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1. Introduction and problem statement

Manufacturers increasingly seek new ways to diffeate in buyer-seller relations (Ulaga and Eggert,
2006). Marketing has evolved away from tangibled #mnsactions, toward a new dominant logic

consisting of services, interaction and the cotaeaf value (Vargo and Lusch, 2004). Gebauer and
Friedli (2005), however, describe how in businessk®ats such transition processes often remain
unsuccessful, leading into a large number of sesvioffered and higher costs, but with limited

corresponding returns.

A transition to a new value added market approaclstrbe managed actively in order to become

successful. The business marketing literature ®@fenumber of insights. First, Oliva and Kallenberg

(2003) pinpoint the need to adapt firm activitiesdao realize organizational changes. Second,
Gebauer and Friedli (2005) suggest behavioral adeagch as the need to accept higher levels of risk
empowerment and a more professional service apprddird, Ford, Gadde, Hakansson, Lundgren,

Snehota, Turnbull, and Wilson (1998) acknowledgat tthe extent and content of a company’'s

offering determines its partners. A transition framasic products and a commodity-based business
model toward a new ‘value added’ and service bassthess model is therefore expected to have an
impact on the position of the company in the nekwdihis process must also be managed for service
transition to become successful. This is in linghwilatthyssens, Vandenbempt, and Berghman (2006)
who describe that value innovation goes hand indharth the generation and management of

‘multilevel absorptive capacity’ within industries.

The paper addresses (1) tiansition imperativeby studying how companies in the metalworking
industry try to create additional value in a higldgmmoditized, basic industry, and (2) how this
process can be managed within existing businesgoniet. The problem statement thus focuses on
how Belgian contract manufacturers and subcontradtothe metal working industry build successful

market strategies. Amidst delocalization tendengmefessionalization of purchasing processes of
customers and fierce volume competition from lowbola cost countries, Belgian contract

manufacturers in the metal working industry havechoice but to continuously add value to their
offerings. Although tactics to drive costs down dadboost efficiency have had some effect, really
securing and further developing their market positig calls for more strategic choices. This paper
identifies ‘ideal’ positions in the market and itiies how companies can migrate to these positions
In this process, we operationalize the necessitycofevolution in business markets”, a statement
often put forward in the business-to-businessdttae.

The paper is structured as follows. In the nextisecwe introduce the empirical research contthe (
Belgian metalworking industry) and the methodoldgat was followed (a mixture of qualitative
methods: expert interviews, a focus group and sas#y research). In the findings section, we report
how contract manufacturers can create value andtheywcan migrate to these market positions. Our
argument is built on (1) the trends and challenggkin the industry, (2) the value creation and
market positioning options for these contract maatfrers, and (3) the key success factors and pre-
conditions for each of these options.

In the last section, we highlight the contributiohour study and confront our findings with IMP
literature. Given the above, we contribute to thusitless marketing strategy and customer value
literature by showing how in a commoditized settiagppliers will face ‘paradoxes’ that limit their
degrees of freedom in realizing new customer vahuwether, we show the interaction between these
ideal value-based strategy types with organizalimsaes on the one hand and with relationships and
networks features on the other hand. We speciicdlaw conclusions on how companies must
upgrade their network/partnership capabilities amdhow relationships and networks can act as
inhibitors/drivers of a value creation strategy.



2. Research design and context

The context of this qualitative study is the Betgraetalworking industry. The companies operating in
this industry are contract manufacturers to othemmanies (operating in industries such as
mechatronical engineering, automotive, etc.). Guanttmanufacturers take on different roles in the
supply chains. For this reason it is quite difftdol give a straightforward picture of the metallwog
chain (see figure 1). Figure 1 provides a line@resentation of the supply chain (from raw matsrial
to products for end customers), and lists the difieplayers in this chain (such as original eq@ptn
manufacturers (OEMs) and brand owners, generallisappraw materials suppliers, suppliers of
components and subsystems, and specialized sig)plier

Figure 1: The supply chain of the metalworking indstry
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This representation gives a clear view of the typleactivities that need to be done to get from raw
materials to end products. It illustrates that suib@ctors/contract manufacturers are often sitbate
upstream in the supply chain and/or are shieldenh fend users/customers. Using this figure, it is
reasonable to deduct that through their role plagethe supply chain, it is quite vital for conttac
manufacturers to have a large network of contacts.

This paper uses a mixed qualitative research metbgd (Patton, 1990) and was conducted in

cooperation with the Belgian sector federationtfa technological industry, Agoria. We performed

among others interviews with participants of metaking companies, carefully selected through

purposeful sampling. With the help of an industrpert (a member of the sector federation), we
identified companies that were seen as leadingsandessful (realizing above average rents) by their
peers.

We chose for this particular research methodology the following reasons. The literature on
strategic value positions in the metalworking intdpsis scant. As a consequence and before
embarking on the study of value-adding positiongtgategies, we first had to dig deeper in the
selected industry and its typical companies. Thisni line with Pettigrew's statement (1992) that
relatively undefined constructs (such as, creagidditional value in a highly commoditized market)
should be studied in their natural context in ortdeimprove their validity and measurement. Further
this methodology also enabled to reveal managandlorganizational cognitions (Laukkanen, 1994)
and to uncover causal maps (Hodgkinson, 1997; Spedd89; Weick, 1979) of the market actors.
The latter is useful to get a better understandihgctive sense making schemes and drivers for
market actions of companies.



In each of the interviews, elements of previoueriviews were incorporated. An expert from the
sector federation participated in all interviewsidawas involved in a discussion with the two
interviewing authors in generating a summary repfidr each interview. By doing this, and by using
diverse types and sources of data in the two wafesta gathering, we were able to fulfill the data
triangulation requirements in qualitative reseg€isenhardt, 1989; Yin, 1994; Woodside & Wilson,
2003). Also, preliminary findings were enriched dxisting theories on strategic positioning. In this
way, our empirical data gathering and analysis ggeds in line with the ‘iterative grounded theory’
method from Orton (1997) who describes a continuand ‘systematic combining’ (Dubois and
Gadde, 2002) of theoretical and empirical insightsng interviews.

Our research can be situated in the upper righd-tamner of the matrix of Golfetto and Gibbert
(2006). We study a potential (ex ante) value comasitrategy, from the suppliers’ perspective. We
seek to identify migration paths to new value adskeategies together with their key success factors
In this process, we also studied the problems tloesepanies encountered and how they tried to
succeed in their endeavor of market strategy rehdfveowledge of the industry is crucial in this
process. The essence of the metalworking industttyat it supplies to other industries. The hisadri
reason of existence of these contract manufactigehst they can offer certain products/servides a
lower cost than the contractor. By specializingcartain types of operations, product sizes and/or
services, they can have considerable cost advantagepared with their contractors. The key success
factors are thus based on clearly defined econorai@ables, such as economies of scale and
economies of scope. ‘Economies of scale’ (in prtidac purchase, etc.) occur when the average
production costs decrease as the produced voluaneaises. ‘Economies of scope’ occur when for
example production resources can be used to seveead customers with different metal products, or
when a cross fertilization of expertise takes pl&@®embining economies of scale and scope becomes
more and more essential for contract manufacturns. latter is supported by the availability of
multi-purpose metal working machines.

Besides scale and scope economies, other potextimtes of comparative advantages reside in
economies of experience, economies of learningeandomies of span.

» ‘Economies of experience’ occur when an organizasipecializes in a certain type of activity
(surface treatment, custom-made goods, etc.). Eoecand operation will thus be faster,
smarter and more cost efficiently than less spieeidlorganizations.

* ‘Economies of learning’ occur when the contract ofaoturer focuses on continuously
developing new applications. The contract manufactexcels in listening to contractors and
translating these needs in specific products/smisti Eventually, this may even lead to
becoming a product innovator and brand owner. B@ample, a contract manufacturer
developed a pre-assembled tank (including fillisses, e-components and wires) for off-
road applications.

« ‘Economies of span’ refer to the strength of thmpanies’ network. It must have an extended
and quickly mobilizable network of partners, cuséwsnand other market players. This
enables the contract manufacturer to offer a sapealution in a smart and cost efficient
manner. We notice that in the supply of componemise and more intense networks arise,
which decrease ‘manutention’ (refers to all labdensive movements during the production
process). For example, through alignment of thdvities of the customer, contract
manufacturer and designer, the design of a whesl wadified so that four treatments in

operations were reduced to one. The resulting ‘®coes’ were shared among the
participating parties.

Our research itself was conducted as follows. lirst phase of this research project (year 2005),
twenty CEOs from metalworking companies were inewed. Discussions centered around how
trends and tendencies (societal, technologicalarorgtional, market and supply chain) have a
potential impact on the strategies of metal worldngpanies.

In a second wave, carried out during 2006/2007 peréormed an additional six in-depth interviews
with CEOs and commercial managers (duration frotd,2,5 hours), a focus group (discussion of
nearly three hours) with twelve managers from meigting companies (as well specialized as more



general contract manufacturers), two suppliers, fwal industry experts (one technical and one
market expert). We also interviewed two manageosfthe steel federation specialized in metal
working. The interview guides and focus group gsidecused on identifying trends, successful
market strategies, value-added and differentiatifforts, and perceived critical success factors
(internally and externally).

3. Findings

In this section, we discuss trends and challengas dan be observed in the metalworking sector.
After elaborating on the basic paradox and othetites, we introduce some strategy types for value
creation and market positioning for metalworkerse Wen identify the critical success factors and
describe development paths for contract manufaciue evolve from the current situation to the
‘ideal’ types.

3.1Trends and challenges

Several of the participants in our research stokdise importance of networks for the higher-value
applications. For engineering, the contract marnufacs have contacts with the customer’s customer,
with design partners, and with parties developirgtgpand complementary subassemblies. Some
contract manufacturers even subcontract their mtimlu to foreign partners. Some 20 contract
manufacturers of our study report that they useir timetworks mostly for extra capacity,
complementary technologies, local support for norecactivities, product development, treating
products (machining, finishing, etc.), co-desigd &alue engineering, and optimization of logistics.

The common characteristic of contract manufactuiethat they work under assignment of a third
party. Mostly, the demand is initiated by brand evenand OEMs from other industries. This demand
triggers a lot of other product demands, such aslémand for metalworking. The implications of this
on strategic choices should not be underestimatad.is why we complement figure 1 with figure 2,
in which we represent the metalworking chain aléxely as “value chain”. We start from the initial
demand, which departs from the end customers/nga(ketomotive, machine construction, etc). The
first circle round the end users is populated ndrowners and original equipment manufacturers
(OEMSs). They capture the first demand and triggerdhain. The metalworkers start at the earliest in
second position, as contract manufacturers of otbempanies (mostly those brand owners and/or
OEMSs).

Figure 2: The complexity of the supply chains
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From this representation of the chain, we can dedlat in practically all cases, the contract
manufacturers do not have direct contact with tigamers of the contractors/OEMs. Metalworkers
perform their production on the detailed specifmad of other companies, the contractors. This
implicates that the metalworking companies are ¢fifgtring production capacity to other companies.
The fact that they do not have direct contact i end customer, the customer’s customer, nor the
principal, makes upgrading their role in the chextremely difficult, because having knowledge of
the needs of the customer’s customer is in that easential.

An alternative representation of the figure ab®/®iportray the metalworking industry as a network
It is important to remark that each company haewts incomplete view of the network it is operating
in. This is obvious, as it is impossible to formubiased view of the network for each of the actor
involved. It is extremely difficult to set boundesiand to objectively represent the importanceaohe

of the actors (as each of them thinks of themsedgethe center of this network). These views on the
network are called network pictures in IMP literatFord et al., 2003). In the following figure, we
represent a possible network picture of the metdding industry, including relationships between
actors. We do this for the case of quadrant lignre 2. The different shapes and sizes of thersiato
the network represent their heterogeneity.

Figure 3: A network representation of metalworking
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The unique position of the sector as contract nmastufer leads to a few specific trends and

evolutions. But like all sectors in our economye thetalworking industry too faces challenges such a

increasing competition, further globalization ofybus and suppliers, technological developments
(such as ICT, smart technologies, mechatronics,meterials, etc.), new production techniques, and a
changed purchase pattern of buyers with increassddgsionalization.

A first set of trends and evolutions is relatedh® increasing globalization and the exploitatiboast
advantages on a global scale. More specific, weobaarve:
- Anincrease of volumes from low(er) cost count{gsch as Eastern Europe, China, etc.).
- A continuing and gradual delocalization of the proitbn capacity of OEMs to lower cost
countries.
- Optimization by OEMs of their (global) organizatiand production architecture.

An increasing number of contractors have develogpgubly lines from low wage countries. The
greatest threat is probably the fact that contraf®EMs themselves are delocalizing and
consequently moving their production capacity todgample China. This is, however, not always the
case and varies from sector to sector. OEMs themsehdre confronted with increasingly fierce



competition. A lot of these organizations are astive in pan-European and/or global markets. The
pressure to keep their competitiveness is enorn@hgiously, these companies are working actively
to optimize their organization, to distinguish trsatves in their market, and to press costs. In many
cases, business processes are reconfigured byatizddion and concentration of production actitie
guided outsourcing/offshoring and subcontractingeloDalization does not necessarily mean a
movement to low wage countries. The main goal isgbmize all activities in view of an efficient
organization. The customers of contract manufacdurethis sector thus think at least on a European
scale. Besides the optimization of the proper degdion and the streamlining of their buying policy
OEMs are searching for unhealthy profits upstreartheir chain. By doing this, they often skip the
first tier suppliers to study business processesnaargins higher in the chain. Possible optimizetio
and efficiency improvements are imposed in thetigeiahip with the first tier supplier. Similarly, is
often demanded that contract manufacturers havarehin a low labor country.

A second set of trends and evolutions has to db Wi¢ role contract manufacturers play and the
changing buying behavior of the customers. Moreifipally, we can identify:

- Further professionalization of the purchasing figrcbf customers

- Transferring of more tasks to the contract manufact

The further professionalization of the purchasiogction is also inspired by the importance to do
business cost efficiently. Multi-plant organizasorvolve more and more to centralization of
purchasing. Mostly, this process means that theopet relationship between local buyers and (local)
suppliers is broken. By centralizing and upgradimg purchasing function, the buyer gets more and
more elusive for the contract manufacturer. Theapiedr of the buyer as ‘ghost’ (not seizable and not
nameable) is indeed well chosen. The professiaatadiz is demonstrated in another way. The number
of contract manufacturers with who is cooperatefirst tier, is still diminishing. In some sectors
like automotive — this is resolutely being implertegh(or is implemented already). This can mean that
the contract manufacturers are situated even @ fatther from the end customer (a shift from
quadrant | to Il in figure 2). This intermediationakes it even more difficult to get to know the
demands and such of end customers, and thus maltesstp create value less accessible/known.

Linked to the professionalization of the purchadimgction, we could also perceive that the contract
manufacturers in this sector are practically oldige take on other roles. This is mostly couplethwi
the passing on of part of the business risk tactiv@ract manufacturer. Delivery deadlines get gmort
and more and more flexibility is demanded. At tame time, the logistics stock and supply risks are
imposed upon the contract manufacturers. Thislustiated by the situation in which the contract
manufacturer gets a production planning from thé/SBf three months, whereas his own purchasing
(of raw materials) has a lead time of over threettm& The situation, however, differs from sector t
sector. The automotive industry works on a totdifferent basis and is in that way probably the imos
optimized. Production volumes are better knownhgydontract manufacturers, which makes efficient
cooperation possible.

There is not only a widening of tasks, but also @vement of tasks. Contract manufacturers are
obliged to shift more and more to quality and p®eri work. This, however, does not necessarily
mean that prices are better. This movement of t@sksnsidered normal and there appears to be littl
room for a financial compensation of the tasks grened. The widening of tasks does not only relate
to technical aspects. The demand for extra sergicalso increasing and threatens to put further
pressure on the margins of contract manufactur®fering service often means performing manual
actions and these are the most expensive for Betgiatract manufacturers.

One of the consequences of the trends listed alsotlat contract manufacturers in metalworking
have specialized or focused on specific marketstooters, and processes. Two broad categories of
contract manufacturers have arisen. A first cate@®the _application suppliewhich is focused on
specific customers/markets and offers total sahstior components to contractors/OEMs. For these
application suppliers, the application and the pobcre of main importance. The second category is
the process suppliewhich is specialized in parts of the productioagess, such as forges, foundries,




finishers, and other specialized fabrication appions and technologies (machining, etc.). For
process suppliers the process and the specialimalé&dge of this process are of main importance. In
many cases the process suppliers are called ithatproduction process of application suppliers.

Out of the above, we can formulate some challengbg;h are a concern for all companies in the
metalworking industry. Obviously, there are diffieces depending on the end market one is working
for (such as automotive, machine construction ki@drailer, etc.). We represented these challenges
as dualities (Dittrich, Jaspers, van der Valk, #yhstra, 2006) between two extremes that need to be
bridged. In this way, they are paradoxes that ned® managed. The basic paratias to do with the
unnatural split between efficiency and effectivendsfficiency requires standardization and a certai
scale in the entire organization; effectivenesgreeto alignment, custom-made goods and 1 on 1
relations with customers. Flexibility, adaptabiliyd the capacity to empathize are crucial. These
basic paradoxes are listed in figure 4.

Figure 4: General paradox
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The customers are at the origin of the basic parawdigure 4, because of their high expectations.
Customers want to try and purchase products aptices of low wage countries, and expect at the
same time the quality, service and know how of\Western companies. Contract manufacturers are
struggling with this dilemma. The pressure of éfficy is pushing contract manufacturers towards
process efficiency, standardization, cost reductod a strict asset management. The pressure of
effectiveness stresses the importance of custonemadds, service, flexibility and pro-activity. hi
combination isn't uncomplicated. This basic paradwxcombination with the global fierceness of
competition, the increased complexity of techno|ayyd the professionalism of customers, leads to a
few other dualities (see figure 5).

Figure 5: Dualities for contract manufacturers
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Metalworkers also have to find a compromise betwbemecessity to do business locally (be able to
respond quickly to the demands of customers) amdEpaopean/globally (international customers,
offshoring, sourcing). The fact that companieshis sector offer a certain capacity to their cusisn

to treat and process metal also leads to anotladitydurhere is a continuing tension between making
choices and thus selectivity, and a healthy spngadif risks. Selectivity helps to align own
resources/capacity to the demands of customersexareme example of this is the automotive
industry. The spreading of risks, on the contratgas for the reduction of selectivity and keeping
availability of production capacity more generic. paradox that matches the previous one is the
duality between specializing further in certainhigiques (such as finishing) and/or products, and
positioning yourself as an all-round contract mactdrer. Working on both extremes probably
requires an adjustment in the scale of the company.

Another field of tension expresses itself in thgmant behavior on the market. Customers make use
of the engineering and design capacity of metalaxkbut eventually pay through an ‘arms-length

jobbers’ contract. In many cases, contract manufacs are doing much more than the detalil

engineering or are they saving a lot on productosts of clients through an innovative design,

without being compensated for this. Consequentigre is almost no space to innovate and

organizations are forced to view everything as ifess as usual’, at the expense of necessary
innovations at several fields (technology, marksgtraach, etc.).

3.2Value creation and market positioning for metalworkers

In this section we discuss the possible pathwaysplication and process suppliers to strengthen
their market position. A stronger position on tharket is only possible if the contract manufactsirer
achieve to create extra customer value. The creaifocustomer value implies that the contract
manufacturer can make a significant contributiothi contractor’s profitability. Important is thiie
contract manufacturer can add value by integratitagythe customer’s processes.

There are two dimensions along which a companyimtegrate into the processes of the customer,
namely through technical or business processes.first dimension, the contract manufacturer goes
further in the production process of the customeiinbegrating into their technical processes. For
instance, a company of components could think abmking links between these components and
deliver sub modules. The latter holds added vadue¢hfe customer because a number of operations in
production or assembly are integrated and autoethtiy these sub modules (integrated components).
This movement can further lead to the supply oédgnal systems or subsystems. A foundry for
instance, can try to move up by offering a formmrbcessing’ (e.g. by gluing fittings in the metal
part), but the customer is not always willing tatsmurce these extra production steps. A contract
manufacturer of pre-assembled units always triesitadown together with the engineers of the
customer, to coordinate designs and add surfaatment (e.g. degreasing, anti-corrosion treatment).

The second dimension illustrates to what exterdrapany searches added value by integrating further
in the customer’s business process. In this chseegriterprise mainly tries to give solutions togdify

the customer’s business process. In other wordgpée further in the customer’s administrative galu
chain. At that moment, he will try to add valuetb@® components/products with extra services. For
instance, a leasing option can create some spatte inustomer’s financial, administrative process.
Another example is a ‘vendor managed inventoryiirich the stock management is taken over from
the customer. Finally, going further along thissasd added value can put the company in a position
process management. The full business processgetsntaken over. A contract manufacturer adds
coating, piping and cables to his (sub)systems dsading director. Therefore, he exploits his
customer’s network. The foundry moves up by offgrftexible logistic serviceVendor managed
inventories, JIT supply, and labelirsge examples of simple service concepts. A geragalication
supplier shares business risks with his customer.

Taking a market leading position forces the procagsplier and the application supplier to create
added value for customers. The development patghgrasented in the next figure.



Figure 6: Value adding development paths in the matworking industry
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The‘efficient capacity supplier’ is organized to use its product capacity and @msiog knowledge as
efficiently as possible. This enterprise has rasbhchosen to compete on price. That is why éstitio
actively have an effect on the direct costs ofmmsrs. It is a company that strives for high edfingy
and scale. The engineering is focused on beingtablake over production questions of customers
and there is a strong response capacity, leaditggistic and cost performance. This is Rganair
option of metal industry, mainly giving the custamerice advantages. This path implies that the
process supplier integrates further into the texdimprocess of his contractors.

The core element of thesuper customer bondet is that the corporation proactively searches for
better solutions for its customers. Price off ceursmains an important decision criterion. The supe
customer bonder searches for added value by integras deep as possible in the customer’'s
business process. It generally concerns specialipeders, focusing on one or a few
markets/applications.

The design partner is looking to add value mainly by integrating teology in his solutions. This
way, he tries to shift from basic solutions supplie supplier of sub modules and even system
integrator. The higher the technical integratiorihia customer’s processes, the more tasks a contrac
manufacturer fulfils (e.g. assembling componengetbping intermediary products to full systems,
etc.) and the more custom-made goods are invol&mkcialization in specific domains and
applications becomes a necessity.

Thestrategic partner combines the roles of system integrator and semiovider. He is the ‘turnkey
provider’ for the goods/products he has to suppgponsible for the management of all processes
involved.

3.3Critical success factors

Increasing professionalization of contractors imesal markets has resulted in a different relation
between the different sources of cost advantagesribed in the methodology section. The end
markets (e.g. automotive, machine constructiorgkguindustry, etc.) and contractors do not always
have the same demands for the contract manufastiree development paths illustrated in Figure 6
(efficient capacity supplier, super customer bondesign partner, and strategic partner) have adapt
their business model to meet the changing neetteeafustomers. A clear specialization occurs in the
searched customer value. This specialization isidad by the behavior of the contractor and the
increased competition in the end markets. In th¢ seheme we indicate, for each type, the market
positioning pursued, and the according criticalcess factors (CSF) and qualifiers. It is important
excel on the CSFs. The qualifiers are the minimonditions to participate. (See table 1).



Table 1: CSFs for the sustainable strategy types

The efficient capacity supplier

The super customebonder

The design partner

The strategic partner

Market positioning
(customer value
searched for)

Most efficient supplier (price)
of high volumes

» Most flexible supplier for
series and projects (offering
solutions, custom-made
goods, etc.)

Cooperating in the design
phase

Custom-made goods and
integration into technical
process of customer

In high-end markets, play a ro
in the new product
development of contractors

Thinking integrated total
solutions

Custom-made goods and
integration in technical,
administrative, logistic and
financial processes of
contractor

In high-end markets,
safeguarding the contractors’
differentiation

Critical success factors

Economies of scale in the
entire set-up of the
organization and production
Organization is specialized in
1 type of buyer

Economies of scope
Economies of experience in
custom-made goods or
customized solutions
Economies of span (network
of contacts and partners)

Economies of scope
Economies of experience
Economies of learning

Economies of experience
Economies of learning
Economies of span (network
of contacts and partners)

Qualifiers

Efficient use of engineering
capacity

Sufficient scale to be price
competitive

Sufficient scale to be price
competitive
Competence development

Sufficient scale to be price
competitive
Competence development

Potential pitfalls

Drastic alignment on 1
customer or 1 type of custome
increases the risk profile
Organization cannot switch to
other application in the short
term

48

Organization can get stuck i
the middle between
efficiency and effectiveness
Too expensive to compete
with low cost players; too
less specialization in
technique and development
compete with knowledge
companies

ne

1]

A lot of upfront investments
needed in engineering capacit
but is the company really
looked at as partner by the
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The efficient capacity supplier aims on being able to supply components/producthe lowest
possible price. This company searches the compet#dvantage in a super efficient organization.
More concrete, their whole organization is attunedhe contractors’ demands. The latter one is
mostly globally optimized or managed and activevislume markets. The OEM-product itself
experiences heavy competitive pressure and tipagsed on to the next link in the chain. CSFs refer
to realizing maximum economies of scale in purchaseduction, factory layout, distribution and
logistics. The specific organization of a metalwogkcompany is completely attuned to the needs of
the OEM in this segment and there is a far-reacktagdardization to be able to realize the lowest
possible price for a certain product. In other vgprcbntractor-specific investments are made, which
makes it difficult for this type to supply to othewntractors in an efficient and effective maniamen

the engineering capacity is attuned to the busipessess of a type of contractér.metalworker has
resolutely chosen for less, but bigger customersdasign and streamlining of the plant’s lay ootla

an exclusive focus on ironwork (metal plates) (mofifes for example). There was also heavily
invested in new production apparatus. The companyaw cost efficient compared to Central-
European low wage countries.

The super customer bondersearches customer value in a different way. Henipdocuses on being
able to satisfy the needs of the contractor inegilile way. Mostly it concerns projects (ratherrntha
series production) where the contract manufactisgr has an engineering task. Also, the end markets
are less predictable and volatile, making a foaustandardization and efficiency very difficult. fOf
course, price remains an important factor and ziegi minimal efficient scale is a qualifier.
Organizationally this means that ‘economies of sta@pe very important. The production apparatus
and the organization of the contract manufactureistnbe aimed at making quick adaptations,
adapting designs and realizing small productiors iinma cost efficient manner. The focus on one type
of contractor is less desired here, but attentiogiven to a generic market demand for flexibility.
Apart from economies of scope, economies of expeeeare of great importance. These indicate how
fast and efficient a certain task can be execufbd. more experience, the faster and thus cheaper an
activity can be executed. Economies of experiengst foe realized by super customer bonders mainly
by translating flexible customer demands into thedpction process, resulting in custom-made goods
or individualized solutionsThe customer of a foundry signs a ‘metal contraajreeing with the
contract manufacturer on a fixed price for a prdetenined volume planned and confirmed in
advance. Also, the foundry jointly develops delivend logistics in order to minimize ‘change-over
costs’.

The design partner goes one step further and must have economiesaaiihg. Given the nature of
the market demand with which he gets confrontedminst not only be able to quickly anticipate
market changes but also form these changes. Hanema&ontract manufacturer but has advanced in
basic engineering and design aspects of the prioduprocess. Supplying parts, components, and
solutions also implies the presence of a networkgpfal partners who take care of other aspectseof t
total solution. The expertise in design and produnctead to a strategic relation with the contracto
To realize co- and redesign value engineering togretvith customers, contract manufacturers try to
coordinate with customers and designers. For thipppse they must have an extensive material and
application knowledge (for example to think abdte¢raative materials).

The strategic partner strives for a total integration in the processethe customer, both technical
and business related (financial, logistic, ICT,vem, etc.). Integrating in the technical processes
requires the knowledge of a design partner. Intagyan the customer’s business processes requires
the competence to analyze the customer’s businesielnand to offer process management (e.g.
vendor managed inventories, risk management (alglingmess to share risks), co-financing,
document management, packing, parts-management, odmet service concepts)A contract
manufacturer coordinates design and logistics mared more with selected customers. The
subsystems and service concepts are specificalblaeed for the customers’ processes.

4. Interpretation: the necessity for active co-evoluton

In the following, we draw the development path cacit manufacturers can follow to evolve further
on the path of distinctive capacity. This developtgath is represented in a generic manner. It also



tries to find the balance between what is feas#rld realistic and what would be optimal. In the
following figures we illustrate how the contract muacturers can grow towards the ideal types.
Figure 7 indicates how the process supplier caeldpvinto an efficient capacity supplier or a super
customer bonder. Figure 8 illustrates the develapmath for the application supplier towards design
partner or strategic partner. Each time we indibat® the current position relates to the ‘ideapes.
This way, it becomes clear where the extra valuerésted. The efficient capacity supplier scores
extremely high on cost-efficient technical realiaatof the given specifications. The customer bonde
however, puts the focus on offering extra servamst-efficiently (see Figure 7). It also become=acl
which efforts the process supplier can do to rehehideal types. For the application supplier (see
figure 8) the situation is similar.

Figure 7: Development path process supplier
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Figure 8: Development path application supplier
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From the discussion above, it is clear that thati@iship between contract manufacturer and
contractor is crucial. Without stressing this eaciply during the discussion of the ideal types,
relationship management/account management is @iatrissue in the strategy of a contract
manufacturer. Depending on the market positioningsyed, other issues will be stressed, but in all
cases, the relationship goes further than a sitogjgsell-contract. The close operational connection
forces the contract manufacturer to further devéheprelationship on the management level. This has
direct consequences on the implementation of a ldeweent path, along which a contract
manufacturer tries to pursue another market positgp Here, we meet the bottleneck in the search fo
the implementation of new business models for th&ract manufacturers. The identification of the
ideal type with according business model is just filhst step. Contract manufacturers that wish to
extend their role in the chain (for example a cacttmanufacturer that wants to evolve to a strategi
partner), does not only change its positioning,dds the internal organization and thus the bgsine
model of its customer. The success of such a changet only dependent on the own efforts and
competence building, but also on the necessarygesaof the contractor.

As stressed in IMP literature (e.g. Ford, and H&kan, 2002; Snehota, 2003), the only way a
company can achieve change is through the netvtoid crucial that the other actors in the network
are convinced through intensive interactions. Thaye to clearly see the benefits of this change and
all interdependencies need to be managed. Theageweht path can only deliver the expected results
if there is collective enactment of all partiesatwed. Conflicting characteristics and interestechto

be managed. It is thus very important to intereeqiently and thoughtfully with the contractor(s).

Ford et al. (1998), state that “co-evolution meémst the way in which a company changes and
develops are to a large extent conditioned by dgweénts that take place in its relationships and in
parallel with the changes in its counterpart’'s cames. This process reinforces the idea that glyate

development in business markets centers on, istatfdoy, and is implemented through relationships”.

We illustrate this with a general example (seerfgf). We use a model described by Vollmann,
Berry, and Whybark (2005) for supply chain manag@mand use it to elaborate on the idea of co-
evolution in business to business relationships.

Figure 9: Active co-evolution of contract manufactuer and contractor
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We start at the bottom of this figure. This représehe situation in which for example a contractor
works together with a contract manufacturer of inptaducts, and decides to contract out a larger
share of the production to that contract manufactut is a first step in the co-evolution process
contractor and contract manufacturer. For instaiicean be the case that the contractor asks the
contract manufacturer to assemble several compsmgick deliver this as a whole. Another example is
the contract manufacturer performing extra treatsien the metal products. In the right-hand bottom
corner, one can see the decision the contractaohage (above the line) and how he does or does n
follow up the success of this decision (undernélaghline). For this first decision, it concerns s
the saving of costs (cost performance). In theHaftd bottom corner, we can see what this decision
means for the contract manufacturer. Above the inéndicated which competencies need to be
strengthened/build up (in this case: deliveringdpistion capacity for sub modules). The critical
success factor in this situation concerns the tgbihf the company to meet the customer's
demands/specifications.

This first step is in line with the description Bénttinen and Palmer (2007) regarding evolutionary
paths and completeness of an offering. We seedharevement in their matrix from quadrant one to
guadrant three, i.e. moving from a less completatds a more complete offering. The nature of the
buyer-seller relationship remains transactionahiatlevel of our model for co-evolution.

A proof that this integration of different compotemto a system can be a source of market valoe ca
be found in Jacob (2006). Our first level of codetion is endorsed by his representation of ‘cogtum
integration competence’. In his research, he fothad this competence can indeed create market
value.

In this position, the contract manufacturer carettiie initiative for a subsequent transformatidmisT

is represented in figure 9 by ‘capacity plus’. Besi being able to produce in accordance with its
customer’s demands, the contract manufacturemaeds to be capable to tune itself to the productio
rhythm of the contractor. Obviously, new competebgiding is required in the area of for example
logistics and borate concepts (vendor managed fories, no stock outs, etc.). At this point, a
bottleneck needs to be concurred. The relationstwponly grow through or be kept status quo in a
healthy way, if the contractor is decreasing itsigwoduction capacity accordingly. If this is nbet
case, than there are no cost savings in the sgppiy and falling into merely price negotiation @®s

a serious threat. At the same time, this is adliffistep for contract manufacturers, as they have
offer extra services without making too many addisil costs. Conserving margins is important, as
additional costs cannot be transferred to the aotur (this would be in contradiction with the dnigj
intention to save costs).

A next step the contract manufacturer could take fsirther develop the offered products/servites.
this step, he seeks for additional value by fomgpe R&D and/or engineering breakthroughs, which
lead to cost savings in the entire supply chainotAer way is to make efforts to improve the
functionality of the contractor’s product. Obviogslthis requires establishing new competences
(technology that exceeds the own production, dgietpa system that generates information about
the customer’s customer and even the end custoeterk, The criterion contract manufacturers have
to fulfill does not only concern the increase imdtionality of the product, but also a drastic
improvement in customer value that is created péraf costs made. We represent this in figure 9 as
functionality and value/cost. Depending on the iidgae that will be pursued, the improvement of the
value/cost-ratio will be achieved otherwise. Corttrananufacturers that pursue to be capacity
supplier, realize this through economies of scalanaich as possible. Customer bonders seek for
economies of scope and experience in complemdagkietween customers. The strategic partner is
on a quest for real innovations that influencerttegket positioning of its customer. What matter®is
learn quickly and be able to translate new needsefticiently into total solutions.

In this step, yet another bottleneck needs to kst deith. The only way, in which the contract
manufacturer will succeed in raising the value/gasio, is when the contractor is co-evolving.dt i
crucial that the contractor is receptive for coiaagring and that he evaluates the relationshiphen
product performance rather than exclusively oretifieiency of the supply chain. A real partnersisip



yet one step further and implies co-developmentoAtract manufacturer can only reach this point
through drastic specialization (in the technicqlesss, but also in the value-chain of the contracio
that system integration is made possible, coupii#tu avstrong increase of the value/cost-ratio.

The path to distinctive capacity thus implies aztico-evolution of contractor and contract
manufacturer. In other words, it is impossible #orcontract manufacturer to develop into a new
business model without the co-evolution of his mogtortant customers. If the contractor does not
cooperate, the development path stops and theacbmiranufacturer is confronted with a situation in
which the own organization and pursued positiorang not aligned with the specific customer’s
demand (see figure 10). For one reason or the,dtieecontractor in this situation is not goingtifiar
than the optimizing of the logistics in the supphain. The consequently, the contract manufactarer
being obstructed in his development. In this exanipé will thus not be able to prove his capaaty t
deliver more functionality at a lower (or at letl®t same) value/cost-ratio.

Here, we see analogies with the second dimensi®ewnftinen and Palmer's (2007) framework. They
describe subsequently the evolution to a more cetmpdffering and then a relational buyer-seller
relationship in stead of a transactional one. Thigery important in our framework, as elaborated i
the above. They also state that moving only to aensomplete offering and keeping the relationship
transactional is a less sustainable position, iaggthes hand in hand with high coordination coBlss

is in line with our findings that co-evolution aridus going from a transactional to a relational
relationship with the contractor is of main impaoxte.

Figures 9 and 10 demonstrate that the road tandiste capacity is long and partly dependant on the
contractor. Besides the internal challenge of dgpiet the own organization (the higher in figure
9/10, the more competences are needed), it istkiidkthe contractor co-evolves.

Figure 10: Possible mismatch
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There are some issues very important in develothiiggkind of relationships. We addressed some
issues, which are in line with Windahl and Lakem@2d06), who identify “the following six factors
as important when developing integrated solutidghs: strength of the relationships between the
different actors involved, the firm’s position inet network, the firm’s network horizon, the solat®



impact on existing internal activities, the solat®impact on customer’s core processes, and ealtern
determinants”.

They developed a matrix, with on the axes the natiegl solution’s impact on existing internal
activities, and ties to important external relasioips. Our model of co-evolution can surely be
situated at the right side of their matrix, witthigh impact on existing internal activities. Thegte

that either with high or low ties to important extal relationships, the companies should create
processes and organizational structures to haratle ibternal and external dependencies, or secure
internal commitment and match it to end customeeds. This is in line with our model and
recommendations.

Wagner and Hoegl (2006) argument that supplier limroent is indeed a possible source of
sustainable competitive advantage, but their rebeam the subject clearly indicates that therestlle
many companies that have a problem with managiegettmew product development teams with
supplier involvement, and fear loss of proprietafgrmation. This is in line with Ploetner and Ehre
(2006), who state that companies should be setedtivchoosing their partners. They call for
partnership-related research to investigate theigpequirements and success factors of partrershi
development in more depth. Spekman and Carrawa@6§2@ropose such a framework, which
describes certain barriers and how to overcome fbethe transition towards more collaboration.

5. Conclusion

In our paper, we described a research project, umtad in the Belgian metalworking industry. We

interviewed members of companies that seem to e @bcreate above average value and by
combining this knowledge with information on specifrends and challenges of the metalworking
industry, we described four value adding positigsir{being the efficient capacity supplier, super
customer bonder, design partner, and strategiagrarand their critical success factors. We then
identified development paths to migrate from precsspplier or application supplier to these ‘ideal’

types.

To make sure these changes have the desired effecyital that the development path is followed

together with the contractor. Therefore we constdia model for co-evolution of contractor and

contract manufacturer, which gives clear indication what to focus on in each step of the ‘ladder o
co-evolution’.

The above analysis clearly indicates that the mask@ategy transitioning path is far from evident.
Contract manufacturers in this industry face a ¢agn task in upgrading their own
resources/competences and in co-evolving with thartners. We feel that this case study has the
potential to enrich and contribute to differenteains of literature. The articles contributes to B2B
marketing and strategic marketing theory by enlmanthe understanding of value addition through
business model innovation in a commoditized ingufacing the backside of enduring arm’s length
relations and having difficulty of reaching constive (and mutually beneficent) collaboration. This
way, this study contributes to the integrationhaf theories of service-based value addition (Ukagh
Eggert, 2006), organizational alignment (Beer, €gkieitbold, and Voelpel, 2005) and IMP-based
B2B marketing. Our research contributes to existM@ literature by deepening out and specifying
the concept of co-evolution in the context of gggt formulation and implementation. It attempts to
link the theory of relationships/networks to a mgpecific elaboration of strategic dimensions.

For instance, with respect to the IMP-literature findings are in line with the framework advanced
by Ford et al. (2003) on the uncertainties andtadsilof buyers and sellers in relationships ($geré

11). In each stage of the development of contraetmd contract manufacturer (see figure 9),
uncertainties and abilities need to be managedvatdhed. The uncertainties and abilities of th&t fir
stage need to be aligned for the relationshipdd sff, but this is not nearly sufficient. The é&and
nature of uncertainties and abilities need to lmsgessed at each staircase of the ladder of co-
evolution.



Figure 11: The uncertainties and abilities of buyes and sellers
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Source Ford et al., 2003

Let us for example look at the abilities and uraiettes in stage one of development. The buyer svant
to contract out some of its production with the dimmsave costs. There is, however, ‘transaction
uncertainty’ in this case; will the contract maratéaer be able to deliver the required producthat
quality and price demanded? This uncertainty catabkled by the ‘transfer ability’ of the contract
manufacturer to deliver the promised goods at tleenjsed cost. In this first stage, the buyer i® als
suffering from ‘need uncertainty’, namely it hasdecide what part of its production it is going to
contract out. The supplier can be of help in thssie when he has a strong ‘problem solving ahility’

Not only uncertainties of the buyer need to be hedowith seller abilities. Vice versa, the samedsee
to be done. Suppliers are having ‘capacity unagstaiin the sense of not knowing how much
additional production capacity to create, and howcimof this capacity it will be able to sell in the
future. At this time, the buyer needs to have angtrdemand ability’, and give advise to the seller
The seller's ‘transaction uncertainty’ (does thatcactor really need what he says he wants) needs t
be solved by the buyer’'s ‘transfer ability’ (neetds give enough and correct information about
volume, timing, requirements, etc.).

In stage two of development, other uncertaintied ahilities of buyers and suppliers need to be
matched. It is thus important to re-assess and geafigure 11 in each subsequent stage.

Our research was performed in the metalworking stiguand the ideal types and development paths
we suggest are thus valid for this specific indugur conclusions cannot be generalized nor agplie
just like that for other industries. We expect thiatilar models can be made for other industries, b
this is a topic for further research.

Another limitation of our study is that the relatsthip between contractor and contract manufacturer
are described in the model of co-evolution andthetnetwork as a whole. This was impossible to do
as networks and network pictures differ for eachthaf actors involved. It is however crucial in
advancing along the development path to look atktitee network, their interests and concerns and
thus to manage all relationships simultaneoushhe‘Tevolution of the relationship between two
companies will have effects that will be felt inchaf the companies’ other relationships” (Fordlet
1998). These effects need to be assessed, marnbgeal( possible), and taken into account while
strengthening the relationship with a contractonglthe proposed development path.

Networks are inherently unstable and a company tasoto be careful not to fully focus on a certain
contractor/path. It is very important to find a &ae between commitment versus freedom to act,
which can be seen as an extra duality that neelos teanaged.
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