all together.

Competition in the industry — Professional Service Firm have long enjoyed a high
degree of differentiation in the various sectors of the industry. In effect, a specific firm
has had few direct competitors as each firm has managed to carve its own niche in the
market (Lewendahl, 1997). Recently, the differentiation among Professional Service
Firms has however started to diminish, thereby gradually forcing firms to increasingly
focus on price as a key competitive parameter. This is for example the case among
Danish law firms, where price competition has been prevalent lately (Borsen.dk, 2010)
just like international consulting firms have seen an increase in clients’ focus on price
and value for money (Sobel, 2006). If this development continues, it will become in-
creasingly critical for the financial success of any Professional Service Firm that an
explicit strategic focus is formulated, so as to enable the individual firm to rise above
the increasing price competition and differentiate itself, thereby maintaining the high-

income business that will allow it to attract top talent to further sustain future success.

In conclusion, the conducted strategic analysis of the professional services industry shows
that Professional Service Firms are faced with a number of challenges that can have implica-
tions both financially and strategically. Most critical are the challenges arising from the input

dependency that Professional Service Firms face, i.e. the fact that the quality of the services
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rendered is directly affected by the professionals working at the firm and how well the firm

manages to motivate and retain them.

Also, the competition in the professional services sectors has increased recently, moving to-
wards a higher degree of price competition, which directly affects not only the bottom line of
the Professional Service Firm, but also its ability to offer competitive remuneration schemes
in order to motivate and retain the best minds in the business which again directly affects the

output quality of the services rendered.

This relationship between employee competencies, output quality and market success can
ultimately result in what I will refer to as the death spiral of price competition in professional
services (Figure 4: The death spiral of price competition in professional services), which
builds on Maister’s motivational spiral (Maister, 1993). The spiral dictates that less competent
employees will lead to lower output quality which again leads to lower margins and remune-
ration schemes that will result in inferior employee performance due to difficulties motivating
and retaining high performing professionals. It thus follows that decreased margins can poten-
tially result in a self-enforcing negative change for the individual firm. This challenge arises
both from the general bargaining power of the employees, due to their importance, and a high
degree of competition in the industry, which can lead to price competition if the individual
firm does not manage to differentiate itself, in order to mitigate the risk of price pressure. It is
therefore crucial for a Professional Service Firm to strive to rise above price competition so as
to be able to continuously demand premium rates and attract premium minds to produce pre-

mium services.

Additionally, Professional Service Firms face the challenge of new entrants due to the low
capital intensity of the trade. However, the intangible nature of the output, which forces pros-
pective clients to look for more indirect ex-ante proofs of quality, also means that the lack of a
proven professional record that inevitably comes with being a new entrant makes it difficult
for newcomers to win projects and thereby threaten the incumbent firms. Conversely, this also
highlights how important it is for the established firms to maintain their leading positions by
building a strong client/project portfolio that enables them to prove past performance to po-
tential clients while providing competitive advantages by building strong relationships with

their clients.

Overall, the identified challenges can be grouped in an employee perspective and a market

perspective, tying it to the internal and external aspects defined in the problem identification.
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Figure 4: The death spiral of price competition in professional services
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Source: Inspired by (Maister, 1993)
3.4.2 Aneed for an explicit strategic focus
As services cannot be pre-produced and stored, human asset utilization is somewhat difficult
to keep at a constant level in Professional Service Firms (Lewendahl, 1997). The focus on
asset utilization level, often managed in Professional Service Firms by the number of billable
hours relative to total number of hours available, means that customer selection in Profession-
al Service Firms often ends up being reactive (Maister, 1993), as proactive selling activities
often take up more time than simply reacting to outside impulses, thus taking less time away
from billable hours. In other words, it seems that there exists a focus on short-term optimiza-
tion of asset utilization (e.g. through focus on rate of billability), which due the resulting reac-
tive approach to customer selection might happen at the expense of long-term strategic goals

of the firm.

Lewendahl (Lewendahl, 1997) also states that strategic management of Professional Service
Firms was long neglected due to the inherent nature of these types of firms. The customiza-
tion that is so central to professional services means that the concept of an explicit strategic
plan has been viewed as detrimental to this requirement for flexibility. Furthermore, the indi-
vidual professions as well as Professional Service Firms in general often build on implicit or
explicit norms, demanding that the professional always puts client service before profit. As

such, viewing the firm as being essentially controlled by the ad-hoc demands of the clients
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renders any ex-ante strategy redundant, as it will always take second priority to the individual

client needs (Lewendahl, 1997).

The reason why such a lack of strategic planning has been possible for Professional Service
Firms stems from the low degree of intra-industry competition that was previously present in
the professional services industries. Lowendahl argues that Professional Service Firms have
generally enjoyed a high degree of (perceived) differentiation, with each individual firm being
specialized within its own little niche. This has meant that firms only to a limited extent com-
peted on specific projects, thus reducing the need for an explicit strategic approach
(Lewendahl, 1997). As it became clear from the strategic analysis conducted in the previous
section, Professional Service Firms today face several strategic challenges, most importantly

increased competition and input dependency, which calls for an explicit strategic focus.

Lowendahl argues that in order to achieve such a focus, it requires a conscious managerial
effort (Lewendahl, 1997). However, due to the previously mentioned flexibility that is re-
quired of Professional Service Firms, such a managerial effort must essentially be decentra-
lized to allow the individual office management to accommodate their actions to the idiosyn-
crasies of their specific clients. The problem that arises from this setup is however that it can
be difficult for a regional manager to maintain a long-term strategic focus, as the every-day
issues that face him are those of asset utilization (i.e. full-time employment of professionals)

and the unpredictability of meeting client demands on a daily basis

3.5 Chapter summary
In this chapter, the theoretical foundation has been laid for the remaining parts of the paper.
Firstly, the Professional Service Firms chosen as the focus for this paper were defined as
knowledge intensive and having low capital intensity, which results in a significant depen-
dency on the employees and an according shift of power, granting the professionals of a firm
considerable bargaining power. A third characteristic pertaining to the theoretical definition
was the professionalization of the trade, meaning to what degree it is subject to an explicit

ideology and is self-regulated, as is for example the case in accounting firms.

It was also established that Professional Service Firms produce highly intangible outputs,
which results in difficulties providing ex-ante quality assurance to prospective buyers. How-
ever, the degree of intangibility varies between the different types of firms, thereby also af-

fecting how critical the challenge of ex-ante client uncertainty will be. The need to provide
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this quality assurance is also mitigated by the degree of professionalization, as a professional

membership in itself carries a certain amount of quality guarantee.

Adding to the challenge of intangibility is also the fact that professional services are highly
relational, which additionally creates a direct bond between employee and customer satisfac-

tion.

Finally, a strategic analysis was conducted using Porter’s Five Forces, so as to identify the
strategic challenges facing a Professional Service Firm today. It was argued that the main
strategic challenges for a Professional Service Firm lie in the input dependency, i.e. finding
ways to motivate and retain top-tier professionals, and the increasing competition in the in-
dustry, which can result in a downwards spiraling causal relationship in which lower margins
lead to lower employee performance which in turn leads to lower service quality and — all
things equal — even lower margins. In addition to these challenges, it was also argued that
while the threat from new entrants is technically low due to low capital intensity, it is coun-
tered by the need for ex-ante quality assurance, which means that new entrants with no track-
record will have a disadvantage compared to well-established firms with large client/project

portfolios.

The identified challenges could conclusively be grouped in an employee and a market pers-

pective.

In closing, it was discussed how, in the past, an explicit strategic approach has been neglected
by Professional Service Firms due to a high degree of differentiation in the market, allowing
the individual firm to take a more reactive and adaptive approach. As competition increases,
differentiation decreases and margins are being squeezed, having an explicit strategic focus

becomes crucial for the financial and strategic success of a Professional Service Firm.
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4 Areview of current customer valuation frameworks
In this chapter, I seek to establish an understanding of the current frameworks for quantifying

the value of a customer and the shortcomings in the context of this thesis.

4.1 How is the value of a customer traditionally assessed and where are

the shortcomings?
As touched upon in the framing of this paper, quantifying customer profitability has been a
discipline for over 40 years (Gleaves, et al., 2008) and is therefore a well established academ-
ic subject. In this section I will explain the current state of customer profitability assessment,
i.e. what techniques are commonly used, and what appears to be the shortcomings of these

frameworks in the context of this paper.

4.1.1 Determining the value of a customer - the existing frameworks
The most commonly used profitability measures can essentially be sorted according to two

parameters, namely their scope and timeframe, as illustrated in Table 3: Different customer
profitability frameworks. As to the timeframe, the measures fall into two overall categories,
namely the ones that focus on customer profitability for a single period and the ones that
quantify customer profitability for all future periods (Gleaves, et al., 2008). The single period
measures are fairly straight forward, as they will in effect sum up to that period’s operating

profit when adding together the value of all individual customers.

The individual customer profitability can be calculated in a number of ways but will often be
calculated using Activity-Based Costing (Gleaves, et al., 2008), which all things equal pro-
vides a more true picture of profitability by assigning costs to where they are actually gener-
ated rather than through often arbitrary overhead allocations. This is done by analyzing re-
source consumption based on activities that are tied to company processes (Kaplan, et al.,
2004). Through Activity-Based Costing, it will thus become clear to the analyst if a particular
client is significantly more resource heavy, demanding more resources than what the generat-
ed revenue warrants. By highlighting the profitability of the individual customer relationship,
this measure provides an opportunity to optimize both the individual customer account as well

as the overall customer portfolio.

When quantifying the value of a customer for all future periods (Customer Lifetime Value),
one looks to estimate the total cash flow generated throughout the entire client relationship

(Ryals, 2008). This is done by estimating the customer’s purchasing behavior throughout the
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relationship and then calculating the profit generated during the various periods based on the
historic profit margins obtained through the single period customer profitability calculations.
However, one needs to be aware of any potential changes to the client relationship and change
the profit estimates accordingly. For example, it might be appropriate to increase future profit
estimates by lowering estimated future sales costs, if the historic customer profitability meas-
ure pertains to a newly established relationship, where a disproportional amount of time has
been spent establishing the relationship, time that is not required going forward. In other
words, acknowledging the life cycle of a relationship has implications of the calculation of

future cash flows.

The calculated profit estimates are then discounted using the appropriate discounting rate to
arrive at a net present value of the customer relationship. If the net present values of all the
company’s customers are aggregated, it will result in what is known as a company’s Custom-

er Equity.

Table 3: Different customer profitability frameworks

_ Single period All future periods

One customer Customer Customer Lifetime
profitability Value
All customers Operating profit Customer Equity

Source: (Gleaves, et al., 2008)
4.1.2 Shortcomings of customer value measures
While the described frameworks comprehensively cover the conventional financial gains per-
taining to a customer, it is often argued that they fail to grasp the full value of a customer rela-
tionship (Gleaves, et al., 2008). Factors such as positive influence on other customers (e.g.
(Stahl, et al., 2003)) and the potential reputational value of a customer (Ryals, 2008) have
been argued to be relevant in calculating the total value of customer relationships. When one
ignores factors such as these, it can result in a less than complete picture of the profitability of
the customer portfolio, which can in turn lead to inferior strategic dispositions in choosing

which clients to focus additional resources on and which clients to spend fewer resources on.

Consider the following example: A company is looking to allocate organizational resources
between two customer accounts, pertaining to Customer A and Customer B respectively.
Based on conventional Customer Lifetime Value calculations, Customer B represents a net
present value of DKK 3.200.000 while Customer A represents a net present value of DKK

2.900.000. Based on these figures, the company would draw the logic conclusion that Com-
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pany B is more valuable and therefore allocate more resources to maintaining the relationship

with that customer.

But what if this traditional measure did not include all the value drivers pertaining to the two
clients? In that case, if one were to focus solely on conventional customer value measures, the
results would only show a partial picture and thereby potentially lead to a decision to down-
prioritize the most profitable relationship. In other words, conventional customer value

frameworks risk undervaluing the customer relationship (Ryals, 2008).

The problem with the above point is the validity with which it is in fact possible to assess the
value of e.g. these indirect values. The problem of proving a direct link between revenue
streams and indirect value drivers such as referrals can be difficult if not impossible (Ryals,
2008) and for this reason, these indirect value parameters have yet to meet the measuring
standards of the management accountants responsible for the quantitative calculations of cus-
tomer value (Gleaves, et al., 2008). Only recently has an academic discussion been initiated,
taking a critical approach to which factors to include in the calculations of customer value and
how to quantify these measures. Due to the inherent qualitative nature of these factors and the
initial stage at which the discussion is presently taking place, no consensus has yet been estab-
lished so as to actually expand the concept of quantitative customer value (Gleaves, et al.,

2008).

There is therefore significant room for improvement in using the concept of customer value in
a strategic setting — especially when looking at Professional Service Firms. As it has already
been established, these types of firms are inherently highly relational, making the indirect
value drivers pertaining to customer relationships even more important, both financially and
strategically. While the specific factors will be identified in the following sections, the point
to be made here is thus that, while it has been established that there exists a strategic and fi-
nancial imperative for Professional Service Firms to take a more strategic approach to the
market, at their current state, customer value frameworks do not allow for a value assessment

in accordance with this more strategic customer/project mindset.
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5 Strategic value of customers - the employee perspective
In this part of the paper, I will discuss the various ways in which customer and project charac-

teristics influence the long-term success of a Professional Service Firm through affecting em-
ployee motivation, retention and performance. I will begin with a generic discussion of rele-
vant organizational and motivational theories. Based on this theoretical foundation, I will pro-
ceed to discuss how one can enhance professionals’ performance through a strategic focus on
customer and project characteristics. This perspective is based on the need of Professional

Service Firms to address the strategic challenge of employee (supplier) dependency.

5.1 An organizational approach
Organizational theory has come a long way since its birth in the early 20" century industriali-
zation, during which organizations were considered production functions and employees
simply another input variable to be manipulated and optimized (Jacobsen, et al., 2004). Even

so0, organizational theory is still struggling with the concept of knowledge intensive firms such

The superior bargaining position that professionals have is interesting from an organizational
perspective, as it makes coordination significantly more challenging. Cyert & March viewed
the organization as a myriad of coalitions and interest groups all striving to further their own
interests (Jacobsen, et al., 2004). According to them, the role of the firm is to contain conflicts
and align individual interests so as to further cooperation. As difficult as this might normally
be, the amount of power shifted to the professionals in Professional Service Firms makes it
even harder. As Teece puts it, the coordination of numerous actors with potentially divergent
interests becomes particularly interesting in companies like Professional Service Firms where
the professionals almost can “write their own check™ (Teece, 2003). The implication of this
knowledge-driven imbalance of power is that the role of the firm becomes less that of orga-
nizing and more one of motivating. In the following sections, I will therefore address the issue
of motivation in Professional Service Firms, first by presenting a body of generic motivational

theory and secondly by applying the concept of motivation to Professional Service Firms.

5.2 Motivational theory
As the focus of this paper is the strategic value of customers, it is beyond the scope of this
paper to look at e.g. monetary incentive schemes or partnership plans, but this does not mean
that they do not play an important part in the attraction, motivation and retention of top per-

formers in Professional Service Firms.
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That being said, there are also strong theoretical arguments for why those types of motiva-
tional tools might not be the most important factors when aiming to motivate and retain pro-
fessionals. These types of incentives are often referred to as external incentives, as they share
the common denominator that they are granted by an external “force” such as an employer.
While this is definitely important, research shows that these external motivational factors
might not be as important as the internal incentives, i.e. the more emotionally driven motiva-
tional factors. An important theorist on this subject is Frederick Herzberg, who made a dis-

tinction between hygiene factors and motivational factors (Hein, 2009).

According to Herzberg, hygiene factors are the conditions that need to be present in order for
the employee to not be unhappy in his job. In other words, hygiene factors do not make a pos-
itive difference by their presence but the lack of these factors will conversely make a negative
difference in attracting, motivating and retaining employees. Among the factors that Herzberg

considers in this category is salary, status and job security.

Contrary to the hygiene factors, motivational factors do not make a negative difference if they
are not present but instead, they make a positive difference by their presence. Among the fac-
tors that are considered motivational by Herzberg is recognition, job content and personal
performance. Herzberg’s argument is thus that the presence of hygiene factors is a prerequi-
site for the employee to even desire to work at a company whereas the motivational factors
affect the employees’ desire to work harder and better. All this is summed up in Exhibit 4:

Herzberg's taxonomy for employee motivation.

Another theory that also argues that the more qualitative aspects of a job matter in terms of
motivation, is that developed by Richard Hackman and Greg Oldhan (Jacobsen, et al., 2004).
Their theory links employee motivation to certain psychological conditions that are in turn
linked to characteristics of the job which is then again linked to the underlying organizational

structure.
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Figure 5: Hackman & Oldhan's motivational model

( Organizational ) ( Job \ / Critical \ / \

structure characteristics psycological Results
conditions

Demands for
Job > knowledge

Increased
— willingness to
work

variation variation

Perceived

Identifiction meaningfulness e
with of job

assignment

Satisfaction of
— development
requirements

Perceived
responsibility —
foroutcome

|| High job
‘ satisfaction
Delegation R Knowledge of
_ consequences -

of action

Client Importance
Interaction | of tasks

Feedback
channels Feedback
fromjob

- J & \

Source: (Jacobsen, et al., 2004)

High work
effort

7 ,/

As the figure shows, characteristics of the job such as the variation of the tasks, the know-
ledge required to perform them, the importance of the job and the autonomy that is granted to
perform it, all play a central role in making the employee feel that the job he/she performs is
meaningful. These factors also give the employee a sense of responsibility for the outcome
and a feeling that the cause-effect relationship between the actions performed and the results
achieved is clear. If these psychological factors are in place, Hackman and Oldhan argue that

it will manifest itself in higher employee motivation and satisfaction (Jacobsen, et al., 2004).

Finally, Abraham Maslow has presented a very famous theory about the hierarchy of human
needs, which also point towards the importance of the more quantitative aspects of a job.
Maslow ordered the human need into hierarchical order, starting with the basic needs that
every human being has in order to survive (thirst, hunger etc.) and ending up with the need for
self realization, which is the ultimate need. The point of Maslow’s hierarchical order is that
the lower ranking needs will usually have to be satisfied before the need on a given level will
be pursued. Maslow did however acknowledge that the exact order of the needs and the de-
gree, to which lower ranking needs will be satisfied before higher ranking needs will be pur-

sued, will vary from individual to individual (Hein, 2009).
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Figure 6: Maslow's pyramid of needs

Source: (Jacobsen, et al., 2004)

Even though Maslow’s theory was not designed to be applied in a business context, is has
been widely used in just that. Assuming that most people are capable of satisfying the first
three levels of needs, the implication of Maslow’s pyramid would be that what employees are
looking for in a job is status and prestige. Jakobsen & Thorsvik further point out that the con-
cepts of status and prestige do not only cover external displays of these, but also an internal

sense of accomplishment (Jacobsen, et al., 2004).

5.2.1.1 Motivational theory in summary
Based on the discussed theories, I believe it is fair to assume that a major motivator in any

type of firm is the job content, i.e. what kind of challenges and people an individual is faced
with. In the following section, I will apply these findings in the context of Professional Ser-
vice Firms in order to determine more specifically which aspects of the job would appear to
be the most important sources of motivation and retention for a Professional Service Firm. In
other words, what client and project characteristics should be sought out when strategically

evaluating customers and projects?

5.3 Motivation in Professional Service Firms
As established, motivating and retaining top-tier professionals is crucial to the success of any
Professional Service Firm. This can however be a challenging task, as most professionals are

very demanding in what they expect out of a job.

Furthermore, the employee switching costs in Professional Service Firms are very low, as
previously discussed. The answer to this problem is often the use of contracts or non-
transferable benefits such as partnership or the promise of a such through reputation-building

within the firm (Teece, 2003). While these measures might tie the professional to the firm,
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other parameters need to be considered in order to motivate the professional to deliver high-

quality services.

5.3.1 Motivating professionals
The challenges of motivating professionals are somewhat different than when looking to mo-

tivate other categories of employees. The reason for this is the fact that professionals are as
people very conscientious and high-performing, something that is evident for example in
Lorsch & Tierney’s definition of professionals as highly motivated, intelligent and ambitious
people (Lorsch, et al., 2002). Maister also notes that professionals are very dutiful, always
working on the assigned problems, even when these are of no particular interest to them
(Maister, 1993). Maister further notes that Professional Service Firms often focus on personal
drive when recruiting new employees, which would imply that a certain base level of motiva-
tion and drive is present in all employees of Professional Service Firms. As such, the issue of
motivation in Professional Service Firms becomes less about motivating the employee to
work and more about motivating the employee to work at your company. According to
Maister, the motivation of professionals is thus not about making them work but instead mak-

ing them excited about working by creating excitement for the job (Maister, 1993).

5.3.1.1 Constant challenges
One way to do so is by constantly challenging the professional, in order to create a feeling of

personal development and variation that Hackman & Oldhan highlight in their motivational
model.? Maister describes the typical professional as someone who easily gets bored and gets
impatient and looses interest in something once he/she feels like that particular task has been
mastered (Maister, 1993). In the same way, Lorsch & Tierney note that one of the central
aspects that a professional looks for in a job is to learn through constantly challenging

projects (Lorsch, et al., 2002).

Lorsch & Tierney’s focus on the learning aspect of challenging assignments also highlights
another important aspect, namely that of capability development. As mentioned earlier, a Pro-
fessional Service Firm is among other things characterized by its low capital intensity and
resulting high dependence on human assets. It therefore follows that aside from hiring new
people, the only way for a Professional Service Firm to improve or extend its asset base in

order to gain long-term competitive advantages, is to build on the knowledge base already

* See Figure 5: Hackman & Oldhan's motivational model
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present’. In other words: Teach your employees new skills! As such, a challenging project can
lead to firm innovation if it calls for a completely new solution to a known problem or a solu-
tion to an altogether new type of problem. When such a innovative solution is reached during
the course of a project, Simmie & Strambach point out that the Professional Service Firm can
attempt to generalize the solution and sell it in adapted form going forward (Simmie, et al.,

2006).

I do however believe it to be important to distinguish between the concepts of challenging
and innovative and note that a challenging project need not be innovative whereas an innova-
tive project will almost always be challenging. As an example, imagine an accounting firm
with vast experience in auditing small and medium sized companies in the energy sector. If
the firm gets a new client, which is also in the energy sector but is significantly larger than the
companies that the firm has previously audited, the project will most likely be challenging for
the accountants. But while such a project will give the firm valuable experience in handling

larger clients, it is hardly a project that can be characterized as innovative.

As Boone et al. point out, professionals do not learn the same way employees in most other
industries learn. Whereas learning is traditionally created through repetition, the customized
nature of professional services means that the learning process is rather tied to “insights
gained from prior projects” (Boone, et al., 2008). They further found that the rate of a Profes-
sional Service Firm’s learning curve is directly proportional to the variety of projects that the
firm has undertaken in the past. It thus follows that in order to further the learning, or capabil-
ity development, of a Professional Service Firm, one must focus on the variety of projects
undertaken. And since it can be argued that a lower degree of project variety leads to repeti-
tion, which then in turn leads to less challenging work for the professional, I will argue that
the focus on variety in the project portfolio can be set equal to a focus on the challenging na-

ture of the individual project.

5.3.1.2 Work to be proud of
Besides the desire to learn and evolve professionally, Lorsch & Tierney also claim that pro-

fessionals look for their job to boost their careers (Lorsch, et al., 2002). As mentioned earlier,
switching costs for employees are quite low and perhaps as a result, job hopping in Profes-

sional Service Firms is quite common (Teece, 2003).

’ Hiring new professionals is obviously an option but is outside the scope of this paper c.f. section 1.3 Delimita-
tions
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For the individual professional, the desired career path will determine what particular charac-
teristics of a project or a client will be relevant in order to further his/her career. Therefore,
engaging in an in-depth discussion, as to what client and project characteristics will be inter-
esting in terms of motivating high-performing professionals, is futile, since these characteris-
tics will vary based on the individuals career aspirations. I would however argue that there is
one customer characteristic that could potentially be attractive to any professional regardless
of career plans: to work with clients that are highly respected and well known, both in their

industry and by Professional Service Firms catering to that industry.

Such well-renowned clients are valuable to any kind of firm, something that will be discussed
more in-depth in section 6 Strategic value of customers — the market perspective. 1 would
however argue that the intangibility of the services rendered by Professional Service Firms,
which makes it hard to document quality and content when selling to new clients, also makes
it hard for a potential new employer (i.e. “buyer” in the input market) to assess the work of a
potential hire. But just as in the output market, a well-known client will create a certain refer-
ence framework within which the “buyer” can relate to the work performed by the potential

employee.

This means that targeting prestigious clients will not only yield a strategic advantage in the
output market (which will be discussed in detail in a later section) but also in terms of moti-
vating professionals. The implied uncertainty as to the validity of this argument stems from
the fact that, to my knowledge, no academic discussion on the subject has been conducted. As
it might be apparent, this point is therefore solely based on logical reasoning based on the
established characteristics of professionals. I will therefore look to support this assumption

through my empirical research, which will be discussed in a later section.

5.4 Chapter conclusion
In this chapter, I have sought to identify the factors that from a theoretical point of view are of
strategic and financial importance from the internal or employee perspective. Firstly, it was
discussed how professionals are considered to be intellectually restless types, who constantly
seek new challenges. As such, in order to motivate and retain these individuals, it is important
to consistently challenge them through varying projects that will not allow the professionals

to feel stagnant in their development.

Focusing on challenging projects is also important from a resource-based perspective, as the

employees essentially represent the entire asset base of a Professional Service Firm. If a firm
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is looking to improve its asset base, this basically means (in the scope of this paper) furthering
the acquisition of new skills for your current employees. Due to the reactive and flexible na-
ture of professional services, it is however hard for professionals to learn by repetition, which
is usually the case in learning theory pertaining to more traditional industrial businesses.
Therefore, professionals learn at a speed and effectiveness directly proportionate to the num-
ber and diversity of assignments that they have undertaken in the past. As such, both from a
motivational as well as a human asset management perspective, ensuring that professionals

are constantly challenged is of the utmost importance.

It is however important to remember that a challenging project is not necessarily the same as
an innovative project. The importance of innovative projects was discussed separately, as
these have some subtle differences that were exemplified in the preceding section. While
challenging projects can be within an established area of expertise, innovative projects will
challenge the professional within a competency area which is entirely new to him/her. The
difference between a project that is merely challenging and a project that is both innovative
and challenging is that the latter will not only present a learning opportunity and motivate the
professional but also enable the firm to gain access to completely new capabilities that might
enable them to position themselves in a new market or more efficiently deliver similar

projects in the future.

Furthermore, it was discussed how prestigious clients will improve employee motivation.
This argument was essentially based on Lorsch & Tierney’s point (Lorsch, et al., 2002), that

professionals often look for a job to potentially further their career in the future.

Overall, the client/project characteristics identified as being of value to the Professional Ser-
vice Firm are summed up in Figure 7. Strategic advantages of clients from the employee
perspective.

Figure 7: Strategic advantages of clients from the employee perspective

Challenging Innovative

Client prestige ; :
P g project projects

Employee Employee
motivation retention

Capability building

Source: Author’s own construction
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6 Strategic value of customers - the market perspective
In this section of the paper, I will discuss factors related to the extrovert dealings of a Profes-

sional Service Firm, i.e. factors that can improve the company’s competitive position in the
marketplace. As discussed, this perspective is built on the need of Professional Service Firms
to overcome the inherent intangibility of the offered services, increased price competition and

low entry barriers.

6.1 Customer satisfaction and loyalty
Customer loyalty and satisfaction are not characteristics of the individual client/project as
much as results of the actions of the Professional Service Firm. While this section therefore
does not aim directly at the final framework, it does however have some important strategic

implications in the context of this paper.

6.1.1 Generic theory on customer purchasing behavior
How a customer acts is mainly focused on purchasing behavior, i.e. to what extend a custom-

er is likely to engage in repeat purchasing of a company’s products or services . Repeat pur-
chasing is characterized by the customer automatically choosing a particular company as ven-
dor whenever faced with the choice, without the need for persuasion on the part of the com-
pany (Griffin, 1995). From the perspective of the company in question, this repeat purchasing
behavior of a loyal customer has several positive implications, all of which create value for
the company. First and foremost, the predisposition of the customer to choose the same com-
pany every time means that the company does not have to spend the same amount of re-
sources during the sales process, which (depending on how costly the sales process is) can
result in significant cost savings, increasing the profitability of the customer. Secondly, the
loyal predisposition of the customer implies that he/she becomes less price sensitive, as the
preference for a certain vendor means that a mere price difference is not enough to lure the
customer to a competitor (Griffin, 1995). With lowered price sensitivity, the company even
has the ability to charge a price premium for its products or services, which will then again
increase company profits (Reichheld, et al., 1990). Finally, a customer that keeps coming
back over time will allow the company to become increasingly efficient in servicing the cus-

tomer, which will ceteris paribus reduce operating costs and thus increase customer profitabil-
ity.

In the context of this paper, these factors are already covered in the sense that they will be

included when calculating the lifetime value of a customer. As discussed in section 4./.1:
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Determining the value of a customer — the existing frameworks , both the decreasing sales
costs, potential price premium and lower production costs are quantifiable measures that can
be factored in when estimating the accumulated profits of the entire customer relationship.
The behavioral aspects of customer loyalty do however provide an interesting jumping-off

point for continuing the discussion in the context of Professional Service Firms!

6.1.2 Purchasing behavior in the context of professional services
While the financial implications of customer loyalty are included in the established measures

of customer value and therefore not of further interest throughout this paper, the behavioral
aspects of loyal purchasing behavior are of interest from a strategic perspective. However, the
nature of the Professional Service Firm changes the importance of loyal customers as other-
wise discussed above. As it has become evident from the previous discussion, purchasing be-
havior in the context of the “traditional” theory revolves around repeat purchasing, implying a
repetition of an almost identical sales process, i.e. buying the same product or services time
after time. When talking about professional services, it is however difficult to come to terms
with a concept such as repeat purchase, since professional services are almost always custo-
mized, making every purchase unique (Lewendahl, 1997). It therefore makes more sense to
talk about retained clients (Lorsch, et al., 2002) rather than repeat purchasers, when looking at

Professional Service Firms.

So why is customer loyalty so important in Professional Service Firms? Several unique cha-
racteristics of the trade mean that focusing on creating stabile long-term customer relations of

great importance for the individual firm.

Even though lower sales costs has been discussed and identified as part of the quantifiable
measures included in the calculations of Customer Lifetime Value, it is still worth noticing
the particular importance that these savings have in a professional service context. The reason
is that the human assets dependency of Professional Service Firms means that time spent sell-
ing is time taken directly from hours that could have been billed to customers and therefore
created additional revenue for the company (Lorsch, et al., 2002). Increased customer loyalty,
which should then increase the predisposition of the customer to choose the Professional Ser-
vice Firm in the future without further ado, will thus increase the number of hours available
for billable activities, thereby increasing the revenue potential and ceteris paribus profits of

the company.
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Most important is however the ways in which customer loyalty and satisfaction can address
the strategic challenges identified in section 3.4.1: The strategic landscape of Professional

Service Firms.

Crosby (et al) notes that customers are likely to make long-term relational commitments “in
order to reduce... the uncertainty of future benefits” (Crosby, et al., 1990), something that is
highly relevant given the intangibility of professional services. They go on to stress the im-
portance of relationship quality as a driver of customer loyalty, measuring the quality of a
relationship as a combination of satisfaction and trust based on past interaction (Crosby, et
al., 1990). Thus, if past projects have been delivered satisfactorily, it will all things equal re-
sult in improved relationship quality in the form of satisfaction with and trust in the compe-
tencies of the delivering professional(s), which will increase the likelihood of the customer
seeking future engagements with the firm (Crosby, et al., 1990). As such, it would seem the
intangibility of professional services makes past experience with a firm a very important de-
terminant in any future choice of Professional Service Firm, making successful projects and
close customer relationships of the utmost importance in mitigating quality unpredictability
and providing sustainable competitive advantages, countering the low entry barriers of the

trade.

Finally, another way in which the retention of clients and the following improvement of the
client-professional relationship create value is through a better understanding of the client
business (Lorsch, et al., 2002). Through this better and more detailed insight into the client
business, it becomes possible for the Professional Service Firm to deliver its services more
efficient and with better results, reinforcing customer satisfaction and trust and thereby in-
creasing customer loyalty, as discussed above. It thus becomes apparent that the quality of a

relationship will be somewhat self-sustaining over time.

6.2 Customer advocacy and referencing
This section will discuss the potential value of a customer, not focusing on the behavior of the
customer in relation to the Professional Service Firm itself, but instead of the customer’s role

in the marketplace, as a direct as well as indirect sales asset.

6.2.1 Customer advocacy
An advantage typically associated with customer loyalty is the potential for positive word of

mouth (Griffin, 1995). Word of mouth, also referred to as customer referral or advocacy, is

the case in which a satisfied customer recommends a company to other potential customers
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and through these recommendations creates additional business for the supplying company

(Reichheld, et al., 1990)

The incentive for a customer to recommend a company is two-fold (Griffin, 1995), namely 1)
to keep the recommended company in business, due to self-interests related to expected future
dealing with the company, and 2) the possibility of gaining positive stature if the recommend-
ed company performs well for the referred client. When a customer refers a potential new
customer to a company, it thus puts its own reputation on the line, betting that the company in
question will live up to expectations when dealing with the referred customer. As such, the
possible gains the referrer stands to gain if the recommended company lives up to expecta-
tions come with the risk of an equal loss of credibility if the recommended company falls
short of expectations. It thus becomes imperative for creating customer advocates that the
potential advocate feels somewhat certain that the company will provide the expected level of
quality. The lack of trust in this regard is according to Griffin the main inhibitor of customer
recommendations and conversely makes closeness and trust as prerequisites for customers
being willing to recommend a company to a peer (Griffin, 1995). The importance of trust and
the difficulty of establishing it (Walker, et al., 1998), means that customer advocacy accord-
ing to Griffin (Griffin, 1995) is the ultimate stage of customer relationships, requiring a high
degree of relationship quality c.f. the previous discussion on the subject. The fact that high
quality customer relationships are of the utmost importance in creating customers that are
willing to recommend your company to potential customers, is also pointed out by Halinen in
Bagdoniere et al (Bagdoniene, et al., 2007), who states that “only long-term relationships

’

produce strategic advantages such as referrals...” .

The value of customer referrals is generally that of creating new business opportunities, with-
out any effort required by the company. In other words, a referring customer is to be consi-
dered largely responsible for a certain amount of revenue generation if the referral provided
by the customer is assumed to be by and large responsible for one or more new customers
hiring the company (Ryals, 2008). Furthermore, the profitability of these new customers,
generated through referrals, would supposedly be higher than the average profitability of cus-
tomers generated through normal sales activity. The explanation is that referrals establish new
customer relationship while requiring significantly less selling time on the part of the compa-
ny (Griffin, 1995). All things equal, the total profitability of a new customer generated
through word-of-mouth will be higher than that of a customer generated with a higher sales

effort from the company.
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The value of client advocacy also lies in its contribution to building the firm’s reputation by
providing information on past deliveries (Rob, et al., 2005). As “a good reputation is hard to
replicate” (Walsh, et al., 2007), advocacy thus helps the firm create a sustainable competitive

advantage.

The very nature of customer referrals, i.e. creating new business and building reputation with-
out the interference of the company, is also the very characteristic that make them so danger-
ous not to grasp completely. Jalkala & Salminen (Jalkala, et al., 2010) refer to word-of-
mouth as an informal type of market-level interaction, which is essentially uncontrollable for
the company. This uncontrollability can be devastating to a company’s reputation in the mar-
ketplace if the word-of-mouth generated should happen to be negative. As Griffin puts it
(Griffin, 1995): “Negative comments can render worthless the most massive marketing
blitzkrieg.” 1t would thus seem that, as important as it is to create high quality relationships
with existing, satisfied customers in order to create positive word-of-mouth about your com-
pany, it is just as important (if not more!) to make sure to mend any broken relationships, so

as to prevent a disgruntled (ex)customer from spreading negative comments about your com-
pany.
6.2.2 The importance of customer advocacy in Professional Service Firms

As it has already been discussed several times throughout the course of this paper, profession-
al services are inherently intangible. As it becomes hard for a potential customer to assess the
output quality of a prospective professional service provider, other ways of sorting through
the jungle of Professional Service Firms naturally become more prevalent. One result of this
is that most professional work is generated by word-of-mouth (Lorsch, et al., 2002). So as
important as customer referrals are to almost any business today, they are especially important
in professional services(East, et al., 2005). Conversely, Professional Service Firms stand to
lose significantly more if dissatisfied customers spread negative rumors about the service

quality of a company to potential clients.

Achieving positive customer advocacy creates not only financial value generated by addition-
al (and often more profitable) business, but also strategic value in that it helps counter the low
entry barriers of the industry through shaping the overall reputation of the firm. This reputa-
tion also allows for differentiation to prevent price competition and the potential negative
consequences hereof, as per Figure 4. The death spiral of price competition in professional

services.
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The fact that customer advocacy is hard to achieve and requires the highest levels of relation-
ship quality is in some ways almost an advantage for Professional Service Firms. Since pro-
fessional services are relational in their nature, creating a close bond with the customer and
establishing trust between the parties is not a side bonus to an otherwise long and financially
fruitful relationship, as it might be the case in industries of a more physical nature. In the pro-
fessional services industry, a close bond and trust between the professional and the client is in
fact a prerequisite for even doing business. Therefore, customer advocacy — good and bad -
would be expected to be frequently observable as well as highly effective in a professional
service context, making it all the more important to have an explicit focus on this when as-

sessing the value of customers.

6.2.3 Customer referencing
Customer referencing is the ways in which companies communicate the nature of prior or

current projects or clients to external parties (primarily potential customers), in order to gain
some measure of legitimacy through these past undertakings (Scalet, 2002). Referencing is
thereby similar to customer referrals in that it leverages existing customer relationship to im-
prove firm performance. They are however fundamentally different in nature, with customer
referrals being an uncontrollable pattern of behavior (as discussed above) while customer re-
ferencing covers company-initiated activities (Jalkala, et al., 2010). In other words, while a
company cannot control how a customer acts or who the customer talks to and about what, it
is completely within the company’s control to which degree it explicitly presents e.g. a list of
clients with a high degree of recognition or a written out story describing the successful deli-

very of a product or service.

The value created by customer references is as mentioned that the company gains legitimacy
by proving through past deliveries that it is capable of future deliveries. In other words, pro-
viding customer references means providing evidence of past experience while concretizing
and demonstrating solutions and competencies within a certain field (Jalkala, et al., 2010).
Finally, reference will in the case of reputable customers be able to result in a status-transfer
from the customer to the company (Jalkala, et al., 2010), thus positively affecting the compa-

ny’s reputation.

All these factors sum up to help reduce the ambiguity related to the total value of the offering

(Anderson, et al., 2010). By providing this value evidence, references thereby reduce the per-
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ceived risk and uncertainty that exist in the purchasing situation from the perspective of the

potential buyer (Jalkala, et al., 2010).

6.2.4 Customer references in Professional Service Firms
The role of customer references in overcoming uncertainty and perceived risk in the purchas-

ing process obviously becomes even more important when the market is characterized by a
high degree of uncertainty (Jalkala, et al., 2010). As such, customer referencing would appear
to be especially important in a professional services context where the output is inherently
intangible, as already discussed extensively (see 3.2 A general discussion on Professional
Service Firms). The ability of customer references to concretize not only past solutions but
also the way in which these were delivered gains significant importance in Professional Ser-
vice Firms, where a company differentiates itself as much in the delivery process as in the
final service delivery. By providing proof of a professional frack record, a Professional Ser-
vice Firm can earn the trust of a prospective client in the competencies of the Professional
Service Firm (Walker, et al., 1998), thereby addressing the fundamental obstacle of profes-
sional service selling, namely that professional services inherently are sold on a promise

(Bagdoniene, et al., 2007).

6.3 Chapter summary
This chapter has established the value represented by a client or a project from a market-
oriented perspective as well as touching upon the value created by establishing satisfaction

and loyalty in the client relationship.

While customer loyalty and satisfaction are not as such characteristics of the individual
client/project as much as results of firm actions, they where included so as to stress the stra-
tegic value of achieving these. It was thus discussed how client satisfaction and loyalty, dri-
ven by past successful engagements, increases the client’s predisposition to choose the Pro-
fessional Service Firm for future services, which increases the firm’s resistance to the low
entry barriers previously identified. Furthermore, it was argued that successful relationships
will be self-sustaining, as increased satisfaction will result in increased trust which in turn
results in an increased ability of the Professional Service Firm to gain better knowledge about

the client and thereby delivering more successful services.

The discussion on customer references and advocacy showed the value created by these in
serving as a sort of indirect proof of the quality of past service deliveries, so as to mitigate the

complications of output intangibility. Also, the discussion on customer advocacy once again
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underlines the importance of relationships in professional services, as this behavior can only

be achieved through a high degree of client satisfaction and trust.

The value created through both referrals and references is that of new sales or in other words,
higher sales and increased company performance. Furthermore, the generation of business by
leveraging existing customer relationship also means that the acquisitions costs for these new
customers will be lower than otherwise, thus increasing the profitability of the new customers
and — all things equal — increase overall firm performance. In addition hereto, customer advo-
cacy (and to some extent references) affects the firm’s overall market reputation, which — in
case of a positive effect — means that additional strategic value is created inasmuch as a posi-
tive reputation creates a competitive advantage against the low entry barriers of professional
services and increases the basis for differentiation, thus preventing the risk of price competi-

tion.

A final note on customer referrals and references is the difference that exists in the controlla-
bility of the two phenomena. Whereas customer references are completely controlled by the
Professional Service Firm, customer referrals are the result of client behavior and as such out-
side the control of the firm. Customer referrals can therefore both be valuable and dangerous,
as positive as well as negative word-of-mouth can occur, depending on the particular client’s

view on the Professional Service Firm.

The various points discussed in this chapter are summarized in the following figure:

Figure 8: Strategic advantages of clients from the market perspective
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7 Empirical data collection, analysis and interpretation
This chapter will present the empirical data gathered for the purpose of this thesis. The chap-

ter will begin with a short description of the purpose of the empirical data gathering, followed
by an explanation of the methods used throughout the data-gathering process. After this foun-
dation has been established, I will proceed to guide the reader through the questionnaires
while providing the reasoning behind the questions and the structure. Finally, I will analyze
the results of the questionnaires, based on some measure of statistical analysis, and compare
them to the theoretical discussions that preceded this chapter while implementing views and

comments from the interviews in the discussion.

7.1 Purpose of the empirical data: Supporting the assumptions
The purpose of this empirical data gathering has been — as indicated in the above heading — to
support the theoretical assumptions made so far and assess to what degree this theoretical
framework is actually mirrored in the conceptual mindsets of Professional Service Firms to-
day. In other words, to what degree are the related factors that I have so far identified as being
of strategic value to Professional Service Firms, considered to be of importance by actual pro-
fessionals and their clients? To achieve this, I have conducted both quantitative and qualita-
tive empirical data gathering in the form of online surveys and personal interviews. In the

following, I will describe the purpose of each of these.

7.1.1 Quantitative data
As previously stated, the subject of this paper is to a certain extend roaming in previously

unexplored territory. This quantitative empirical study is therefore not meant to be a statisti-
cally significant and valid support of the importance of the proposed factors, but instead
meant to serve as a first attempt — a scratching of the surface, if you will — at determining the

current patterns of practice and thinking of Professional Service Firms and their clients.

In order to achieve this, I have conducted two surveys — one aimed at clients of Professional
Service Firms, and one aimed at employees of Professional Service Firms. The purpose of the
former is to examine how the proposed market factors actually affect prospective clients’ pur-
chasing decision while the latter survey serves to examine both to what degree the proposed
organizational factors actually matter to professionals but also to what degree they perceive

the market factors to be influencing the purchasing decision.

The results will present an indicative ranking of the factors, as some factors will score higher

on importance than other.
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7.1.2 Qualitative data
Qualitative data for the thesis has been gathered in the form of personal interviews focusing

both on the market factors and the employee factors. The interviews are not meant to serve as

a case but merely as a validation of the quantitative results.

As such, the interviews will not be analyzed explicitly but instead be implemented when rele-
vant throughout the remainder of this paper. When discussing the relative importance of the
various factors, I will thus proceed to apply excerpts from the conducted interviews, so as to

qualify and explain the results of these surveys.

Table 4: Interviewee overview

[ Name | Company | Companytype | Position | Perspective

Anders Kold Koompany Management Partner Employee
Consulting Perspective

Knud Hggh 12r Engineering Senior Engineer, Employee

Knudsen Consulting Project Manager Perspective

Rasmus Mgller cowl Engineering Executive Employee and
Consulting Assistant Client Perspective

7.2 Framework for gathering and analyzing data
In this section, I will take the reader through the questionnaires designed to gather data and
the approach taken in analyzing this data. For a discussion on the methodological choices un-
derlying this approach to data gathering and analysis, I refer the reader to the dedicated me-

thodology section (Section 2: General methodology).

7.2.1 Building the survey frameworks
In this section, I will discuss the overall rationale for constructing the questionnaires in the

manner chosen. For a full review of the question frameworks, I refer the reader to Exhibit 6
and Exhibit 7. Generally, the applied frameworks where chosen so as to test the proposed fac-

tors against the practices carried out by professionals and clients alike.

The survey focusing on the client’s perspective was comprised of three different sections. The
first section focused on the client’s purchasing decision, asking the respondent to rate the de-
gree to which various factors affected their choice of Professional Service Firm. The purpose
of this section was to assess to what degree the identified factors within the market perspec-
tive actually are of importance in the client decision process. Following, the respondent was

asked to assess the likelihood of referrals as well as deterrence before finally answering a
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question regarding the willingness to share valuable information depending on the quality of

the professional-client relationship.

The survey focusing on the employees’ perspective was slightly more extensive than the
client survey, as it comprised both the employee focused factors as well as the market pers-
pective. Firstly, the respondents were asked to answer questions mirroring the questions asked
in the client survey regarding the purchasing decision. The aim of these questions was to es-
tablish to what degree the Professional Service Firms are in sync with the client in terms of
what factors are most important for the decision process. Knowing which factors affect the
clients decision is of significant importance in making strategic choices in terms of position-

ing and which projects and clients to focus resources on.

Secondly, the respondents were asked about which factors the Professional Service Firm
looks at when assessing the attractiveness of a client. The factors that have been identified
throughout this paper were grouped alongside other relevant factors, so as not to bias the re-
sults and make sure that the importance of the strategic factors was assessed relative to other
factors that still play a role in the attractiveness of a client. The purpose of this section was to
assess the degree to which the identified strategic factors are acknowledged by practitioners in

Professional Service Firms today.

Following these questions pertaining to the market perspective, the respondents were asked a
series of questions regarding the employee perspective. For the factors identified during the
discussion of the employee perspective (see: 5 Strategic value of customers — the employee

perspective), the respondents were asked to rate to what extent the factors affected

- Excitement in delivering the service
- Quality of the output
- Development of professional competencies

- Desire to remain at current firm

In addition to the identified factors, the respondent was also asked to rate the importance of

the client-professional relationship with regards to the above parameters.

While excitement in delivery and desire to remain at current firm were intended as proxies
for professional motivation® and retention respectively, development of professional capabili-

ties aimed at determining to what degree the various factors are of value from the asset-based

* See section 5.3.1.1 for discussion on excitement as proxy for motivation

The Strategic Value of Customers in Professional Service Firms - Simon Witt - 2010

56




57

perspective of capability building. Finally, quality of output pertained to the discussion on
how client satisfaction is closely linked to employee satisfaction in professional services as
well as the importance of successful service deliveries in establishing client satisfaction and

loyalty, which in turn is a prerequisite for advocacy and referencing..

For both surveys, the respondents were asked to answer the questions using the 5-point Likert

scale, which looked as follows:

5 - To a very large extent
4 - To a large extent

3 - To some extent

2 - To a limited extent

1 - To a very limited extent

7.2.2 Building the interview framework
As the purpose of the interviews was to validate the survey results and probe into the underly-

ing drivers of these results, the structure of the interviews was essentially built around the
structure of the survey questionnaires. As such, the interviewees were presented with a graph-
ical presentation of the survey results and asked if the results matched their perceived reality

and how? For the question framework, I refer the reader to Exhibit 9 and Exhibit 10.

7.2.3 Analyzing the results
While the purpose of the surveys was to test the identified factors against the current state of

the professional services industry, extensive statistical analysis on the responses is not rele-
vant in this context. The intention is to show absolute and relative importance, thus leaving
detailed statistical analysis redundant. Furthermore, statistical analysis, such as student t-test
or Z-test (Sapsford, et al., 1996), requires a minimum sample size which has not been possible
to obtain during the data collection for this thesis. Assuming an infinite population of Profes-
sional Service Firms in Denmark alone, a 10% confidence interval would require a minimum
sample size of 100 companies. Even if one assumed that only 100 Professional Service Firms
existed in Denmark, the minimum sample size would be 51 companies (Israel, 2009). With a
total response count of 37 for the employee survey and 10 for the client survey (see Exhibit 5:
Empirical data - demographic data ), the results therefore do not qualify for actual statistical
analysis, even if this made sense in terms of desired use of the responses. The appropriate
analysis of the results would therefore be based on descriptive statistics, i.e. mean and va-

riance measures (Thomas, 2004). For all survey results, mean and standard deviations were
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thus calculated using Microsoft Excel, and sorted according to mean values. This created a
relative ranking of the factors based on the mean value of the importance of the individual
factors. Due to the sample size, it is however important to note that the results will not be sta-
tistically significant and will instead serve as an indication of the importance of the various

factors rather than a empirical proof of such.

7.3 Discussing the results
In this section, I will discuss the results of the two surveys. I will do so by presenting the
reader to graphs and tables summing up the results of the different sections of the surveys. In
discussing the results of the survey, I will include excerpts from the conducted interviews

where relevant.

7.3.1 The client purchasing decision
As Figure 9: Factors affecting the client purchasing decision shows, the most important fac-

tor affecting a prospective client’s choice of Professional Service Firm appears to be to what
degree the firm is generally considered to be competent. This factor is not only the highest
scoring but also the one with the lowest standard deviation, meaning that this result was the
least disputed one. Second only to this factor is one of the parameters identified during the
previous discussion, namely references and more specifically, the type of performed services
pertaining to the reference projects. However, the variance of this question is the highest
among this group. Overall, the three most important factors, (reputed competencies, refer-
ences and prior experience) all mitigate the intangible nature of professional services inas-
much as these serve as proxies for the delivered service quality (Meller, 2010). That is, a
firm’s reputed competence level is presumably an aggregate measure in the market place of
previous client experiences with the firm and will thus, for a prospective client, serve as a
strong indicator of the delivered service quality. In the same manner, references are direct
examples of previous service deliveries and thereby proof of past service quality. Finally,
having past experience with a Professional Service Firm is naturally the best guarantee one

can get of the quality of services.
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In terms of strategic implications for the Professional Service Firms, the fact that the most

important factors in the client decision process all relate to the firm’s past experience in some

form, supports the strategic importance of choosing the right clients and projects. As both

Figure 9: Factors affecting the client purchasing decision
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Kold (Kold, 2010) and Knudsen (Knudsen, 2010) pointed out, the fact that so much of the

client decision is based on a firm’s past experience, essentially means that the type of projects

you have undertaken signifi-
cantly affects the type of
projects you are able to get in

the future.

Surprisingly, referrals and es-
pecially personal relations
seem to be relatively less im-
portant in affecting the client
decision, albeit they both have
fairly high standard deviations.

Figure 10: Empirical data - referral tendencies
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According to Rasmus Mpgller of COWI (Mgller, 2010), the low relative importance of these

factors, while initially surprising, actually fits well into the overall picture. While referrals are

sometimes an important factor in the decision process (as indicated by the high standard devi-
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ation), there is according to Mgller a tendency among clients to believe that the particular
situation that leads that client to seek the advice of a Professional Service Firm is unique to
that client, thus rendering referrals somewhat useless, as they do not directly relate to the
client’s own situation. This indicates that the main value of client advocacy lies in its ability
to build overall firm reputations, which on the other hand is the most important factor in the
client decision. In that sense, adding to the importance of referrals is the fact that clients seem
to be highly prone to passing on experiences — good or bad — to friends and colleagues who
might be considering doing business with the Professional Service Firm in question (see Fig-
ure 10: Empirical data - referral tendencies). Recognizing the potential value of a referral

client is therefore of considerable importance for a Professional Service Firm.

As for the apparently low importance of the professional-client relationship, Meller argues

that one need s to look at exactly what the value of the relationship is. He thus argues that the

Figure 11: : Factors affecting the client purchasing decision - the employee perspective
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relationship itself is not important, but that the knowledge that the relationship offers the
client is however of significant value. That is, through a close relationship with one or more
professional(s), the client will be able to better assess the likelihood of a satisfactory outcome.
Moller therefore points out that the low score of the relational aspect might be due to respon-
dents’ interpretation of the relationship as just that, while not considering the information val-

ue of such a relation.

Looking at Figure 11: : Factors affecting the client purchasing decision - the employee pers-
pective, it appears that the professionals are in fact well aware of the factors that most affect
the client’s purchasing decision. This is seen by the fact that the relative ranking of the factors
presented by the clients is essentially matched in the employee focused survey. However,
Anders Kold of Koompany (Kold, 2010) argues that professionals often attempt to win a
project to a matter of price — not because it is the most important aspect but because it is the

easiest parameter to affect and relate to.

Overall, it appears that the factors identified through the theoretically founded discussion —
1.e. references, referrals and prior experience - all play a role in the client decision process.
Whereas references and prior experience both seem to be highly important, referrals appear to
be somewhat more doubtful in their importance, presumably due to the unique nature of every
project and thereby the difficulties in applying one client’s experience with a Professional
Service Firm to another client’s situation. Through affecting the overall reputation of the firm,
which is the most important factor in the client decision, referrals do however play an impor-

tant role, albeit a bit more indirectly.

7.3.2 The employee perspective
Looking at how different client and project characteristics affect the professionals (Figure 12:

Factors affecting the employees), it becomes clear that a main driver of motivation, retention
and capability building is to professionally challenge the employees of Professional Service
Firms. It does however appear that there exists confusion in terms of distinguishing the con-
cepts of innovative and challenging projects, as these two appear to be displaying the same
score patterns in the four categories, with innovative projects consistently scoring lower than
purely challenging projects. The degree to which this could have been avoided by a different
construction of the questionnaire is outside the scope of this paper, but it appears that there

are grounds on which to conduct a discussion on a) the notion of distinguishing between chal-
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lenging and innovative projects in the first place and 2) how to make explicit such a

difference.

Figure 12: Factors affecting the employees
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As expected from the theoretical discussion, the relational aspect seems to be most important

in ensuring quality in the service delivery. As such, it supports the discussion conducted in

section 6:Strategic value of customers — the market perspective in which it was argued that

the quality of the client-professional relation-

ship is directly proportional to the

ability of the professional to deliver a

high quality service — a relationship

illustrated in Figure 8: Strategic ad-

vantages of clients from the market

perspective. It is however interesting to

note that from the client-oriented sur-

vey, it appears that clients are only

somewhat more inclined to share valu-

able information with professionals if
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Figure 13: Empirical data - information sharing
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they have a personal relation to them; as shown in Figure 13: Empirical data - information
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sharing. This indicates that the value of the client-professional relationship lies not as much in
the client opening up to the professional as the relationship evolves, but more in the profes-

sional gaining a better understanding of the client.

The prestige of a client appears to be of limited effect on all four parameters in the survey. In
fact, this factor is consistently rated as the least important one, except when looking at the
excitement in delivering services. Even though the importance with regards to employee ex-
citement/motivation is still only medium (3="to some extent”), it is still worth noting that the
prestige of a client does appear to have some influence on the job excitement of the profes-

sionals.

Overall, this section of the survey has indicated that the most important driver in all aspects of
the employee perspective is challenging and, to a slightly lesser extent, innovative assign-
ments. The importance of relationships and clearly defined success criteria appear to be em-
pirically supported inasmuch as the focus is on employee excitement and the quality of deli-
vered services. Especially clearly defined success criteria appear to be important in securing a
high quality professional service level. Finally, it appears that neither the length of a project

nor the prestige of a client noticeably influence the four employee factors.

7.3.3 Choosing clients
When asking the professionals how they actually go about choosing between different clients

and projects, it becomes clear that there is indeed a considerable gap between theoretical rec-

ommendations and real-world practices.

As Figure 14: Choosing customers shows, the parameters that seem to be top of mind for
professionals are long-term potential, client finances and size. These factors, while unques-
tionably important for any Professional Service Firm, also show what both academics
(Maister, 1993) and practitioners ((Kold, 2010) and (Meller, 2010)) refer to as the reactive
nature of client selection in professional services. When looking at the attractiveness of a
client, the long-term strategic factors such as developing capabilities, innovation and custom-
er reputation appear to be considered less important than the three highest scoring factors.
According to Kold (Kold, 2010), this is simply because it is easier to relate to (and asses) the
long-term revenue potential and the short term payment potential represented by the client
finances. Interestingly, size — which was included in the survey as a control factor — is argued
by Mpoller (Moller, 2010) to be of some strategic importance, as a big client will often

represent not only significant add-on selling potential but also obvious reference value.
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Mpller however notes that dealing with bigger clients also has its disadvantages, as it can
sometimes mean that the client’s bargaining power increases significantly, thereby squeezing
prices — as discussed during the strategic analysis of the professional service industry in sec-

tion 3.4.1: The strategic landscape of Professional Service Firms.

Figure 14: Choosing customers
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From this part of the survey, it becomes obvious that there is indeed a need for a framework

explicitly presenting the strategic aspects of clients and projects.

7.4 Chapter summary
Upon conducting an indicative empirical testing of the identified factors, it is now possible to
sum up the client and project characteristics that provide value to the Professional Service

Firm — this summary is found illustrated in Figure 15: Factors of strategic client value.

All of the proposed factors seemed to be supported empirically, with the exception of presti-
gious clients’ effect on employee motivation and retention. Challenging and innovative
projects, on the other hand, were supported in being of great value in terms both of motiva-

tion, retention and capability building.

The surveys also showed how the most important parameters in the client’s decision process
all serve the purpose of providing ex-ante quality assurance and that the single most important

factor is firm reputation, which indirectly underlines the importance of client advocacy.
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Through the empirical research it was also underlined how important the relational aspect is
for the success of client relationships, albeit not through increased information sharing but

which presumably means that the value of a relationship is increased knowledge and under-

standing of the client.

Figure 15: Factors of strategic client value
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8 Quantifying the factors and building the framework
In this section, I will one by one discuss the different values and the way in which they affect

a firm’s bottom line, i.e. their financial value. This discussion will be based on a combination
of the previous theoretical discussions and the conducted interviews. For some factors, quanti-
fying this value will be too arbitrary, as the nature of the factor is so qualitative that any at-
tempt to quantify it will be futile. Furthermore, few of the factors have been discussed in the
academic literature in a quantification context, so the theoretical base only allows for a quanti-

fication discussion on a couple of the factors. Finally, the framework is constructed.

8.1 The employee perspective
In this section, I will discuss the possible quantification frameworks pertaining to the factors
identified under the employee perspective. These factors are generally related to two overall
parameters, namely increasing employee motivation and retention and the asset-based pers-
pective of building capabilities. This discussion will therefore focus on the overall financial
impact of the effects of the factors as well as specific quantification frameworks that make

sense to discuss explicitly with regards to certain factors.

Overall, the factors in the employee perspective all contribute (to some extent) to employee
motivation and retention as well as building individual and firm capabilities. However, the
degree to which each specific factor for each individual project/client contributes towards e.g.
increased motivation is impossible to assess, making a quantification of any motivation, reten-
tion or capability building contribution pertaining to specific projects highly arbitrary. A
project that is highly challenging will undoubtedly — based on the previous theoretical discus-
sion as well as empirical study — increase employee motivation, retention and capabilities, but
exactly how much so is hard to asses. A high quality relationship will further a higher quality
output and higher employee motivation, but exactly how much employee motivation is de-
rived from that particular project as opposed to all the factors that drive employee motivation
(see section 5.2 Motivational theory) would again be a very arbitrary assessment. Essentially,
motivation is an aggregate measure, making the various factors’ individual contribution hard
to determine, let alone the project specific contribution. It therefore makes more sense to
briefly discuss the financial impact of overall increase in motivation, retention and capability
building respectively, so as to give managers an idea of the potential financial benefits of fo-

cusing on the identified factors.
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Increased employee job satisfaction, which in this context also covers motivation, has been
shown to result in measureable direct-cost saving related to primarily increased employee

performance (Mirvis, et al., 1976).

Even though Maister as well as Mirvis (et al) argue the case of a direct relationship between
overall motivation and a company’s economic success, determining exactly how much e.g.
clearly defined success criteria increase motivation and thereby economic performance of the
firm (through the relationship established in Maister’s Motivational Spiral) would be arbi-
trary, at least based on the existing theoretical foundation. The factors affecting this parameter
will thus not be sought quantified and will instead be included in the strategic scorecard in-

cluded in the framework.

A direct link exists between employee retention, experience and output. This is often dis-
played in a concave performance function, as a maximum output level will eventually be
achieved (Whitt, 2006). The relationship basically dictates that retained employees will have
accumulated experience that enables them to solve problems more effectively and to a higher
quality than less experienced employees. It thus follows that the value of employee retention
is that of increased efficiency and quality in providing the services but also the saved cost of
not having to replace the employee with a less experienced professional who will require

training and adjustment (Tziner, et al., 1996).

As for capability building, the effects are perhaps even harder to quantify, as this parameter
more counts towards ensuring the firm an overall sustainable strategic advantage in a long-
term perspective. As such, predicting and assessing the exact value created by the capability-
contribution of a single project or client is, just like the previously discussed parameters, high-

ly arbitrary and to no extent supported in academic literature.

In fact, the only factor under the employee perspective that can be reasonably quantified is
innovation. Kold (Kold, 2010) along with Mgller (Moller, 2010) argue that the value of inno-
vative solutions in the employee perspective lies in the extent to which such a solution can be
applied to future similar problems, thereby decreasing the amount of time the professional
will require to solve the issue. If a Professional Service Firm is looking at a project that is
outside of the current skill set and will thus require an innovative solution, the firm might
assess that this solution will be directly applicable (at least on a framework level) to similar
projects in the future, which will save approximately 20 man hours per project. If this type of

project is expected to be undertaken twice a year over the next three years and if the firm on
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average calculates hourly costs at 500 DKK, then the value represented by this project being

innovative is
500 DKK/hour x 20 hours = 10,000 DKK per year

The generic formula for the value of innovation in Professional Service Firms is therefore:

V= Sn‘ (Cost per hour X hours saved per project X expected number of project in year n)
= (1 + Discount factoryn

i=0

8.2 The market perspective
The factors pertaining to the market perspective, i.e. client references and referrals, are the
only factors identified in this thesis that have in fact been discussed academically in terms of
quantification. Ryals (Ryals, 2008) has taken a first step in determining the indirect value of a
customer, focusing on the additional business that customers can generate through referencing
and advocacy/referrals. Through consultations with academics and practitioners alike, she
arrived at a probabilistic approach, where the rationale basically is, that the value created
through these factors is an increased probability of gaining additional business and thereby
profit. Ryals’ framework then calculates the increase in probability achieved through cus-
tomer X and then multiplies this with the estimated profit on the additional business, in order
to arrive at a monetary value of the reference and advocacy activities. This value is then dis-
counted at the appropriate discounting factor to arrive at a net present value. Ryals proposed

valuation framework for reference and advocacy thus looks as follows:

- ((Prob. with Client X — Prob.without Client X) x Profitof additional business\
VRga = 7

‘ (1 + Discount factory”
=0

In addition to this quantifiable value provided by the generation of additional business, cus-
tomer advocacy also offers a more strategic value through enhancing the firm’s reputation in
the marketplace. While this effect is far too broad to value, especially on a client/project-
specific level, a strong reputation in the marketplace will, all things equal, enable the firm to
rise above mere price competition and thereby maintain the premium margins that will allow
it to achieve the opposite of the discussed death spiral of price competition, namely an up-
wards-spiraling cause-and-effect relationship between marketplace success and employee

performance.
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8.3 Building the framework
Based on the preceding discussion, it is now possible to construct a framework in which some
factors are quantified as an extension to the traditional customer valuation framework, while
some factors are considered from a more qualitative perspective in a scorecard. After con-

structing the framework, I will demonstrate the intended use through a fictional example.

I have argued that most of the identified factors are at the moment too arbitrary to be quanti-
fied, both based on the nature of the factors and the current advancement in academic litera-
ture on the subject. In fact, the only factors that have been identified as being quantifiable are
the market factors of reference value and referral value and to some extend (inspired by the
empirical data of this paper) the value of innovation. This leads to a framework in which these
factors are assessed financially, while the remaining factors are considered strategically in a
scorecard supporting the model. The framework therefore technically consists of two models:
One that identifies the factors that a manager in a Professional Service Firm can consult in
identifying the important characteristics of clients and projects (see Figure 15: Factors of
strategic client value) and one that will actually allow for the assessment of total value
represented by a client of project, based on the presence of the characteristics in the first

framework.

The framework builds on the established Customer Lifetime Value measure, as it includes all
traditional financial benefits pertaining to the client relationship’. Added to this traditional

financial measure is then the value of the factors identified in this paper:

o The value of the additional business created through client references and advoca-
cy. This value is estimated using a probabilistic approach as discussed in the pre-
ceding section

o The value created in case the project results in an innovative solution that will en-
able the firm to spend fewer hours on similar projects in the future. This value is
estimated by multiplying the relevant hourly cost with the estimated number of

hours saved.

Having estimated the total financial value of the client/project, the framework also call for an
additional, qualitative assessment of any intangible value created, such as increased motiva-

tion resulting from a challenging project, the degree to which the project will expand em-

> For details on the traditional customer valuation frameworks, see section 4.1.1: Determining the value of a
customer — the existing frameworks
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ployee competencies (i.e. grow the human asset base of the firm) or help build the firm’s rep-

utation through advocacy (i.e. grow the reputational asset base of the firm).

Figure 16: Strategic customer value - strategic valuation framework

- Value of -Increased motivation

Customer references - Increased retention TOTAL ESTIMATED

VALUE OF CUSTOMER

Lifetime - Value of referrals - Building capabilities
Value - Value of - Service innovation
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Source: Author’s own creation
SCV = CLV + Vgga + Vi + A¢motivation, retention, innovation and capability building)

As an example, consider the two clients from the example in chapter 4: 4 review of current
customer valuation frameworks , where conventional customer valuation frameworks arrived
at NPV’s of 2,800,000 DKK and 3,200,000 DKK for Client A and Client B respectively. This

initially led the firm to allocate more resources to Client B.

Client A is however expected to represent considerable reference and referral potential, just
like the specific project undertaken will challenge the professionals and likely require a highly
innovative solution that can be applied in future projects. The additional business that is ex-
pected to be generated through the reference and referral value of the client/project has an
estimated value of 2,000,000 DKK (profits) and currently carries a 30% likelihood of being
realized whereas the client’s referral and especially reference value would increase that prob-
ability to 80%. The project solution is expected to save approximately 20 hours on similar
future projects, which is expected to total 300 hours for the next 3 years. The average cost per
hour for the firm is set at 400 DKK. Thus, the overall value of the client using the proposed

framework would be as follows:

Total financial value of Client A = 2,800,000 DKK + 2,000,000 DKK x (0,8-0,3) + 300 hours
x 400 DKK/hour = 3,920,000 DKK

Total strategic value of client/project: The client represents an estimated DKK 3,920,000 in
future profits, both in terms of directly generated profits and increased probability of addi-
tional business through reference and referral activities. The advocacy provided by the client
is also expected to have a positive effect on the firm’s overall reputation, which will help sus-
tain the current favorable position in the market. Furthermore, the project is expected to have

significant positive effect on employee motivation by being highly challenging and on the
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edge of the current competencies of the involved professionals. This project will thus position
the firm favorably, both in financial terms, in terms of market presence and in terms of em-

ployee motivation and retention.

As this example shows, applying the proposed framework will result in a more comprehen-
sive understanding of the value represented by different clients, which will lead to more in-

formed strategic decisions.
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9 Final discussion, conclusion and perspectives

9.1 Final discussion
The Professional Service Firm faces significant strategic challenges, both in terms of its input
market (Maister, 1993), i.e. the high degree of human asset dependency, and in terms of the
output market, i.e. overcoming the inherent intangibility of the services rendered, differentiat-
ing the firm in an increasingly competitive market while protecting the business from new
entrants. If a firm fails to focus on one or more of these factors, it can have severe implica-
tions, both strategically and financially, as illustrated by Figure 4. The death spiral of price
competition in professional services. By taking a strategic approach and focusing on the pro-
posed factors for managing clients and projects, the firm will be able to balance the various

factors so as to effec- Figure 17: Strategic and financial impact of identified factors
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currently outside the firms capability set.

As such, the proposed framework will not only allow the Professional Service Firm to more
comprehensively asses the financial value contributed by a specific client or project, but also
to assess to what degree the client/project contributes to the overall strategy of the firm in
providing competitive advantages for long-term success. It thus becomes possible for the Pro-
fessional Service Firm to actively address its strategic challenges, i.e. employee (supplier)

dependency, increased competition and low entry barriers.
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In addition, it must be noted that even the strategic factors in the model, e.g. increased em-
ployee motivation, have a direct (albeit difficult to measure as such) impact on the financial
success of a Professional Service Firm; a relationship that has been shown through the spiral

presented several places in this paper.

It is also important to note that the discussed differences between various types of Profession-
al Service Firms have an impact on the model’s components. More specifically, the degree of
output intangibility and professionalization will affect the need for, and thus the value created
by, the market factors, c.f. Figure 2: Framework for determining need for mitigating ex-ante
client uncertainty. This does however not change the general structure of the framework, but
merely the value that the different components contribute. Such an assessment will be a
judgment call by the relevant managers, depending on the specific firm, client and other con-
textual factors. An accounting firm, being more professionalized than other types of Profes-
sional Service Firms, would for example ascribe less value to the reference and advocacy

components of the model.

Such a strategic framework would appear to be of great value to Professional Service Firms.
As discussed in section 3.4:Why is a focus on customer value of strategic importance Strateg-
ic, strategic management of Professional Service Firms must be decentralized due to the flex-
ibility required in serving local client needs. It thus becomes a matter of communicating and
distributing clearly formulated and prioritized goals based on an overall vision, all of which
must be somewhat consensus-based (Lewendahl, 1997). In other words, managing a Profes-
sional Service Firms means making sure that all decision-makers know and respect the priori-
ties set for the utilization and accumulation of strategic resources, given the goals and the stra-
tegic vision of the firm. In the context of this paper, it thus follows that giving decision-
makers a framework for making client portfolio decisions is essential for effective strategic

management of a Professional Service Firm.

9.2 Conclusion
Throughout this paper, I have sought to establish a framework that will allow Professional
Service Firms to comprehensively assess the total strategic value of clients and projects, i.e
characteristics that provide not only a financial advantage but also help the firm to sustainable

long-term success.

Professional Service Firms are knowledge-intensive firms with low capital intensity, which

creates a considerable dependency on the employees of the firm, as they — through specialized
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knowledge and application of said knowledge — have a direct impact on the performance and

success of the firm.

Furthermore, Professional Service Firms produce highly intangible output (albeit to a varying
degree) which creates challenges in the selling process, as it prevents prospective clients from
assessing the quality of a firm’s services prior to making the purchasing decision. The degree,
to which this ex-ante uncertainty needs to be addressed by the firm, depends partially on the
level of professionalization in the industry, i.e. to what degree the profession is guided by
explicit norms and regulations instituted by an organ overseeing and licensing professionals in
the industry (e.g. accounting firms). As membership of a professional organization in itself
provides a certain amount of quality assurance, it lessens the need for providing other means

of ex-ante proof of quality.

In addition to these that these characteristics, Professional Service Firms are highly dependent
on the quality of the relationship, as the production of the service essentially takes place in

cooperation with the client.

The main challenges facing Professional Service Firms today are supplier dependency (i.e. the
professionals, as their knowledge is considered the only real input of production), increased
competition - which squeezes margins - and the threat of new entrants due to low entry bar-
riers. Due to the direct relationship between employee performance and firm performance, a
so-called death spiral of price competition was presented, showing how price competition and
lower margins, all things equal, will result in lower remuneration and thus employee perfor-
mance. This will in turn lead to inferior service quality and thereby even lower margins — in
other words, a downwards-spiraling development. To avoid such a spiraling effect, Profes-
sional Service Firms need to have an explicit strategic focus on addressing both the employee
dependency and possibilities for differentiation, so as to avoid price competition and shield
the firm off from the potential threat of new entrants. Overall, the strategic challenges can be

grouped in an employee (internal) and a market (external) perspective.

Despite these considerable challenges, Professional Service Firms have long neglected such
an explicit strategic focus, as it has been viewed as contradictory to the industry’s need to be
flexible, customize its services to the individual client and put the client before the pursuit for

profits.
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As for the current frameworks for customer valuation, these fail to include the more indirect
sources of value creation. The current models, such as Customer Lifetime Value, only include
cash flows directly relatable to the client relationship by assessing the revenue generated over
a reasonable timeframe and then calculating the profit on this revenue and discounting the
numbers to arrive at a Net Present Value of the client. Such a measure might neglect other
value drivers pertaining to a client which could lead to inefficient strategic decision. The ways
in which to expand this framework, and determining which factors to include, is however a

subject that the academic literature has yet to establish a consensus on.

Due to the nature of professionals, being professionally restless types with a constant need to
perform, a key component in maintaining motivation through excitement is to provide profes-
sionals with challenging and maybe even innovative projects. Aside from improving motiva-
tion, such challenging projects will also build the human asset base of the firm by developing
the skill set of the professionals. In addition, it was proposed that more prestigious clients
would further employee motivation, as professionals are often looking for a job to further
their careers, in which case a recognizable client will create a reference point for a potential

future employer.

From a market perspective, the importance of customer loyalty was first established. While
this is not an actual value characteristic represented by the client as much as a result of the
action of the Professional Service Firm, its importance did however warrant a discussion. Due
to the relational nature of professional services, successful client relationships were shown to
be somewhat self-sustaining, which helps create a countermeasure to the low entry barriers of
the industry. Furthermore, a strong client relationship built on satisfaction is the prerequisite
for the behavioral factor of customer advocacy, i.e. satisfied clients who talk about the firm to
other prospective customers. Such referral activity not only creates additional business but
also helps shape the firm’s reputation in the market, thus providing a differentiation factor
that shields it against both price competition and new market entrants. It is however important
to note customer advocacy is hard to control for the Professional Service Firm, making it a
dangerous, two-edged sword as disgruntled clients can affect the firm’s reputation negatively
just as well as satisfied clients can have a positive effect on firm reputation. Significantly
more controllable is the value of client references, which under the control of the firm creates
additional business but does not have the same amount of reputational effect of the advocacy

factor.
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After identifying the relevant factors, these were tested in an empirical survey, where respon-
dents were asked to rate the importance of the various factors, both from an employee and a
client perspective. The collected data indicated that all proposed factors were indeed of im-
portance, with the exception of the proposed link between client prestige and employee moti-
vation, where the effect appeared to be weaker than anticipated. Also, the client-oriented sur-
vey indicated that referrals in themselves are not that important, which points to the value of
these being more in that they helps shape the general reputation of the firm, which on the oth-
er hand is the most important factor in the client decision process. Finally, the data indicated
that Professional Service Firms take a reactive approach to client selection, focusing more on

direct, quantifiable measures rather than the strategic factors identified in this paper.

The final step before constructing the framework was a discussion on the possibilities of
quantification regarding the identified measures. The additional business created by referenc-
ing and advocacy along with the future resource savings enabled by innovative solutions was
established as the only factors that could be quantified with some measure of validity. The

remaining factors were conversely included in the framework on a strategic level.

The final framework is thus an extension of conventional profitability measures, adding both
quantitative components and a scorecard to highlight the intangible, but yet strategically im-
portant, effects. The value of such a framework is thus that it allows the firm to proactively
address the identified strategic challenges. This is done by accurately focusing resources on
specific clients based on not only a more precise measure of the financial value provided but

also a better understanding of the strategic value represented by these clients and projects.

9.3 Perspective
The proposed framework is meant to offer the Professional Service Firm insight as to the full
value represented by a client. This is however not to say that I would expect a firm to solely
take the suggested approach, as I understand the need for a certain amount of short-term utili-
zation focus. It is thus a framework that can be used in practice as well as on a more concep-
tual level, so as to highlight the important characteristics. As this is a fairly young academic

field, there are still many issues worth probing into:

The theoretical discussion conducted in the thesis is built on literature that is currently domi-
nated by very one-sided arguments due to lack of theoretical discussion on the subject. As the
theories on the subject evolve, some of the arguments put forward in this paper might be chal-

lenged, thus calling for a more critical look at the finding of this thesis.
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The empirical data collected for the purpose was regrettably not of statistical significance,
meaning that no definite conclusions could be drawn from it. If one was to undertake an em-
pirical study that yielded stronger results, it could more conclusively show the nature of the

various dynamics pertaining to the discussion.

Another subject briefly touched upon in this discussion has been the differences that exist
between the various types of Professional Service Firms. Further research on this subject

could greatly nuance the picture painted in this paper.

While the paper has focused heavily on the motivation and retention of professionals, it has
not discussed how client and project characteristics affect the attraction of new professionals.
While I would assume that it would be many of the same factors discussed throughout this
paper, I would require a dedicated discussion on the subject, which would contribute to a
more comprehensive perspective on the importance of clients and projects in Professional

Service Firms.

Finally, the quantification of the identified factors was limited due to the lack of academic
literature on the subject. It would therefore be valuable to look specifically on how to value

the identified factors, so as to make the framework less diffuse and open to interpretation.

The proposed framework is thus an applicable tool that, by addressing some of the above li-
mitations, could achieve a higher degree of nuance, so as to add value to the application in

different types of Professional Service Firms.
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Exhibit 1: Process for data collection through surveying
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objectives

Intial planning

Creating Writing
survey questions

Selecting and
contacting
sample

Create
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Selevting
target audience

Gaining
approval from
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Conduct test of
survey

Analyze data

Source: Inspired by Susan Thomas (Thomas, 2004)
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Exhibit 2: Thesis structure
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Exhibit 3: Differences between goods and services
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Source: Adjusted from (Jacobsen, et al., 2004)

Exhibit 4: Herzberg's taxonomy for employee motivation

Hygiene factors Motivational factors

Examples

Recognition, Job Content,
Salary, Status, Job Security
Personal Performance

Positive impact if present  '\© Yes
Negative impact if not Vi No
present
Source: Inspired by (Jacobsen, et al., 2004)
Exhibit 5: Empirical data - demographic data
ofs Oograp OJNOAVASIS e
Management Consulting 14/-
PR -
Law 1|-
Engineering Consultant 21|-
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Exhibit 6: Client-oriented survey questionnaire

DEMOGRAPHICS

What industry does your company primarily operate in?

Management
Consulting, PR, Law,
Auditing, Engineering
Consulting, Other

Have you in your current or a past positiong been
responsible for selecting a professional services provider?

Yes/No

DECISION PROCESS: When choosing a professional service firm, to what extent do
the following factors play a role in your decision?

Company is generally perceived as being innovative

5-point Likert-type scale

Company is perceived as being professionally competent
and/or offer high-quality products

5-point Likert-type scale

Company employees are generally perceived as being
sympathetic/empathetic

5-point Likert-type scale

Referrals from friends and colleagues

How much do the reputation and status of the reference
customer matter?

5-point Likert-type scale

5-point Likert-type scale

How much does the type of delivered service matter?

5-point Likert-type scale

If you have had a positive experience with a professional
service firm in the past, how likely are you to use that firm
again without exploring other options first?

How important are personal relations with firm
employees

5-point Likert-type scale

5-point Likert-type scale

How important are the percieved skill of the individual
employees

5-point Likert-type scale
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To what degree do you percieve price to be an indicator of
the quality of the services rendered?

5-point Likert-type scale

To what degree does price affect the final decision?

INFORMATION SHARING

To what extent does your personal relationship with the
employees of the professional service firm affect your
willigness to share sensitive information with them?

WORD OF MOUTH

If you have had a positive experience with a professional
service firm, how likely are you then to refer others to that
firm?

5-point Likert-type scale

5-point Likert-type scale

5-point Likert-type scale

If you have had a negative experience with a professional
service firm, how likely are you then to deter others from
doing business with that firm?

Name

FOLLOW-UP CONTACT

5-point Likert-type scale

Position

Firm

Phone number
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Exhibit 7: Employee oriented survey questionnaire

DEMOGRAPHICS

What industry does your company primarily operate in?

Management
Consulting, PR, Law,
Auditing, Engineering
Consulting, Other

THE CLIENT DECISION PROCESS: When a client is to choose a professional service
provider within your industry, to what degree do you believe the following factors

to be of importance?

Company is generally perceived as being innovative

5-point Likert-type scale

Company is perceived as being professionally competent
and/or offer high-quality products

5-point Likert-type scale

Company employees are perceived as being
sympathetic/empathetic

5-point Likert-type scale

Referrals from friends and colleagues

How much do the reputation and status of the reference
customer matter?

5-point Likert-type scale

5-point Likert-type scale

How much does the type of delivered service matter?

If the client has had a positive experience with you firm in
the past, how likely do you think that client is to use your
firm again without exploring other options first?

5-point Likert-type scale

5-point Likert-type scale

How important are personal relations with firm
employees

5-point Likert-type scale

How important are the percieved skill of the individual
employees

5-point Likert-type scale
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To what degree do you believe the client views price as an
indicator of the quality of the services rendered?

5-point Likert-type scale

To what degree do you think price affect the clients final
decision?

5-point Likert-type scale

CHOOSING CLIENTS: When your firm is deciding which client to target and how, to

what extent are the following parameters factored in?

The reputation of the client

5-point Likert-type scale

Long-term potential

5-point Likert-type scale

Opportunity to develop competencies

5-point Likert-type scale

Opportunity for innovation

5-point Likert-type scale

Size of client

5-point Likert-type scale

Client's financial situation

5-point Likert-type scale

Client's percieved price sensitivity

5-point Likert-type scale

Client strategy

5-point Likert-type scale

Business related limitations (e.g. conflicts of interests)

CLIENT RELATIONS: To what extent does a close relations

the following factors?

Satisfaction in delivering service

5-point Likert-type scale

ip with the client affect

5-point Likert-type scale

Quality of output

5-point Likert-type scale

Development of professional competencies

5-point Likert-type scale

Desire to remain at current firm

5-point Likert-type scale
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CHALLENGING PROIJECTS: To what extent does a professoinally challenging project
dffect the following factors?

Satisfaction in delivering service

5-point Likert-type scale

Quality of output

5-point Likert-type scale

Development of professional competencies

5-point Likert-type scale

Desire to remain at current firm

CLIENT PRESTIGE: To what extent does the client's status in the market place affect
the following factors?

Satisfaction in delivering service

5-point Likert-type scale

5-point Likert-type scale

Quality of output

5-point Likert-type scale

Development of professional competencies

5-point Likert-type scale

Desire to remain at current firm

INNOVATION: To what extent does an innovative project affect the following
factors?

Satisfaction in delivering service

5-point Likert-type scale

5-point Likert-type scale

Quality of output

5-point Likert-type scale

Development of professional competencies

5-point Likert-type scale

Desire to remain at current firm

FOLLOW-UP CONTACT

Name

5-point Likert-type scale

Position

Firm

Phone number

Email
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Exhibit 8: Survey results - summary on employee factors
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Exhibit 9: Question framework for client-oriented validation interview
The following graphical illustrations show the aggregate average scores resulting from the

conducted survey. The scores are related to the 5-point Likert scale, which is structured as

follows:

5 =To a very large extent
4 =To a large extent

3 = To some extent

2 =To a limited extent

1 =To a very limited extent

Factors affecting the purchasing decision

--- Insert graphical presentation of relevant results ---

e How do the results fit with your general perception of real world?
e How does an innovative firm reputation affect your decision?

e How do the professional capabilities affect your decision?

e How does the reputation of reference clients affect your decision?
e How does the type of reference projects affect your decision?

e How do referrals affect your decision?”

Referrals
--- Insert graphical presentation of relevant results ---

e How do the results fit with your general perception of real world?
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Exhibit 10: Question framework for employee-oriented validation interview

The following graphical illustrations show the aggregate average scores resulting from the
conducted survey. The scores are related to the 5-point Likert scale, which is structured as

follows:

5 =To a very large extent
4 =To a large extent

3 = To some extent

2 =To a limited extent

1 =To a very limited extent

Employee perceptions: Factors affecting the client purchasing decision
--- Insert graphical presentation of relevant results ---
e How do the results fit with your general perception of real world?
Choosing customers
--- Insert graphical presentation of relevant results ---

e How do the results fit with your general perception of real world?

Effect on employees — a breakdown
--- Insert graphical presentation of relevant results ---

e How do the results fit with your general perception of real world?
e How is the satisfaction/motivation of the professional affected by:
o Client relations
o Challenging projects
o Prestige-value of client
o Innovative projects
e How is the quality of the service affected by:
o Client relations

o Challenging projects
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o Prestige-value of client
o Innovative projects
e How is capability building affected by:
o Client relations
o Challenging projects
o Prestige-value of client
o Innovative projects
e How is a professional’s wish to remain with his current employer affected by:
o Client relations
o Challenging projects
o Prestige-value of client
o Innovative projects
e What is the value of:
o Increased motivation
o Increased service quality
o Capability building

o Employee retention
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