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Preface

Professional service firms, like corporate law firms or management consultancies,
provide knowledge-intensive services for businesses. The entire professional service
sector is gaining increasing importance both at a microeconomic and macroeco-
nomic level in all developed economies. Among other things the growth of many
professional service firms provides evidence of their increasing significance. On the
other hand, this growth provides challenges both for firms’ strategic development
and their managements.

This book deals with these challenges. In it we attempt to contribute to the joint
effort in combining academic and practical findings on the subjects of management
and strategy in professional service firms and present the results to an interested
audience. The book is thus primarily designed for partners and managers in pro-
fessional service firms, but also addresses students and teachers working in this
increasingly important field.

We would like to thank Simon Woll of the Catholic University of Eichstaett-
Ingolstadt, who was responsible for the major project coordination tasks, for all his
assistance and Adrian Briindl, without whose expert support we would never have
been able to complete the book project in such a short time.

We hope that this book provides practitioners and academics with a major incen-
tive to investigate professional service firms. We look forward to receiving critical
comments and amendments and suggestions as to how this book might be improved.

Neubiberg, Germany Stephan Kaiser
Ingolstadt, Germany Max Josef Ringlstetter






Introduction

Professional service firms play a major role in today’s business world. A few
examples underline this:

e Influenced by strategic consultants, corporate groups realign their strategies and
structures.

e IT service firms help to make corporate processes more efficient. Innovations,
e.g., in the automotive industry, are highly dependent on firms of engineering
services.

e Investment banks and corporate law firms are involved in big corporate mergers
and takeovers and thereby influence the image of major corporate groups.

In spite of this high de facto influence and these numerous challenges, pro-
fessional service firms have so far received comparatively little attention in man-
agement literature. This book examines all the essential facets of the strategic
management of professional service firms. It both presents the latest academic find-
ings in a comprehensible form combined with practical implications to provide a
brief overview on the current status of research into professional service firms and it
can be used as a kind of manual for making strategic management decisions. In its
sound analysis of professional service firms it points out some of the special char-
acteristics of the professional services sector to an interested public, it describes
the most important challenges, presents useful management concepts and points up
future trends. For this purpose the book is divided into three parts.

The Part I provides a basic introduction to the world of professional service firms.
On this basis, it formulates the main strategic management challenges to profes-
sional service firms. The book then presents an overview of the organization of the
professional services sector. General types of business and forms of remuneration
are also examined at this point. It also examines the various subsectors and their
individual characteristics, including corporate law firms, auditing firms, consult-
ing firms, investment banks, recruitment agencies, communications agencies and
engineering services firms.

The Part II focuses on the management of strategic resources of professional
service firms.

vii



viil Introduction

e Service quality is a critical feature in the success of professional service firms. It
also provides differentiation potential on the highly competitive service markets.
For its part, perceived quality helps develop customer trust, another vital resource.
The different aspects of the strategic resources of quality and trust are described
and explained in detail.

e Knowledge is considered to be another core resource of professional service
firms. It therefore seems obvious that knowledge must be professionally man-
aged. However, the aim is to use corresponding knowledge management to
generate innovation. Ultimately, it is innovative concepts and new services that
make a professional service firm a market leader. The success factors of knowl-
edge and innovation are introduced in detail, with emphasis on the strategic focus,
the core tasks and the critical success and influence factors of knowledge manage-
ment and the special challenge of generating innovation in professional service
firms.

e In order to market innovative services, firms must be able to convince clients and
customers to use them. This presupposes adequate marketing of the professional
service provider and its services. The specific characteristics of the professional
service sector requiring consideration and the marketing focus on prospective and
existing clients are the main aspects illustrated in the last section of the Part II of
the book.

The Part III of the book is devoted to the most important topics connected with
the management of professionals. Because of their educational background and their
vocational socialization they are a unique group amongst those working in this field.
This is one of the issues that also need to be taken into consideration in the context
of the management of professionals.

Since employees in professional service firms have a special role as knowledge
bearers, the fundamental concept of the management of professionals is a vital
issue. The objective of management of professionals is the supply of committed
and competent professionals. The factors of acquisition, motivation and develop-
ment of professionals are critical for this purpose. Before dealing with these factors,
however, current performance and future requirements on part of the market and
clients must be analyzed.

e The strategic management of professionals must be measured by its success. To
increase the efficiency of HR measures, firms tend increasingly to concentrate
and coordinate individual measures. Firms choosing such an approach are called
high performance work systems. The systems, their origins and their respective
elements are described at length. Finally, it is expected that this systematization
of HR measures has a positive effect on the performance of the company as a
whole; in such cases, employee motivation and commitment also play a pivotal
role. Respective interdependence is also explained. Finally, the potential of high
performance work systems for professional service firms is underlined.

e The work-life-balance of employees has become a particularly topical subject in
the sector of management of professionals for professional service firms. This is



Introduction ix

due to a change of awareness in society concerning the value of work in compar-
ison to personal life, with a special focus on the family. Work in the professional
services sector is generally linked with long working hours and a large amount
of travel. It is therefore particularly important to understand how professional
service firms deal with this conflict-laden issue.

e A large part of the success of professional service firms is the acquisition of new
business. Contacts with former employees are a critical factor here. Professional
service firms have recognized this and use their alumni networks to generate new
business; one section of this book is therefore dedicated solely to this topic. In
the process, the structure of such alumni networks and their strategic relevance
for professional service firms is discussed. This forms the basis for extrapolate
management implications and pointing out future trends.

In Part IV the book extends its focus and looks at the management of long-term
strategic development goals of professional service firms.

o Initially three following options for the strategic development of professional
service firms are introduced: strengthening core business, an international ori-
entation and diversification. The selection of the right strategy can improve the
use of the resources of knowledge and social competence and, at the same time,
help meet customer requirements. When implementing the selected strategy, spe-
cific legal, cultural and organizational characteristics of professional service firms
must be considered.

e Over the last few years there have been signs of change in the structure of
the industry. Spin-offs and increasing market diversification has meant that the
market is characterized by an increasing number of small and medium profes-
sional service firms; however, they are still competing with the large professional
service firms. The networking of small and medium professional service firms
provides an opportunity to overcome size and capital-dependent obstacles that
prevent them from entering the market and which threaten their ability to com-
pete. Network management gives small and medium professional service firms a
chance to find new ways to make strategic use of the social capital, both on an
individual and on an organizational level.

The right strategies in times of crisis are of particular importance. The basis of all
crisis concepts is the realization that professional service firms organized on a part-
nership basis must generally keep growing in order to both maintain their profitable
leverage structure and to meet career goals. More recently, such growth often has no
longer been possible due to altered market conditions. However, there are three strat-
egy options for sustaining provider profitability: a decrease in the pressure inherent
in the career system, concentration on alternative, but similar growth markets in
terms of project type, and the change to entirely new types of projects.The book con-
cludes by illustrating the so-called archetype change in the professional service firm
sector. This process is already partly complete but in most cases it is still on-going.
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As part of this change, professional service firms have been increasingly introduc-
ing management practices and different types of organization structures. Finally,
frameworks for classifying archetypes that allow the characterization of various
archetypal professional service firms are presented, leaving room for speculation
about future development trends.
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Chapter 1
The World of Professional Service Firms

As already mentioned, professional service firms play a major role in today’s econ-
omy. They are generally associated with keywords like modern concept of work
and service, high turnover and profit rates, but also with unpleasant decisions such
as corporate restructuring measures. Hardly any bigger company has never resorted
to a professional service provider — in whatsoever form. The reasons can be man-
ifold: the non-existence of own resources or the desire for new external business
impulses are just two exemplary causes.

That also explains why various research areas have begun to investigate this high
potential sector more intensively. The definition of professional service firms does
not only address readers with minor experience on the matter. Core topics are also
being examined in greater detail and essential terms of the sector are being analyzed.

1.1 What Are Professional Service Firms?

Professional service firms like law firms, investment banks, consulting firms, audit-
ing firms etc. are companies of the so-called tertiary sector. It includes all services,
i.e. products, ‘which require direct contact of provider and consumer and which
appear mainly intangible prior to, during and after the contact’.! This allows ser-
vices in connection with industrial goods to be particularly differentiated using two
constitutive features: client immateriality and integration in the provision of goods
and services. However, this definition of the term service summarizes a very broad
and heterogeneous subsector and company spectrum which extends from cleaning
service providers, fast-food restaurants to consulting firms.

To be able to differentiate professional service firms properly two other types
thus need to be defined:

e Professional service firms providing knowledge-intensive services.
e Professional service firms providing services for companies.

Co-author: Bernd Biirger

S. Kaiser, M.J. Ringlstetter, Strategic Management of Professional Service Firms, 3
DOI 10.1007/978-3-642-16063-9_1, © Springer-Verlag Berlin Heidelberg 2011
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Fig. 1.1 Ceritical resources of professional service firms

Since attributes for professional services in most cases can be allocated simulta-
neously and are particularly distinctive, they are also described as ‘pure and highly
representative form of service’.2 At the same time other (service) sectors can be
differentiated via resources critical for success. There are three resources which sig-
nificantly influence the success of professional service firms: knowledge, relational
competence and reputation (see Fig. 1.1):

e Knowledge: Professional service firms have made it their business to work on
unstructured problems for their clients. This is what distinguishes them from
e.g. industrial cleaners, who deal with relatively clearly structured problems.
Unstructured problems on the other hand require an excellent organizational
knowledge, which allows the provider to gain competitive advantage in the rel-
evant knowledge area in comparison to client and competitor knowledge. The
value creation of professional service firms can furthermore be regarded as highly
knowledge-intensive, since rather than machines or equity being needed, the
expert knowledge, the experience and ability to solve problems of employees
is required.3 Problem solving is additionally complicated, since professional
service firm clients are mainly companies, as well as public institutions and
authorities.* These are much more complex systems than individuals® and thus
require a more complex service provision.
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e Relational competence: Comparable to other services the client is integrated into
the service provision process as so-called ‘external factor’. The provision of
a complex, knowledge-intensive service, however, often presupposes a highly
developed and multi-personal interaction between professionals and clients.
Only when using such an approach professional service providers are able to
assess the internal and external client situation, generate a ‘client-specific power
of judgment’ and provide solutions to company-specific problems. Different to
the situation e.g. in a fast food restaurant, the relational competence of employees
is hence the key to a successful interaction with and integration of clients.

e Reputation: Due to their high complexity and their economic significance for
clients, professional services — as opposed to e.g. cleaning services — are deemed
high quality credence goods. Such services are typically difficult to obtain, since
clients have little means of selecting an adequate provider.” The service quality
and the quality of the choice are often, if at all, revealed only after conclusion of
contract. The consequently resulting insecurity on part of clients thus often leads
to a focus on the quality feature reputation when acquiring professional services
in exchange for ‘security of choice’.® High reputation therefore can be deemed
a ‘door opener’ and pre-condition for lucrative contracts. Ideally it reflects the
company’s knowledge and relational competence.

1.2 Management Challenges and Approaches
for Professional Service Firms

So far, professional service firms have not been focusing too much on the man-
agement of their own businesses. This is mainly due to the self-image of many
professionals. Particularly if they do not have economic background (e.g. lawyers),
professionals often still today assume that their sole purpose lies in the provision
of high quality services for the client. Even if this is naturally the main condition
for the success of a professional service firm, it also proves that the profitability of
the service provision and its management are first of minor importance. However,
also the service provision of professional service firm needs to be profit-oriented
in the long-term. Especially US experts have consequently found that profession-
als in principle have demonstrated increased management awareness throughout
the last years. The changed trend from purely partner-managed professional service
firms towards so-called ‘Managed Professional Businesses’ clearly reflects that.® In
Chap. 14 of this book these aspects are being portrayed in detail under the keyword
‘change of archetype’.

To guarantee increased service provision efficiency optimization approaches
need to be found both for the factors turnover, as well as cost. This means that
professional service firms — more intensively than other businesses — have to be
active in and coordinated for two important markets at the same time: the market for
professional employees and the market for professional services.!? In other words
employees and clients are core success factors.
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e Employees: Highly qualified professionals are both carrier of (implicit) knowl-
edge, and interaction partner of the clients. Their appearance and performance
shapes the firm’s reputation. That makes them mainly responsible for the com-
pany’s success. To provide their service professional service firms require only
little assets. They rather depend on their employees’ quality and motivation.
Professional service firms can thus be interpreted as ‘ultimate embodiment of
that familiar phrase “our asset are our people””.!!

e Client: The professional service market is shaped by individual client require-
ments. Clients demand high quality services tailored to their respective needs.
Only when these requirements are met professional service firms are able to
market their professional services and receive remuneration which is rather high
compared to other sectors.

The main management challenge in professional service firms is to establish a
balance between those markets and their specific requirements and constraints. For
both markets positions have to be established and coordinated in parallel. The core
idea hereby is the so-called leverage, which forms the core of the business model of
professional service firms: in the context of a leverage relation also junior employees
indirectly gain access to the knowledge gathered by the client contacts of partners
and project managers of a professional service firm. This allows them to contribute
to finding solutions for complex client problems. This, in turn, leads to the rather
surprising situation that, e.g. young university graduates consult veteran managers.
The possibility of using leverage in the areas of knowledge and client relations also
allows professional service firms to charge higher rates when using their junior pro-
fessionals and therefore increase the firm’s profitability. The project team structure
with expensive senior professionals and comparatively favorable junior profession-
als thus influences the remuneration and cost structure of the respective contract and
is thus one of the main levers to increase profitability.

However, the project team organization cannot be changed arbitrarily, since it
needs to meet the requirements of the professional service market. When using the
degree of novelty and standardization as criteria, three project types can be identified
in one continuum: the term brain projects is used in the case of highly innovative
contracts with little room for standardization. In contrast to the aforementioned,
gray hair projects have a low degree of innovation although they require a large
amount of practical knowledge. The problems in procedure projects have often
already been identified and the problem solving process can be standardized to a
considerable extent. The team structure consequently needs to meet project require-
ments so that the various projects can, one the one hand satisfy the client, and be
kept as profitable as possible on the other.

e Brain projects usually include problems with issues, which are strategically of
particular importance to the client. Since such projects bear high risk on part
of the client; the number of experienced and creative senior professionals has
to be relatively high. If the project is carried out by many partners and few
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junior employees, the leverage potential is relatively low. At the same time, how-
ever, clients have comparably little remuneration sensitivity, which leads to high
consultant fees.

e On the other end of the project continuum, the service provision in procedure
projects is more standardized. Remuneration sensitivity is much higher here,
which leads to lower hourly rates. The professional service firm can compensate
for the resulting decline in turnover by using a higher leverage potential, though,
i.e. the number of partners is kept low. Instead, junior employees with lower rates
are used.

e Gray hair projects assume a middle position concerning remuneration sensitivity
and leverage potential.

Against the background of these challenges the management’s objective for pro-
fessional service firms should be an optimal use and development of professionals
as human resources for the company in line with their specific roles. There are three
main levers to influence and align the behavior of employees to the business objec-
tive: the management of professionals, the design of the organizational structure and
the development of corporate culture.!?

1.2.1 Management of Professionals

As highly qualified employees the so-called professionals contribute substantially
to the long-term success of a professional service firm.'? Jeffrey Pfeffer, a well
known expert in that area even goes as far as stating: ‘the distinctive competence
of a professional services firm is the skill of its staff’.'* Why do employees in pro-
fessional service firms have such a high significance? In the first instance this is
simply due to the fact that the main services of a professional service firm — the
provision of services in interaction with clients — obviously characterized by the
commitment and the skills of an individual employee and/or a team of employees.
In theory this can be verified by applying the so-called resource oriented strate-
gic management approach to the human resources sector'>: A superior amount of
professionals matching certain criteria leads to long-term competitive advantage.'6
Competing professional service firms are not able to simply develop the same level
of professionals and certainly not in the short term.

If the line of argument is taken one step further the significance of the man-
agement of professionals is obvious: The management of professionals becomes
a strategic success factor, since the services of professionals depend on it at a
considerable extend!”:

Many well-managed professional services firms emphasize recruitment, selection, and
building strong cultures to retain the skilled employees who constitute the basis of their
success. (Pfeffer 1994, p. 21)!8

Thus the main issue at first is to recruit the best professionals from the external
work market. Simply put, this ensures the basic availability of work. In addition the



8 1 The World of Professional Service Firms

individual productivity of professionals needs to be developed on the one hand, the
daily commitment must be secured and/or be increased on the other hand. Moreover,
loyalty of professionals as core high performers of the company towards the profes-
sional service firm is to be maintained by offering e.g. special career development
options. In reverse — especially in times of crisis — it can also be an option to let pro-
fessionals go. This is ultimately the only way to retain a profitable leverage ratio.
However, this does not only apply for institutionalized HR departments, but also for
the management and career advancement of employees on a daily basis.

1.2.2 Design of Organizational Structures

The topic ‘professionals’ indirectly links to the second management challenge of
professional service firms: the design of the organizational structure. Why? There is
a strong correlation between professional staff and organizational structure: In gen-
eral, individual professionals with specific individual skills form one professional
service team to solve client problems. This leads to highly skill and at the same
time individual dependent organizational structures. Ideally this precisely represents
market and client requirements.

When discussing organizational structures of professional service firms, one
needs to be aware that the organizational structures of the individual companies
— especially across subsectors — vary considerably. However, there are two elements
which allow a general classification. Firstly, most of the subsectors can be repre-
sented using a so-called professional pyramid. This pyramid particularly reveals
vertical structures (1), which are generally based on the professionals’ seniority.
Furthermore additional management bodies and service areas can often be found.
Secondly a detailed analysis of the professional pyramid also shows horizontal
structures (2). These are mostly due to specializations and/or skills of individual
professionals.

1.2.2.1 The Vertical Structure of the Professional Pyramid

Ideal-typically the pyramid-like organizational structure has three — in law firms
mostly two!® — levels: Partners, project managers and junior employees (see
Fig. 1.2).%% The partners are particularly responsible for the development and care
of client relations and often own the professional service firm. This applies at least
to professional service firms with a partner structure. However, recently also these
firms can be divided into equity and non-equity partner businesses. Project man-
agers are mainly in charge of coordination tasks, while junior employees provide
more operative tasks to solve client problems.

Project teams, formed based on a specific client task, thus profit from internal
synergies, since they consist of team members from the respective layers of the
professional pyramid contributing their specific skills.?!
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Fig. 1.3 Connection between project type and leverage structure

The ratio of the number of partners, project managers and junior employees
on project or company level is represented by the so-called leverage ratio. A
professional service firm with 4 partners, 8 project managers and 20 junior employ-
ees has a 1:2:5 leverage ratio. This ratio depends on market needs. It is obvious
that a complex process, such as the legal consulting during an international merger,
requires much more partner involvement than the relatively standardized implemen-
tation of an IT tool. The ratio of junior employees, project managers and partners
in a team thus depends on the project type (see Fig. 1.3). Each project type hence
requires another leverage structure.”?

The leverage ratio typically varies across subsectors. Strategic consulting firms,
mainly dealing with ‘brain’ projects, have a comparably low leverage ratio. If a pro-
fessional service firm with such a leverage structure was implementing a ‘procedure’
project, professionals had to perform tasks which didn’t meet their qualifications.
Due to the different salaries of the three hierarchical levels profitability would be at
risk.?? In reverse professionals would carry out tasks exceeding their qualifications
which would ultimately lead to quality risks. The point to be made is that the vertical
hierarchical structuring is determined by the project type and vice versa.
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Beyond the vertical structure, which is in a manner of speaking the structural
core of the professional service firm, most professional service firms have man-
agement bodies.?* These bodies can have rather legislative or executive character.
While the actual shape of legislative bodies largely depends on the respective legal
form of the professional service firm, many professional service firms have highly
similar executive bodies.?> Mostly these are so-called ‘managing partners’, irrespec-
tive of the fact whether they are the actual company owners from a legal point of
view. In the context of an underlying ‘democratic’ ideology they direct the fate of
the professional service firm together with ‘executive committees’. Such executive
committees are again formed by partners.

In the context of an increased trend towards a more professional management
of professional service firms, companies have recently begun to resort to an ever
increasing task sharing implementation between partners. This sharing can depend
on regions, client groups, and knowledge areas or also economic functions, like
funding, marketing or personnel management. In addition, at least bigger profes-
sional service firms have highly developed service areas, like e.g. HR, research and
analysis departments etc.

1.2.2.2 The Horizontal Structure of the Professional Pyramid

To be able to better meet market and client requirements professional service firms
also implement horizontal structures. However, since market and client require-
ments permanently change, it is beneficial for the professional service firm to have a
flexible horizontal structure.?® This structure is characterized by knowledge pools.
Within these knowledge pools individual professionals of all hierarchical levels can
be located based on their specialization and/or skills.”” Depending on the pro-
fessional service firm, specializations can be made concerning different objects.
Strategic consultancies for example develop specialists for certain sectors (e.g. con-
sumer industry), value creating functions (e.g. purchasing) or trans-sector issues
(e.g. controlling). Large law firms have professionals for various subject areas,
such as tax law, work law, etc.?® Even if a change of specializations or multi-
ple specializations is possible and often also desired, specialization limits project
feasibility. A corporate law firm, with specializations in various areas can not auto-
matically implement tax-related projects, even if the market required such service.
The respective points of reference in terms of skills and knowledge thus presuppose
a horizontal structuring of the professional service firm.

1.2.3 Development of the Corporate Culture

Corporate culture can generally be defined as the belief of employees in certain goals
and values and an adequate strategy to achieve these goals or to live up to these val-
ues. Culture can never be fully defined via regulations or manuals; it is rather to be
understood as an ‘invisible guide’ containing ‘do’s’ — what employees are expected
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to do and ‘don’ts’ — implicitly forbidden things.>® Strongly developed cultures
can thus considerably facilitate the firm’s management on the levels coordination,

integration and motivation of employees":

e Coordination: A strong corporate culture supports the coordination of different
employee goals and interests with company objectives. It allows employees to
cope with daily tasks also without detailed formal plans, programs and rules.

e [Integration: The corporate culture can furthermore help to improve team spirit
and thus promote solidarity of individual sub-systems in companies. Personal
interests become less significant and culture shows its impact as ‘social glue’.3!

e Motivation: Norms and values of a corporate culture help employees to under-
stand the entrepreneurial context of their actions. This leads to increased

satisfaction and thus motivation on their part.

Corporate culture in professional service firms has a higher impact on the behav-
ior of professionals than any codified job description or company regulation. In the
provision of services professionals are highly autonomous and provide particularly
much room for discretion. In companies, where employees enjoy such a high degree
of freedom, the culture often considerably shapes their behavior towards colleagues
and clients.>

Many studies have shown a culture to be particularly typical for professional
service firms, the so-called ‘one firm’ concept.?> This concept contains various cul-
tural elements which can be found in companies like McKinsey, Goldman Sachs
or Latham & Watkins. In the past these elements have had a crucial impact on
companies’ success and will surely continue to do so in future:

e A highly developed, sometimes cult-like, institutional loyalty

e Prevention of a general star mentality, which underlines the sole performance of
an individual,

e High importance of team work and solidarity,

e Long work hours and high performance requirements,

e Acknowledgement of a mission, which prioritizes client concerns.

When considering management possibilities or options to coin corporate culture
such approaches should not be based on ‘an unlimited feasibility in the sense of
a value or norm drill’ or an ‘indoctrination of attitude’.3* In fact corporate culture
is a dynamic system, which is shaped by decisions and actions on a daily basis.?
There are nevertheless approaches to further develop culture, such as recruiting and
training of new employees, corporate communication or the initiation of formative
experiences. They can help to implement a new culture, or to change or strengthen
an existing culture, i.e. to increase both the degree of anchoring, as well as the

conformity of corporate values and norms with all members of the organization.®
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1.3 Strategic Challenges and Approaches for Professional
Service Firms

Beyond the briefly outlined challenges and approaches for the more or less daily
management of the professional service firm, the question of the long-term strate-
gic focus remains. Since the beginning of the nineties at the latest, the professional
service market had been characterized by high growth rates and intensification of
competition.’” The huge growth was not only based on increased demand on the
professional service sector, but also on the typical ‘up-or-out’ career system of pro-
fessional service firms. Since professionals in such a system can only stay with a
company, if they continuously advance and climb the respective steps on the career
ladder, career and growth pressure in professional service firms inevitably start to
rise. Nevertheless, directed career promises are made to recruit and make loyal new
highly qualified employees. This systems works, since the chance to make it in
the circle of partners is a vital incentive for many professionals in the long-term.
However, if promises are held, the number of partners rises. Since partners often
directly profit from company gains — due to their owner- or partnership — an exten-
sion of the circle of partners needs to be accompanied by an increase in company
profits. The initial partners will probably not agree to give up parts of their commis-
sion in favor of succeeding partners and will rather try to maximize them. Against
this background professional service firms have to grow strongly, to maintain a good
balance between senior and junior professionals and to be able to meet their needs
at the same time.>® This phenomenon (‘leverage ratio’) is portrayed in detail in
Chap. 11 of this book.

In parallel to these developments market penetration in the individual perfor-
mance segments rises. The number of professional service providers increases,
while existing businesses grow and expand their service spectrum. The auditing
company KPMG is no longer exclusively limited to their core business, but —
like other large auditing firms — has long begun to target other markets such as
management consulting, financing and legal consulting. This convergence can be
observed in various PSF subsectors® and leads to a highly developed competitive
situation.*’

In the last years phases of stagnation, recession and growth alternated. The
above-average company growth rates and the increasing demand for professional
services ended in the 1990s with a drastic drop in demand, which was caused
by the general economic downturn. Professional service firms, which had previ-
ously built up considerable capacities, were suddenly facing an entirely new market
environment. Since then professional service clients have become increasingly cost-
sensitive. Many projects are cancelled or postponed against the background of such
new cost awareness. The remuneration of professionals is being questioned and re-
negotiated. This trend leads to professional service firms developing sales and/or
pricing problems. Many consulting firms face less consulting contracts, while the
number of new IPOs has sunk to a minimum, causing problems for investment
banks, but also for many law firms and communication agencies. Auditors and
tax consultancies might still be concluding new contracts, find themselves under
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Fig. 1.4 Strategic development possibilities of professional service firms. (Source: see Ringlstetter
and Biirger 2003, p. 121)

increased pricing pressure. Since professional service firms will typically try every-
thing to improve utilization and to avoid letting professionals go, competition is
additionally intensified.

In order to stay competitive in the long-term professional service firms have
to create and develop specific competitive advantages to stand out from the com-
petition. Critical long-term success factors are client relations and the company’s
knowledge base. Professional service firms can select three development strategies
(see Fig. 1.4)%:

e Diversification: Diversification strategies imply expansion of the existing range
of services. Clients are offered new services and thus have the possibility to use
a ‘one-stop shopping’ service. In the context of ‘client leverage’ such diversifica-
tion aims at using the existing clients base and at generating more turnover using
an extended range of services.

e [nternationalization: In almost all PSF sectors the leading companies have begun
to internationalized — at the latest since the beginning of the 1980s — and have
thus enabled their clients to work with the same professional service provider on
a global scope (‘seamless global service’).*? The international focus allows the
provision of existing knowledge and problem solving capacity to a much broader
clientele and leads to ‘knowledge leverage’.

o Strengthening of the core business: Irrespective of the pursuit of either strategy
professional service firms continuously have to strive to strengthen the core busi-
nesses since many segments no longer have potential for internationalization and
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diversification or simply because competitive pressure rises. The main objec-
tive is an increase of quality, i.e. to improve ‘service excellence’ in the market.
This can happen two ways. Either through the market differentiator competence
(knowledge leadership) or via the client relation (client leadership). It is also
possible to combine both approaches.

In this introductory chapter it has become clear that professional service firms
represent a complex type of business with specific characteristics, which confronts
the management with special challenges. Due to the fact that they have gained
immensely increased economic significance in the last couple of years, strategic
management tasks have recently become the focus of interest. These are particularly
considered in the fourth part of this book.

However, at first the various subsectors professional service firms and their
respective specifics shall be analyzed in detail to put the subsequent chapters on
a holistic basis concerning the sectors and companies acting within them.
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Chapter 2
The Business of Professional Service Firms

As already outlined in the introduction, the professional service firm sector is char-
acterized by a couple of commonalities, such as the critical resources. Despite all
these commonalities it must be forgotten under no circumstances that there are
considerable differences between individual companies within the sector. These dif-
ferences on the one hand manifest in more differentiated types of businesses and
remuneration forms. On the other hand they are based on the fact that professional
services vary depending on the subsector. These subsectors will be portrayed in
detail in the following chapter. When comparing the range of services of a manage-
ment consultancy and the one of an insurance broker this is more than obvious. In
the following types of businesses (Sect. 2.1) and remuneration forms (Sect. 2.2) are
presented as can be generally found in the PSF sector.

2.1 Types of Professional Service Firm Businesses

The business basis of professional service firms in principle rests on the demand for
additional qualitative or quantitative problem solving competence on part of clients.
In some cases the involvement of professional service firms is a statutory obligation.
Companies have to have their annual accounts performed by neutral parties, i.e.
auditing companies.! The businesses, which professional service firms are able to
conclude against this background, are often of highly diverse nature. There are three
basic types of business (see Fig. 2.1):

e The first type of business is the consulting business. It tackles problems which
can often not be clearly defined by clients. The objective of this kind of service
is to develop ideas and concepts which form the basis of the client’s decision-
making. A typical claim of consultants is the development of constantly new
specific solutions for each client. This is also referred to as ‘expert economics’.>

Whether firms like management consultancies are actually able to live up to this

claim in the individual case remains questionable.
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Fig. 2.1 Various types of businesses in the PSF sector

e When additional quantitative problem solving competence is required profes-
sional service firms which only provide personnel capacities are mainly used.
With the help of these additional capacity client problems can be solved which
are complex, but at the same time relatively similar. The term for this is ‘re-use
economics’.®> A classical example of such a case is the implementation of a new
IT system.

e Brokering, or the so-called brokerage, has a main focus. Simply put, objects are
transferred from one owner to the other on behalf of the client. The broker typ-
ically works as the mediator in a triangular relation between two companies.
The brokered objects can have different form: In case of insurance brokers it is
comprehensive risk coverage, for head hunters the ‘objects of desire’ are human
resources.

e In practice the combinations of types of businesses are manifold. Often state-
ments regarding this can be made only for specific companies or projects. The
services insurance brokers provide for instance often exceed the brokering ser-
vice. In addition clients often expect an individual consulting service and finally
also general service and the administration of insurance products.*

The three different types of businesses can furthermore also vary in terms of the
relation, in which the service is provided. In particular the so called jobbing and
sparring relations are differentiated in that context (see Fig. 2.1).> The point of
origin in both cases is a complex client problem.
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e Sparring relations are often characterized by intensive reciprocal interaction.
Client and consultant alternate taking on the role of guide and guided.

e Jobbing relations on the other hand are rather implementation oriented. The client
outsources specific tasks and ensures the respective coordination.

Chapter 4 deals with quality management and looks at clients relations from a
different perspective.

2.2 Remuneration Forms in Professional Service Firms

It can be concluded that a professional service firm can perform various types of
businesses. However it depends on the agreed remuneration form whether every
partial service provided is invoiced at the end of the day. The main remuneration
forms are briefly presented below:

e The payment of a commission is a remuneration form with decisive parameters
or percentages. In case of insurance brokers e.g. the broker fee depends on the
amount insured as decisive parameter.

e Profit sharing is a special firm of commission payment. While in case of commis-
sions the decisive parameter can be specified in advance, success orientation can
be an element of uncertainty both for professional service firms and for their
clients: Since success, directly allocatable to a certain project, is not always
measurable or is sometimes not revealed unless several years have passed, the
determination of this decisive parameter is problematic.

e The probably most common remuneration form is the hourly fee. Irrespective
of the result the client pays pre-defined hourly rates to professionals involved
in the provision of service. Partner rates are significantly higher than the junior
employee rates. Such remuneration can be anticipated very well by profes-
sional service firms. Clients could face a problem though, if the productivity of
professionals turns out to be insufficient.

e The remuneration in form of fixed prices, so-called retainers, is invoiced on
a regular basis. Similar to hourly rates this form of remuneration can be well
anticipated by professional service firms; however, for clients it also bears
disadvantages.

It can be useful for the individual professional service firm to combine different
remuneration forms. Furthermore remuneration forms are subject to strong temporal
development dynamics. Over many years it was general practice for head hunters
to receive commissions and for consulting firms to invoice hourly rates. Clients,
however, have now begun to postulate profit sharing, not least due to the economic
downturn.

After having introduced key terms and types of businesses as well as remunera-
tion forms of professional service firms the following chapter takes a closer look at
the individual subsectors.
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Chapter 3
The Subsectors of Professional Service Firms

The professional service firm sector contains a host of different subsectors and is
thus rather heterogeneous. It therefore makes sense to see the sector holistically
but to take a closer, systematic look at the characteristics and peculiarities of the
individual subsectors. In this book the following subsectors are examined in more
detail:

Auditing companies
Corporate law firms
Consulting firms

Recruitment agencies
Investment banks
Communication agencies
Engineering service providers

The first six subsectors listed above, together with the market research compa-
nies not mentioned here, alone generate about 75% of the sector’s total turnover!:
Fig. 3.1 shows both the approximate subsector share of total revenue of the profes-
sional service market and also a possible subdivision of the services offered. It needs
to be considered that the companies of the individual subsectors are often extend-
ing and enlarging their portfolio and provide services in the increasingly tougher
and more dynamic competitive environment which exceed subsector boundaries.
Correspondingly a fluent transition between individual subsectors can be assumed.

This book presents management challenges and sector developments in key sub-
sectors. The bases for this are the characteristics and peculiarities of the eight
subsectors listed in the following. For this purpose four issues have been identified:

1. What added value do companies offer their clients? What is the actual service
provided?

2. How can the relationship between professionals and clients be described?
Depending on interaction intensity highly interactive jobbing and less interactive
sparring relations can be differentiated.?
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Fig. 3.1 Professional service firm subsectors. (Source: Scott 1998, p. 11)

3. How can the ‘professions’ of the respective sectors characterized and to what
degree is the respective total of professionals institutionalized?

4. Who are the global ‘key players’ of the respective subsectors regarding turnover
and/or number of employees?

Apart from the factor quality also the factor added value generated by a consult-
ing service for the client can vary, depending on the PSF’s size within the subsector.
This is exemplary shown by different types of added value, generated by small and
big consulting firms.

The existence of a problem is an essential trigger to use consulting services.
Clients hope that mandating a consulting company will solve problems irrespective
of the problem type. In general the added value created by the consulting company
lies in the solution of client problems and of problems which emerged during the
consulting process.

The assumption that the added value generated by consulting firms was spe-
cific has to be questioned in light of the downfall in growth at the beginning of the
economic crisis in 2008. Renowned consulting companies like McKinsey, Roland
Berger and BCG reported decreases in turnover and drops in profit. However, when
taking a closer look at the numbers of the subsector, there are considerable differ-
ences regarding the company size. Small consulting firms with a specific focus for
example where able to be commercially successful and grow. One explanation lies
in a differentiated view on the added value provided by consulting companies of var-
ious sizes. Especially in economically difficult times it is necessary to use resources
purposefully and as efficiently as possible. Client budgets for consulting services
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are consequently contracted out to professional service firms which have proven
that they have already successfully solved a specific client problem — or ideally
several problems — in the same context. Accordingly small consulting companies
with precise focus on specific market niches and distinct areas can generate strong
competitive advantages.

In view of the added value e.g. the cost basis can be used as an argument. The
leading strategy consultancies invoice daily charges starting at about EUR 2000 for
a junior employee, while professionals of smaller consulting companies offer their
services for a daily rate of EUR 1000. However, price is not necessarily the main
and/or decisive criterion for the selection and the generated added value. In case of
strategically important problems, which decisively influence company success the
key question is, who can address and solve the issue best. Most of the time large
consulting companies use alternating team constellations with often less special-
ized professionals from project to project. Despite intelligently prepared knowledge
databases and the pure man power this practice does not always lead to optimum
results. Nevertheless image and reputation of generalists can justify mandating and
provide added value. Specialist consultancies, the so-called hidden champions’ on
the other hand have outstanding reputation only in the respective niches they cover.
The general public is often not aware of this image; however, it has major impact
on the communicability of results. Small consulting companies can frequently profit
from their improved market proximity and generate specific added value since the
teams of professionals have often worked on comparable tasks in the context of
various projects and are thus highly competent regarding their implementation.

3.1 Auditing Firms

The core service ‘auditing’ includes the audit of year end accounts and consolidated
financial statements statutory for stock corporations and other large companies. It is
also scrutinized whether the statements meet the respectively valid norms. As sub-
segment of ‘assurance services’ the auditing process intends to increase information
quality and meet statutory requirements. The American Institute of Certified Public
Accountants (AICPA) defines ‘assurance services’ as ‘independent professional
services that improve information quality or its context’.?

Apart from the year-end account also special audits, such as fraud audits, or
audits of financial standing, company assessments as well as consulting with fiscal
and economic questions are among the activities of auditing businesses. Many audit-
ing firms have also entered new business segments like tax consulting, management
consulting or legal advice as part of the diversification process. The entire service
spectrum can be labeled as auditing and consulting with special finance focus.*

Globalised, economic processes increasingly require more company specific
information, which financial key performance indicators alone cannot provide. What
is rather needed is consulting on assessability and optimization potential in the areas
financial accounting, internal revision and risk control.
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Large and increasingly also small and medium auditing firms have established
business areas for these audit-related consulting tasks. The so-called ‘advisory’
areas provide clients with differentiated services on economic, fiscal and regulatory
issues. The consulting spectrum usually covers efficiency and securing of internal
business processes as well as the protection and increase of values in a company
through internal as well as external growth. The added value for clients can be
seen in the combination of management, process, finance, IT consulting and sector
know-how.

However, when professionals audit and consult at the same time, there is a risk
that the double function endangers both their judgment and their independence. If
the two functions are too closely connected this can cause serious problems since the
annual statement should be based on a relation of distrust rather than on a personally
close and collegial relation of trust.

The work of auditing companies is characterized by a triangular constella-
tion. The auditor functions as an impartial entity between the management of
the audited company providing information and the addressee of the statement
using that information.> The auditing process can be standardized considerably.
Standardization is limited though, since the interpretation of laws and accounting
standards requires a well-founded judgment on part of the auditor.® To collect com-
pany information relevant for the audit professionals of the auditing firms cooperate
with the company’s respective specialist departments. The cooperation is strongly
influenced by a jobbing relation (Fig. 3.2).

Many areas of the auditing profession such as training, membership in interest
groups and the practice of the profession are subject to statutory regulations. At this
point the German professional law shall briefly be outlined to provide an example:

e The entry to the auditing profession is strictly regulated in Germany. Apart from
a completed university degree, 3 years of professional experience and a secure

External Circle of Experts

Auditors

Examination and disclosure
of the end-of-year account

Addressee Internal Circle of
Company Experts

Public and private
stake holders

Operations, Law/Taxes,
Finances

Need for information

Fig. 3.2 Simplified representation of the triangular connection of auditing companies. (Source:
Gillmann and Ruud 2002)
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financial situation are expected. Only if these requirements are met, applications
to take the certified accountants examination are accepted by the examination
board, which is subordinate to the appropriate federal state authority in line with
§5 of the auditor’s code (WPO).

e Auditors and auditing firms have to be organized in the chamber of auditors.
The chamber’s responsibility lies in the professional self-supervision. Apart
from the auditor’s code, the chamber’s statutes provide the legal basis in
Germany.

e The auditing market is limited by special occupational duties, e.g. in terms of
marketing possibilities and the establishment of interdisciplinary partnerships.
Ethical norms, like discretion or ‘professional conduct’ are further requirements
for people in the auditing business.” In case any rule is violated the chamber is
able to apply sanctions. These range from a reprimand to disbarment.

Internationally people in the auditing profession can be seen as ‘accountants’
in a wider sense. According to the definition of the IFAC (International Federation
of Accountants) accountants are ‘those persons, whether they are in public prac-
tice, industry, commerce, the public sector or education, who are members of an
IFAC member body’.® Apart from people auditing accounts the term ‘accountant’
thus includes all professional groups, which work in accounting and are a mem-
ber of an IFAC organization. The IFAC consequently strives to harmonize national
professional rules of conduct and auditing standards to guarantee the quality of
international services in the public interest.

The international auditing market is dominated by four big, international audit-
ing and consulting companies, the so-called ‘Big Four’ (PricewaterhouseCoopers,
Deloitte Touche Tohmatsu, Ernst & Young and KPMG) (see Table 3.1).2 These
have to be differentiated from national and local and/or regional providers,
which are less represented geographically and have much smaller auditing
volumes.

Table 3.1 Largest international auditing firms in terms of annual revenue

Global turnover

Company (2008 US $m)
1 PricewaterhouseCoopers 28.2
2 Deloitte Touche Tohmatsu 27.4
3 Ernst & Young 24.5
4 KPMG 22.7
5 BDO International 5.1
6 Grant Thornton International 4.0
7 RSM International 3.6
8 Praxity 32
9 Baker Tilly International 3.0
10 Crowe Horwath International 2.9

Source: http://www.worldaccountingintelligence.com/index.php (Last
updated 7 August 2009)
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3.2 Corporate Law Firms

Law firms are considered professional service firms, if their clientele mainly con-
sist of companies, industrial groups or institutions. Their services include attorney’s
legal advice, in particular in the area economic and tax law and client representation
in court, arbitration or before authorities.!” Depending on the type “full service firm’
or specialized ‘boutique’ more or less commercial law areas are covered. There is a
trend to expand competences with the objective to provide legal services for inter-
nationally operating clients. The increasing competition, primarily of British and
American ‘full service firms’, which are moving into regional markets, leads to
large corporate law firms developing into ‘American-style law firms’. In addition
to the classical legal advice and counsel before court they also offer transaction
services to their clients. This trend is supported by another factor. Large interna-
tional auditing firms, especially the ‘Big Four’, have started to found their own law
firms. Furthermore the big players have their own big legal departments, providing
services from legal counsel to drafting of contracts and estate planning.

The main interaction partners of corporate law firms are executives of client
companies. The skills of the managers in the respective legal areas hereby shape
the dominant type of relation. Highly professionalized managers rather work in a
sparring mode with corporate law firms than less professionalized client. Interests
and needs of client have to be analyzed and interpreted. Only then the question
presents itself, what can be achieve from a legal point of view and what approach is
economically attractive.

Many areas of the legal profession such as training, membership in inter-
est groups and the practice of the profession are subject to statutory regula-
tions. However, deregulation tendencies can be observed across the entire sector.
Depending on the respective country this includes the possibility to take on non-
lawyers as partners, the establishment of corporations, increased employment of
marketing measures, etc.

In terms of number of lawyers the international top flight consists of the law
firms Clifford Chance, Linklaters, Freshfields Bruckhaus Deringer and Baker &
McKenzie (see Table 3.2).

3.3 Consulting Firms

Generally speaking consulting can be seen as interactive process with the objective
to influence the behavior of clients in the context of a problem solution and — if
necessary — also to support clients with the implementation. It can also include
the verification and support of management decisions. This is realized by con-
sulting firms providing access to resources and specific knowledge to their clients
and by observing the system in question. The theoretical discussion additionally
emphasizes the knowledge transfer function as a significant consulting task.

Client problems can be of different nature. To solve problems the client has to
select consulting objectives, concepts and methods from a highly heterogeneous
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Table 3.2 Largest international law firms in terms of annual revenue

Global turnover

Company (2007 US $m)
1 Clifford Chance 2660.5
2 Linklaters 2588.5
3 Freshfields Bruckhaus Deringer 2358.5
4 Baker & McKenzie 2188.0
5 Skadden, Arps, Slate, Meagher & Flom 2170.0
6 Allen & Overy 2034.0
7 Latham & Watkins 2005.5
8 Jones Day 1441.0
9 Sidley Austin 1386.0
10 White & Case 1373.0

Source: http://www.law.com/jsp/tal/in_print.jsp (Last updated 7 August 2009)

spectrum. In general, a distinction is made between strategy and organizational
consulting as well as IT consulting. While strategy consulting and organizational
consulting can be associated with the superordinate management consultancy con-
cept, IT consulting can be further divided in IT consulting in the strict sense and IT
services. Admittedly the differentiation between IT service providers and manage-
ment consultants has recently been softened. Management consultants also provide
IT know-how, while IT consulting services meanwhile also contain company-
strategic topics. Generally, an overlap of auditing and consulting activities can be
found. The partly different focuses of the big international consulting companies
as well as inconsistent market definition and intransparency make an international
comparison very difficult. Apart from management consulting — in the wider sense —
there are also recruitment agencies, IT consultancies and consulting engineers and
their various subsectors among the consulting firms’ core industry. The service
structure in the consulting business can be characterized as follows:

The growing insecurity and dissatisfaction of clients with the quality of ser-
vices of established consulting companies on the one hand and the profitability of
services on the other hand leads to new competitors entering the market for consult-
ing services. They are attracted by low market entry barriers to and relatively low
investment costs.

The international big players in the management consultancy area are listed in
Tables 3.3 and 3.4.

Client involvement with the provision of consulting services is always important
both in case of the management and the IT consulting. However, interaction intensity
can vary. The more standardized the consulting service, the higher the probability
that the service is provided in the sense of a jobbing relation. Conversely, consulting
services requiring strong individualization in terms of client-specific requirements
and issues are rather provided in a sparring relation.

In most countries the term ‘consultant’ is not a legally protected occupational
title. There is no standardized training and no discipline-specific academic degree
is required. Especially some of the bigger strategy consultancies recruit graduates,
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Table 3.3 Largest international management consultancies in terms of annual revenue

Global turnover

Company (2007 US $m)
1 Deloitte Consulting GmbH 4,927.0
2 KPMG International 4,631.0
3 McKinsey & Co. 3,800.0
4 PriceWaterhouseCoopers 3,112.0
5 Mercer Human Resource Consulting 2,708.0
6 Ernst & Young 2,349.0
7 Accenture 1,912.0
8 Booz Allen Hamilton 1,755.0
9 Crowe Chizek/Horwath International 1,558.0
10 IBM 1,513.0

Source: http://www.consultant-news.com/article_display.aspx?p= adp&id=498
(Last updated 7 August 2009)

Table 3.4 Largest international IT consultancies in terms of annual revenue

Global turnover

Company (2003 US $m)
1 IBM Global Services 42,636.0
2 Electronic Data Systems 21,502.0
3 Fujitsu 18,080.0
4 Accenture 13,020.0
5 Hewlett-Packard 12,305.0
6 Computer Sciences Corp 11,800.0
7 BT Global Services 11,300.0
8 T-Systems 8,402.0
9 Cap Gemini Ernst & Young 7,047.0
10 NTT Data 7,005.0

Source: http://www.builderau.com.au/news/soa/IT-services-giants-face-slowing-
growth/0,339028227,339250363,00.htm (Last updated 7 August 2009)

who do not have economic background, but come with the necessary expertise as
‘exotics’ (e.g. physicians or theologians). Essential are general intellectual abilities,
such as analytical skills and problem solving competence, but also certain other
characteristics, like objectivity, discretion, willingness to learn, flexibility and the
ability to cope with pressure and behavior, like e.g. communication skills. Due to
these ambitious, but also rather general requirements for professionals the sector
tries to accelerate the compliance with certain principles via professional organiza-
tions and associations. National associations for example can join the International
Council of Management Consulting Institutes (ICMCI) to be able to award the CMC
(Certified Management Consultant) to professionals. The connected quality stan-
dard might be of particular for small and medium consulting firms to increase their
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level of awareness and improve their reputation. Only in Austria and Canada pro-
fessionals are subject to clear regulations in terms of qualification and market entry.
Elsewhere the lack of professional laws often leads to the consulting subsector not
being utterly approved of by the public.

3.4 Recruitment Agencies

At first sight the recruitment agency sector is difficult to define. For a deeper under-
standing of the sector it helps to differentiate recruitment agencies in a stricter and
in a wider sense.!! When talking about a recruitment agency in the wider sense, one
refers to all consulting activities and services, which can be allocated to the human
resource sector.'> Recruitment agencies in the wider sense also contain advice in
the areas remuneration systems, management, development, work law etc. Often
such services are not only offered by specialized recruitment agencies, but also by
broadly positioned consulting firms which also tackle HR related problems for their
clients.

The recruitment agency in the stricter sense, offers its services predominantly in
the recruitment area. Studies of the Bundesverband Deutscher Unternehmensberater
(BDU) show for the German-speaking market that over 80% of the turnover of
recruitment agencies is generated in that segment. The core service thus is the sup-
port of the client with the search and selection of specialists and executive staff.!3
Recruitment methods can be differentiated as follows:

e On the one hand there is the so-called direct search, where potential candidates
are directly and actively contacted by the recruitment agency. Important factors
here are the recruitment agency’s personal contacts and databases as well as the
identification and first contact of candidates.

e On the other hand there is the so-called media-supported search, where candi-
dates are sought via classic ads and recently especially via the internet.

Various people are involved in the recruitment process, as search and selection of
executive staff: consultants and employees of the client, but in the end also potential
candidates. On the client’s side there are board members and/or managing directors,
other high-ranking human resource or personnel managers. Depending on the focus
of the recruitment agency the candidates are employees of various hierarchy levels,
as a rule, however, executive staff members. In total the recruitment agency in the
stricter sense tends to have jobbing character, roles and tasks within the process are
clearly allocated.

The agency’s recruitment process furthermore consists of different phases, which
ideal-typically can be summarized as follows:

e At first the structure and culture of clients and the requirements of the position to
be filled need to be assessed.
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e By referring to the existing or newly collected information potential candidates
are identified, interviewed and pre-selected on this basis.

e These candidates are presented to clients and depending on client preferences a
personal meeting is scheduled which is often joined by a personnel consultant.

e To support the decision of clients, often additional information on candi-
dates is gathered and the client is accompanied during the final selection
process.

e Additionally client contact is being maintained to monitor the success of the
respective decision.

Recruitment has meanwhile become an independent service. The origins date
as far back as 1926, when Thorndike Deleland in New York started the paid
search for sales experts, which by the way coincided with the foundation of one
of the most successful management consultancies to this day by James O. Mc
Kinsey. During the 40ies and 50ies recruitment consulting turned into an indepen-
dent subsector. In the 60ies American executive search consultancies started their
first European subsidiaries. In the subsequent decades the sector experienced strong
growth. Meanwhile 70,000 executive and specialist positions in Germany have been
filled by 1800 recruitment agencies. Table 3.5 lists the ten largest international
recruitment agencies.

In total the sector is characterized by a high degree of intransparency concerning
the recruitment agencies’ reliability and professionalism. This is in particular due
to low market entry barriers. Neither high capital expenditure, nor a documenta-
tion of qualifications is necessary. However, some associations like the federation
of German Executive-Search-Consultants (VDESP) in Germany or the association
of Executive Search Consultants (AESC) try to accelerate the development of pro-
fessional standards. As a rule leading recruitment agencies have expressed their
commitment to comply with these standards.

Table 3.5 Largest international recruitment agencies in terms of annual revenue

Global turnover

Company (2006 EUR m)
1 Korn Ferry International 552.90
2 Spencer Stuart 433.70
3 Heidrick & Struggles 415.20
4 Egon Zehnder International 376.10
5 Russell Reynolds 334.10
6 Ray & Berndtson 180.60
7 IIC Partners 107.30
8 Whitehead Mann 75.00
9 DHR International 70.10
10 Highland Partners 63.70

(Source: http://www.workforce.com/tools/hot_list/HotList_0607_17.pdf
(Last updated 07 August 2009))
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3.5 Investment Banks

Historically, investment banks have acted as intermediates between supply and
demand of capital and have issued and brokered securities (‘underwriting’). That
business has, however, increasingly lost in significance and at the beginning of the
1990s only accounted for 10% of investment banks’ total turnover. A core char-
acteristic of investment banks sill is, that they are allowed — contrary to so-called
commercial banks — to perform security transactions, while being excluded from
the loan and deposit-taking business.'* Since the complexity of the services pro-
vided by investment banks, however, exceed these tasks by far, it is necessary to

take a closer look, which reveals a host of various business segmentslsz

e Mergers and Acquisitions: Consulting of clients in case of mergers or takeovers
of companies and or their prevention.

e Corporate Finance or Financial Advisory: Consulting of companies with funding
issues, e.g. emission of equity and loan capital.

e Structured Finance: Consulting and management of project funding and financ-
ing by selling liability pools.

e Capital Markets: Issue and placement of securities, including consulting, take-
over of securities and distribution to investors.

e Sales and Trading: Advice and support of investors, handling of the resulting
trades.

e Asset Management: structuring and implementation of portfolio strategies for
institutional clients.

e Principal Investment: Own investment department of banks within companies
with the objective to increase value by influencing in-house business activities.

Depending on the (global) level of involvement in the business segments invest-
ment banks can be differentiated.!® ‘Bulge bracket’ firms (e.g. Goldman Sachs,
Merrill Lynch) work in the entire spectrum of the business, while ‘major’ (e.g. JP
Morgan Chase, Lehman Brothers) or ‘submajor bracket’ firms (e.g. Bear Stearns)
only cover a part of the spectrum and not always on a global scale. In addition
there are specialized companies providing services as boutiques e.g. only in case of
mergers and acquisitions (e.g. Lazard) or gathering and evaluating information as
research firms (e.g. Moody’s or Standard & Poor’s). During the banking crisis in
2008 all large US investment banks lost their status. In September 2008 the tradi-
tional Merrill Lynch bank was taken-over by the Bank of America due to refinancing
problems and Lehman Brothers had to file bankruptcy. In March Bear Stearns was
forced to accept the sale to the J.p. Morgan Chase group. Also the investment banks
Goldman Sachs and Morgan Stanley renounced their legal status as investment bank.
Table 3.6 shows the ten largest international investment banks.

It is logical that the kind of cooperation with clients and the service provision
process to a high degree depends on the respective business field. Partly the service
is provided highly interactively (sparring relation), partly it can be characterized
as jobbing relation. Irrespective of the business segments employees are, however,
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Table 3.6 Largest international investment banks in terms of closed deals

Amount of Deal value
Company deals 2008 (US$b)
1 Goldman Sachs & Co 378 943.1
2 JP Morgan 423 878.1
3 Citigroup 374 847.0
4 Bank of America Merrill Lynch 376 698.0
5 Morgan Stanley 393 667.4
6 UBS 390 615.1
7 Deutsche Bank AG 316 510.2
8 Credit Suisse 358 508.7
9 Barclays Capital 114 382.9
10 Lazard 243 283.5

(Source: http://www.reuters.com/finance/deals/mergers (Last updated 7 August 2009))

the core success factor for investment banks. Recruitment by competitors and the
loss of entire teams (including clients) have impressively demonstrated that in the
past. Investment banks therefore face particularly high challenges when recruiting
junior staff or retaining top performers.!” There is no independent training-based
profession, but there is a typical socialization as investment banker.

3.6 Communication Agencies

Communication, as ‘transmission process of messages between a sender and one or
several recipients’, is the core service that communication agencies provide to their
clients — companies or other institutions. Agencies use numerous communication
instruments in the process which can be divided into ‘above the line’ and ‘below the
line’ activities:

e Classical promotional activities like e.g. print, TV and radio advertising are called
‘above the line’.

e ‘Below-the-line’ activities mainly include new communication instruments like
e.g. event marketing, interactive media, public relations, direct mailing or
sponsoring.

To be able to offer clients effective integrated communication, ‘full service
agencies’ or networks, in which specialized affiliated agencies are providing a
comprehensive range of service, have been increasingly developing. The work of
classical advertising agencies is often still seen as the ‘supreme discipline’ of the
communication sector.!® They offer their clients advertising consultancy, planning
and conceptual campaign design, as well as development and design of advertizing
material and its subsequent implementation.

Since each measure needs to be developed both client as well as product specif-
ically, communication services are to be regarded as ‘highly complex consulting
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products’!”. Their quality is not only based on specialist knowledge, but especially
on creativity. The relations between clients and professionals of communication
agencies can be of highly different nature. Primary interaction partners in the provi-
sion of PR services are executive staff members of the client, who either work with
agency contacts in a sparring or a jobbing mode. In the classical ad sector services
are mainly provided in the jobbing mode. Interaction partners in these cases are
rather the advertising specialists of the client companies than the top management.°

The spectrum of tasks of advertising agency employees is very broad. A total
of 25 professions, such as e.g. graphic designer, contacter or media planer can be
identified in advertising agencies. The access to the profession and the term ‘adver-
tising agency’ is not protected in any way. In particular to stand out among the many
‘black sheep’ operating in the sector, national professional associations offer their
members a strong brand and a quality seal.

Due to the limited availability of international results of communication agen-
cies a substantial listing cannot be provided at this point. It can be stated, however,
that the group of the largest international communication agencies in 2007 is
spearheaded by DDB Worldwide, McCann Worldgroup and Dentsu.

3.7 Engineering Service Providers

The engineering service provider sector plays an increasingly important role in
industrial development. However, engineering service providers often work invis-
ibly for the general public. Even for sector insiders it is difficult to gain an overview
of the highly heterogeneous industry. This might also be caused by the fact that
engineering service providers operate in a variety of fields. Engineering service
providers offer their services in the areas engineering, chemical industry, oil and gas
production, energy and water supply, microelectronics, paper and automotive indus-
try etc. The spectrum ranges from the generation of product ideas and development
and construction to detailing documentation.

The services are mostly provided in classical project business form. Based on
client requirements, teams are created and the project is organized. Individual
projects, however, can have different scopes. These range from the support by
individual employees to the use of individually operating teams. Services are pro-
vided either with the client on-site or in the facilities of the engineering service
providers. This mainly corresponds with statutory organizational forms for the
project business:

e In the context of the supply of temporary work projects are implemented
with the clients on-site. The engineering professionals are fully integrated
into the client team; remain employed by the engineering service providers
though.

e A service provision based on a work contract is also possible, if projects can be
easily defined. In such cases the scope and the execution of services are stipulated
prior to the project start between engineering service provider and client.
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The outlined organizational forms ultimately also determine the interaction form.
While intensive communication between engineer and client employees is typical
when employees are temporarily hired (these therefore mainly tend to be sparring
relations), service based on work contracts can be provided with lower interaction
intensity (this kind of project implementation therefore can be rather characterized
as jobbing relation). In addition, it needs to be mentioned that engineering service
providers are also active in the recruitment sector. In such cases requirement profiles
are generated for concrete positions and suitable candidates are sought. The clients
are supported when selecting candidates and during their subsequent training period.

The employees of engineering service providers are primarily engineers with
different backgrounds. In addition and as a rule, there are also larger numbers of
technicians, technical draftsmen and designers. Due to academic degrees and train-
ing content the engineering profession can thus be well defined in principle. As
a general rule the specific training guarantees a high level of quality of the service
provision. Furthermore efforts have been made to catalogue and classify engineering
services.

The objective of this chapter was to point out the heterogeneity of the PSF sector.
The comprehensive overview of the individual subsectors suggests that strategic
management of PSFs is not subject to a general set of rules. This fact, however, also
explains the particular appeal of this topic.

The first part of the book provided a comprehensive introduction on the struc-
tures and characteristics of the PSF sector, the second part is now dedicated to the
management of strategic resources.
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Chapter 4
Quality Management

Service quality is a strategically important resource in professional service firms. It
leads to business deals and — in a second step — generates economic profits. Strong
market developments and company diversification have recently put more empha-
sis on the quality of the services provided as a possible differentiation aspect than
before. Only if a professional service firm is able to stand out amongst competi-
tors by continuously delivering quality services, will it be rewarded with the client’s
trust. This applies even if clients see the purchased service as commodity. Client
trust is thus the results, but also the precondition for successful business relations of
professional service firms.

Service quality is consequently more and more used as a differentiation charac-
teristic. Driven by the emergence of numerous new businesses and the diversifica-
tion of large companies the intensity of competition between professional service
firms has risen and the ‘battle’ for clients today is fought significantly more aggres-
sively. The consulting company Accenture, for example, pursues an approach that
is new for professional service firms to differentiate themselves from competitors.
In large-scale colored newspaper advertisements and even in TV spots the company
markets services offered and career opportunities. In the differentiation strategy of
many professional service firms the type of services offered increasingly fades into
the background in favor of the quality of the service provision. However, it is not
enough to simply provide high quality services; clients also need to be aware of the
supposed quality advantage compared to competitors.

When selecting a professional service firm and its professionals the perceived
quality plays the decisive role. A large part of the assignments is characterized by a
complex problem, which is of particular strategic and/or economic significance for
the client. At the same time, the results of services vary considerably, thus making
it difficult to assess them in advance. With the rising quality of the service provider,
the chances that an optimum solution for the company being found also increase. !
Legal disputes such as Bayer’s product liability case around the cholesterol reducer
Lipobay in 2001 are a serious economic threat. It might be difficult for companies
involved in such disputes to estimate the outcome of the proceedings; however, they
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think that the prospects of success rise by contracting a high-quality law firm and
are thus often also prepared to accept higher rates.

To focus the differentiation of the company to such client considerations, it is
vital to be aware of the determinants of the quality perceived by the client. Service
quality is best described as the result of an assessment process, in that course the
client compares the expected service with the one delivered.? There are two core
factors relevant for the evaluation and/or perception of quality:

e The actual result of the service provision decisively influences the perception
of quality.® A high quality service e.g. would be the one of a headhunter, if the
sought employee turned out to be the ideal candidate for the respective position.
However, for clients it is often difficult to assess the performance of professional
service firms objectively.

e The actual service quality is superimposed by the subjective perception of the
professional service firm and its employees. The service is provided in close inter-
action and enables clients to evaluate comprehensively.* Furthermore the image
and/or reputation of the professional service firm influence quality perception.

In addition to the continuous performance optimization the intermediation and/or
communication of quality to (potential) clients thus play a decisive role when
providing high quality services. Following the critical resources of a professional
service firm the perceived overall quality can be influenced via three approaches
(see Fig. 4.1).

Continues development of the knowledge base with targeted knowledge manage-
ment can help to improve the quality of the service provision (1.1). Strengthening
of the relational competence positively influences the quality perceived by clients
on two counts. On the one hand it is the precondition in the service provision pro-
cess that the interaction between client and provider is successful and the service
is tailored to the client’s needs. On the other hand it helps to convey quality during
client interaction since it can also be seen as ability to display appropriate conduct

Differentiation approaches in
Quality perceived by ; ;
(Rotential) clients the professional service market

Perception ofthe Increase of reputation

service process and
the professional service firm T

\ Strengthening of
/ relational competence

Service quality
Developmentofthe
knowledgebasis

Fig. 4.1 Approaches to influence the perceived quality. (Source: Adapted from Ringlstetter et al.
2004, p. 143)
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(1.2). The development of reputation in this context solely serves the purpose to
improve the perception of the professional service firm with current and potential
clients (1.3).

4.1 Increase of Service Quality

A central approach to improve service quality is strengthening and extending the
knowledge base.> This knowledge base may not only be understood as abstract con-
struct; it rather has to be outlined in light of the specific challenges in professional
service firms (1). With the insight gained in the process it can be considered how
the knowledge base can be further developed (2).

4.1.1 Knowledge in Professional Service Firms

Knowledge is a blend of skills generated by information and experience that,
however, only gain relevance for a company, if it is action-oriented, i.e. bears fun-
damental significance for the business of the respective company.® Essential for
professional service firms is a particular technical, but at the same time also client-
specific knowledge. Technical know-how represents the essential basis, to develop
methods and solve complex problems. It can be characterized with various features’:

e Itis based on generally applicable, scientific knowledge, that forms the heuristics
to analyze, assess and tackle complex situations and personal creativity that helps
to solve complex problems as determinant of the generation of ideas.®

e The objective is to reduce the complexity of the client problem by breaking it
down to various, less complex subtasks. The so called ‘professional trick’ is thus
to split complex, unique tasks into subtasks that have already been tackled before
and can hence be solved by implementing routines that have proven efficient.

e Complex tasks can only be comprehensively tackled if the expert knowledge of
the professional service firm and/or of the professional is used in context rather
than in an isolated perspective. That means that stimuli from related knowledge
areas do not only have to be welcomed, but should also be used in a targeted
manner.

Client knowledge is the second core component of the knowledge base of pro-
fessional service firms. What is meant here is not the knowledge of clients that
definitely contributes to the development of technical knowledge through learning
from experience, but rather the knowledge about the client. This is required in par-
ticular to achieve ‘client specific judgment’ and to optimize client relations. Three
categories have to be differentiated in that context’:

e General comprehension of the respective sector,
e Detailed knowledge about the client company and
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e Personal knowledge on key staff members such as decision makers and informa-
tion providers in the client company.

Technical and client specific knowledge can be available in companies or beyond
at different levels. The direct interaction makes employees of professional ser-
vice firms the first to acquire new knowledge about the client and from the client.
However, knowledge can be on a higher aggregation and can thus be accessible as
organizational knowledge to all employees of the professional service firm or in
another stage to all members of a sector and/or profession (see Fig. 4.2). Of course
not only individual professionals, but also all auditors are aware of the methodical
approach of an audit due to the training standards monitored by central bodies such
as the chamber of auditors

Number of ““people sharing knowledge™

Industry
(Profession)

Organization
(Professional Service

Individual
Professional

Fig. 4.2 Knowledge types and distribution in professional service firms. (Source: Adapted from
Ringlstetter et al. 2004, p. 145)

4.1.2 Knowledge Strategies for Professional Service Firms

To avoid weakening of the knowledge work quality of a professional service firm
and/or to improve it, the knowledge basis needs to be constantly renewed on an
individual and organizational level. It is not the knowledge as such that provides
competitive advantage via outstanding quality but rather the company’s ability to
create and distribute new knowledge to be able to use it to solve the problems at
hand. This statement is currently underlined by a rapidly decreasing half-life period
of knowledge, i.e. the duration in that relevance and validity of knowledge lose half
their value.

A major precondition for the optimum use of knowledge is the exchange
of knowledge between the people involved and the connected transition from
individual to organizational knowledge. This firstly applies since intellectual assets
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profit from their use in contrast to capital assets. If such knowledge is adequately
stimulated, it grows exponentially when in common possession.!? Secondly, an
early transfer can prevent employees from leaving the company as ‘knowledge
monopolists’ and thus extract key knowledge. This is why knowledge management
concepts tackle the issue of transferring knowledge in professional service firms.

The exchange of implicit knowledge is of special significance and at the same
time represents a big challenge. It lies in ‘personal experiences, subjective findings,
values and emotions’.!! Implicit knowledge, like the creativity of an employee or
information on a vital decision-maker on part of the client contributes considerably
to the solution of complex problems in professional service firms; however, it is
embedded in the mind of the carrier and can only be activated by implementing the
carrier’s plans of action. Direct articulation is thus difficult. Explicit knowledge on
the other hand, like facts or concepts, can be articulated and thus transferred more
easily.!?

Based on this concept of various knowledge types two different strategies can be

used for the knowledge management in professional service firms'3:

e The codification strategy focuses on the use of IT systems. Explicit — and as far
as possible also implicit — knowledge is being systematically codified here and
saved in databases so that any legitimized employee of the company can access it.

e When using a personalization strategy on the other hand implicit knowledge is
mainly transferred via direct interaction of employees. This allows knowledge
transfer as ‘socialization process’ based on observation, imitation and practice.'*
IT systems here only have a supporting role in the communication.

A codification strategy opens up possibilities to integrate scale effects via mul-
tiple use of knowledge and hence to expand business activities. Companies such
as Ernst & Young or Accenture implement this strategy by using a ‘people-to-
documents’ approach. Ralph Poole, director of the Ernst & Young Center for
Business Knowledge (founded in 1993) describes this method as follows: ‘After
removing client-sensitive information, we develop “knowledge objects” by pulling
key pieces of knowledge such as interview guides, work schedules, benchmark data,
and market segmentation analyses out of documents and storing them in the elec-
tronic repository for people to use.’!> The Ernst & Young intranet, also known as
‘Ernst & Young Knowledge Web’ (Kweb) is hereby of key significance. Here the
employees of the company can access knowledge worldwide, without having to
interact with other employees.

With the personalization strategy companies like Bain, The Boston Consulting
Group or McKinsey concentrate on another point. The focus here lies in the inter-
action between individuals and not in the knowledge saved in databases. It can
be transferred using various channels like brainstorming sessions, meetings, and
teamwork or telephone conferences. When resorting to this strategy the implemen-
tation of interpersonal networks is essential. In the sense of ‘know-who’ relevant
implicit knowledge can only be exchanged, if it is clear, who has the respective
information. Many professional service firms thus try to further develop networks.'®
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McKinsey for example also supports employee transfer between individual loca-
tions to increase the contact network. In addition McKinsey’s work is shaped by
a ‘rapid-response’ culture. An unwritten rule is that all enquiries are supposed
to be responded to with 24 hours. Technical solutions such as telephone, email,
intranet or databases support the knowledge transfer process, by either simplifying
communication or assisting in the search for experts with Bain’s ‘people finder’
databases.

Both knowledge strategies are applicable in parallel, professional service firms
should, however, decide on which strategy they favor. There are considerations on
consulting firms concerning this matter that assume an 80:20 rule. Eighty percent of
the knowledge is transferred using one strategy, 20% using the strategy the other.!”
In the Web 2.0 age the differentiation of strategies, however, increasingly plays less
of arole.

As key knowledge carriers employees have to be mobilized to implement the
selected strategy. To achieve this, knowledge transfer barriers have to be dismantled.
Particularly difficult is the interdisciplinary knowledge transfer between profession-
als, who often regard themselves to be part of an elite with own cultural values.!'®
On part of the knowledge sender the ability and willingness to share need to be
increased. The recipient on the other hand needs to be able and willing to absorb
the knowledge. This can be realized in different ways. Merryl Lynch employees are
motivated to exchange knowledge — similar to the situation in other professional
service firms — by connecting remuneration and evaluation of the professionals to
peer relationship criteria.

4.2 Development and Use of Social Competence

Apart from a solid knowledge basis the development of client relations considerably
affects the perceived quality. There are various client relation types and/or structures
that are interdependent, however, vary in terms of organization (see Fig. 4.3).

Clientcompany
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relationship management  relationship manage ' '
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Fig. 4.3 Types and organization of client relations. (Source: Adapted from Ringlstetter et al. 2004,
p. 148)
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While project specific relation management solely focuses on organizational
aspects when dealing with a specific client assignment, long-term relation man-
agement goes beyond such focusing on individual episodes.

Irrespective of the temporal focus there are two levers to increase the quality
perceived by the client. On the one hand the actual service quality can be improved
by optimizing the service provision and development (1). However, this does not
suffice, if the client is not aware of the improvements. The client relation has thus to
be used to communicate quality and hence to improve the perception of the service
and of the professional service firm (2).

4.2.1 Approaches to Increase Service Quality

A constitutive feature of knowledge-intensive services is the close cooperation
between professional service firm and clients, the integration of the client as an
external factor. The information flow of the professional service firm to the client
is equally important for the client-specific problem solution as the information
flow in the opposite direction that in conclusion leads to reciprocal interdepen-
dence. The client becomes a ‘temporal employee’ since he contributes the necessary
‘raw materials’ to the service provision process.!® Architects, for example, depend
on client information when planning new company headquarters. No architectural
office would get involved in the tendering process without having gathered infor-
mation on the decision-makers’ preferences, and the objective and problem areas of
the construction project. To be able to integrate wishes and knowledge of clients in
the service provision the consulting company McKinsey thus uses interviews with
client employees as core method. Here the relational competence of the interviewer,
his personal approach to the interview is crucial to the amount and quality of the
information provided by the client.2"

Although professional services are generally described as highly relation-
intensive there are differences in the interaction characteristics. Two types can
typically be differentiated in that context>!:

e In a sparring relation the professional tries to put himself in the client’s shoes
to grasp his problems. He will then use technical and client knowledge to tai-
lor a specific solution. The service provision process is often characterized by
strong reciprocal interaction. Client and consultant alternate in taking over the
role of the leader and the follower. Information is typically exchanged on the
same hierarchical level.

e Jobbing relations can be observed in particular if the required knowledge is
highly specialized and the client also has a decent amount of expertise in the
respective area. In this case, the client is responsible for a complex project and
uses professional service firms to outsource and coordinate subtasks in a targeted
manner. The interaction in the service provision may (but does not have to) be
equally intensive as in a sparring relation.
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Often both relation types can be found in professional service firms. It was how-
ever possible to allocate various subsectors in an empirical study.”?> According to
this study the work of strategy, organization, and financial consultancies is rather
characterized by sparring relations. The services in auditing firms, marketing agen-
cies, market research institutes, engineering offices and IT service providers are
provided in a jobbing mode. The businesses legal consulting, recruitment, com-
munication and PR consulting are hybrid forms. To improve the perceived service
quality the client relation has to be analyzed and optimized regarding its intensity
and the respective understanding of roles. It has to be intensive enough to develop
‘client-specific judgment’, it must not overused and thus become inefficient though.

The interaction with the client is however not the sole core factor for the service
provision but it also considerably effects the development of the service offered.
This has to be highly adapted to client requirements. The cooperation during the
service provision process should therefore be used to identify and anticipate such
needs and to generate ideas for new services in line with client requirements.

4.2.2 Approaches to Increase Quality Perception

High quality service provision does not automatically lead to client satisfaction; it
has to be communicated between clients and professionals both in the long-term
relation and in project specific-interaction.

One approach to systematize client relations and to improve the marketing of
companies is relationship marketing. It provides a suitable basis to actively shape
the relationship between professional service firms and their clients. It is based on
the idea that key clients are focused on and continuously seen to and thus remain
loyal.?3 The main objective is to influence both the current behavior as well as future
intentions of a ‘profitable’ client towards a provider in a way suited to stabilize or
extend the relationship.?* This includes the possibilities of repeated assignments,
cross-selling or recommendation. Such client loyalty is thus of vital importance
since it opens up good growth and profit possibilities in the long term. On the one
hand, it causes considerably lower sales and marketing costs as the alternative acqui-
sition of prospects.?> On the other hand, especially in the professional service sector
that is characterized by a high level of insecurity, positive word-of-mouth adver-
tising can help to generate new contracts. Such loyalty effects can be achieved if
the client is aware of relation-specific advantages, the so-called ‘relational bene-
fits.” This can be of psychological and/or emotional, social, or economic type or be
based on a strong dependence on the provider’s knowledge.® Personal relationships
among decision-makers of a client and employees of a professional service firm, for
instance, or habits can have a decisive influence on the establishment of long-term
and intensive cooperation. Since especially social and emotional aspects play a cru-
cial role, investments in the development of such relationships pay off in the long
term.

The considerations on relationship marketing merge the whole continuum from
individual client transactions to long-term exchange relations in one concept.?” To
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optimize the client relation management, it is vital to recognize individual relation-
ship phases and to implement phase-specific measures. A division in assignment
or project-specific and long-term relations provides a foundation in that context.
In case of long-term relationships it is possible to further differentiate between the
phase prior to and after the contract.

In case of the project specific client relation the quality perceived by the client is
significantly influenced during the actual service provision. What is decisive here is
‘any episode in that the client comes into contact with any aspect of the organization
and gets an impression of the quality of its service’.?® Due to its special significance
for the provision of services, such client contacts are also called ‘moments of truth.’
Apart from ‘non personnel-related’ elements such as office equipment, personnel-
related elements are of particular importance since they are tangible, i.e. directly
detectable for the client.?” The ‘service experience’ is determined to a consider-
able degree by the behavior, reliability, helpfulness, empathy and competence of
employees.

When providing professional services, there are typically a large number of such
project-related contacts that bear the chance, but also the risk, to have decisive
impact on the quality image of the professional service firm. Competent perfor-
mance can thus be a possibility to create trust and client satisfaction. In this context it
should be noted that client expectations and preferences vary in terms of the appear-
ance of professionals. This can manifest in sector- as well as in interaction-specific
differences:

e The rules of conduct of the individual professional service firm sector can differ
strongly from each other. While clients of investment banks, company consultants
or lawyers are expected to wear a suit and to demonstrate an appearance that is
often perceived as stiff, ‘creatives’ of the advertising agencies are rather expected
to create an open atmosphere and to wear a ‘trendy’ outfit.

e Every interaction should be characterized by a clear role allocation to avoid mis-
understandings and irritations. While the client rather takes on the role of the
leader in jobbing relations, he should rather feel as a partner or follower in a
sparring relation.

Supplementary to these transaction-specific deliberations, the long-term client
relations also have to be shaped actively. These are developed parallel to the actual
service provision, but also prior to and after individual projects. In the sense of
indirect marketing, relationships can be consolidated and can support the long-term
loyalty of strategic clients. In contrast to the service provision process, these interac-
tions happen in particular among the decision-makers of the client and the partners
of professional service firms, while the ‘moments of truth’ are rather experienced in
the contact of project employees of all parties involved.

To generate long-term profitability, new (potential) clients should be rated con-
cerning their strategic significance in three steps, also between various assignments.
Firstly, client information can be gathered and analyzed, then a selection and pri-
oritization can be chosen and finally suitable measures for the organization of
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the relation with the respective clients can be determined.’® Apart from the cri-
teria already outlined, such as possibilities of a new assignment, cross-selling or
recommendation, also the questions whether the client or the specific project can
help to increase the knowledge basis of the professional service firm or to improve
its reputation should be considered when rating clients regarding their long-term sig-
nificance. Numerous quantitative, but also qualitative methods, such as the ‘client
lifetime value’ approach can be used when determining the long-term client value.’!
Only based on these considerations should it be determined that investments, both
in terms of HR as well as financially be made in the respective relation.

The stage following the actual service provision is described as "bridge phase’ to
long-term client retention.>? Here the client satisfaction can be determined and even
improved. Warranties, regular follow-up visits or ideally maintenance contracts are
often door openers for further assignments and help to keep the professional service
firm in the so-called ‘evoked set’, i.e. amongst the preferred providers of the client.?

4.3 Reputation and Trust as Long-Term Quality Criteria

Another approach to convey and/or communicate quality, towards existing and
potential, new clients, is reputation. It has key significance for the selection pro-
cess of the client as well as for professional service firms (1). There are numerous
types of reputation and possibilities to convey quality information to the market (2).
While the reputation of the professional service firm targets the client, trust reflects
the positive client attitude towards the professional service firm. The development
of trust is a complex and long process (3).

4.3.1 The Significance of Reputation in Professional
Service Firms

‘If you lose dollar for the firm by bad decisions, I will be very understanding. If you
lose reputation for the firm I will be ruthless.”>* With these words the world-famous
financier Warren Buffet explained to investment bankers how important reputation
was for the company’s success when he was interim CEO of Salomon Brothers.
Reputation is here the general assessment of the company by its stakeholders, like
clients, investors, employees or society. Reputation can shape market differentiation
for professional services for two reasons:

e Effects of reputation
e Suitability as quality surrogate when selecting a professional service firm

When complex and sometimes also unpopular decisions are made there can
be uncertainty whether the company is on the right path and how this decision
can be communicated to and/or legitimized towards employees, clients and others.
Cooperation with a professional service firm, that has an outstanding reputation in
the respective field, provides the possibility of avoiding such insecurity. In this case
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clients borrow the reputation of the professional service firm for a certain project.>
When annual accounts have to be audited, renowned auditing companies are not
only preferred due to their special qualifications, but also because the employ-
ment of such companies particularly helps to signal the correctness and regularity
of the information to the outside world. Furthermore the employment of high-
reputation professional service firms like McKinsey or Goldman Sachs can even
help to improve the reputation of the client if the cooperation and/or the membership
in this elite circle have positive effects.>®

The main significance of reputation of professional service firms however lies
in the role as quality surrogate in the selection process of the clients. Due to their
complexity and the economic significance for the client professional services are
considered high credence goods. Typically there are hardly any search criteria for
such services that allow clients to select a suitable provider.>” The service quality
and thus the quality of the choice are revealed, if at all, only after conclusion of
contract. The consequences of having hired a new employee through a headhunter
or of a strategic reorientation of a company only show in the long-term and can thus
not be assessed immediately after the project conclusion. In particular, since clients
often do not have a reference value, i.e. the response to the question what result the
competing provider would have achieved.

The resulting information advantage prior to the conclusion of contract concern-
ing the characteristics of a professional service firm leads to clients often using
the quality feature reputation as ‘substitute code’3® for correctness when purchasing
professional services. The client bases his expectations regarding the performance of
the professional service firm on the past experience of other clients and thus partly
compensates his insecurity. In this context reputation is a feedback pool and thus
the trust already gained by the professional service firm.3° This indirect communi-
cation form between clients is particularly credible and valid for two reasons.*® One
the one hand, such non-commercial information is not influenced by the providers’
interests and as a rule reflects the actual performance perceived by the client. On
the other hand, they are suited for a realistic assessment of the company, since they
are rather conservative. This is attributed to the fact that negative experiences are
much more frequently communicated than positive experiences and thus allow a
critical assessment.*! Also, after conclusion of contract, the reputation of a provider
serves as a guarantor for high service quality. Each client holds a part of the rep-
utation collateral and could damage it by communicating negative information.*?
No professional service firm is willing to take this risk and will thus dispense with
opportunistic behavior that can have detrimental effects on the client.

4.3.2 Types of and Approaches to Increase Reputation

With reference to their reputation in particular generalists and specialists and
character—based and institution-based types can be differentiated.*3

e Specialists built reputation by focusing. They are famous for their ability to offer
a specific service often faster and better than competitors.
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e Generalists on the other hand use a broad service spectrum to improve their repu-
tation. They provide clients with the opportunity to receive several services in one
go and thus to lower transaction costs.** Via diversification reputation already
developed in one field can be expanded to new service areas. However, such
broad focus also comes with the risk of losing the existing reputation. Jiirgen
Kluge, Head of McKinsey Germany, comments in that context: “The bigger we
become and the more broadly positioned we are, the higher the risk of losing our
standing in an emergency.’*>

The client perception, however, does not only depend on the focus of the service
spectrum, but also on the role of individual professionals. Reputation can thus be
either shaped by the institution as a whole or by individual characters that create a
sense of identity.

The general image of some professional service firms is rather tied to an indi-
vidual than to the institution. Roland Berger, founder of the consulting company
Roland Berger Strategy Consultants, increased the reputation of the company with
numerous public appearances particularly in Germany. Individual characteristics
of a person and company reputation are highly interdependent. Bernd Michael,
employee of 36 years and today the leading executive of the German branch of the
advertising agency Gray shaped the company name unlike anyone else. His distinct
feature, a red tie matches the logo and the connection is so close that he has already
been addressed as ‘Mr. Gray’ more than 50 times.*¢

On the other hand, reputation is often characterized by the institution and is con-
nected to a company name or a logo. In this case the whole staff and the work
processes of the company help to change the public image. The consulting com-
pany McKinsey, e.g. is still today connected to the ‘cost cutter’ image and many still
associate with the consulting company The Boston Consulting Group, the portfolio
matrix of the early 1970s.

A number of approaches might prove to be an effective way to increase the
reputation of a professional service firm. There are various possibilities to sig-
nal key information on the company to stakeholders.*’ Based on this information,
stakeholders — in particular (potential) clients — are able to assess reputation. It is,
however, essential to select measures matching the identity and the characteristics
of the professional service firm so that stakeholders are presented with a consis-
tent image. In particular, professional service firms that have a characteristic-based
reputation will resort to other measures, namely focusing on the respective person
as such with an institution-based reputation. A selection of approaches outlines the
variety of possibilities:

e Appearance of Employees: Professionals are the figureheads of professional ser-
vice firms, both towards clients but also for other interest groups. Their behavior
when directly interacting with clients, as well as their involvement when giving
speeches and launching publications or participations in contests or other popular
appearances helps to coin the reputation.
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e Alumni Contacts: Not only current but also former employees can consoli-
date reputation, image and the influence of the professional service firm.*® A
prerequisite for this is certainly a good relationship to the Alumni employee and
his or her long-term satisfaction. Companies like McKinsey have also long been
profiting from the targeted development of Alumni networks.*’

e PR Management: Apart from current and former employees, the press decisively
influences the public image. It is thus important to establish journalist contacts at
an early age and to release information to the public in a targeted manner.

e Performance Guarantees: Professional service firms provide services that are
often highly cost-intensive as well as of special economic significance for the
client. Especially in such cases service guarantees or success-related remunera-
tion can create trust and increase the reputation.™”

e Crisis Management: Reputation is one of the key resources of a professional
service firm. In case of a crisis it can make sense to pay fines and thus limit the
reputation damage. In 1992 and 1993 the auditing firms Arthur Anderson and
Ernst & Young paid millions of dollars in the USA to dispel any suspicions of
negligent audit in public as fast as possible.>!

e Advertisements: Also ads of professional service firms could recently be increas-
ingly spotted in newspapers and even on TV. In particular the consulting company
Accenture increases their presence this way and profits from the prominence.
However individual professional service subsectors such as law firms, auditing
firms or tax advisors only have limited possibilities to market their services. Tax
advisors, for example, may solely address their clientele about their services in
an informative and factual manner.>?

When differentiating professional service firms, the quality perceived by the
client is thus becoming ever more significant. Companies like investment banks
have already taken a step towards a commodity and can no longer only use their
service spectrum to stand out from their competitors, but have to demonstrate ‘how
hard they work, ... how fast they are and ... how ethical they are’,>? i.e. by present-
ing service quality. Any effort to improve the performance or to change the client
perception should however be made in consideration of the proportionality. The rep-
utation of the professional service firm can be damaged if the company is not able
to implement the quality signals that were communicated to the client.>*

If the professional service firm manages to provide consistently high-quality
services, it is rewarded with client trust. This trust on part of the client is a key
success factor for knowledge-intensive professional service firms, as the following
paragraph shows.

4.3.3 Trust as Success Factor for Knowledge-Intensive
Service Providers

As already outlined, professional services have a host of characteristics that make
them susceptible to specific risks for the recipient. The success of professional
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service firms therefore depends not least on the frust of the recipient of the ser-
vice. Despite the conceptual ambiguity of the concept trust it thus appears desirable
for knowledge-intensive service providers to understand that mechanisms are suited
to create and develop trust on the part of the client. This is at least the case when
assuming that the development of trust can be influenced.

In the following it is outlined, based on the constitutive characteristics of
knowledge-intensive services, why they are risk afflicted and why trust therefore
plays a major role (a). Subsequently, a heuristic approach is suggested that helps
to understand the development of trust in the provision of knowledge-intensive
services. The interaction of service employees and clients is hereby of decisive
significance (b).

4.3.3.1 The Risk of Knowledge-Intensive Services

The goods provided by professional service firms are at first only a contractu-
ally agreed commitment. The consequent implementation, however, is — ex ante —
relatively open despite the contractualization. Even after the service provision —
ex post — it is difficult to define the attributes relevant for the purchase of the
knowledge-intensive service. Knowledge-intensive services are so-called credence
and/or contract goods.>

Such goods typically are subject to special information and insecurity prob-
lems, since seller and client assess and agree on services that are not yet provided
and that often remain unclear due to the complex and structured problems in
connection with their provision. The high-quality character of the expected ser-
vice implies that the information and insecurity problems (or this information and
these security problems) are particularly relevant. A closer look reveals that the
above-mentioned information and insecurity problems can be divided in two sub-
categories:

e Firstly the recipient of the service is systematically insecure when it comes to the
actual performance of the professional service firm. The concrete danger lies in
the suboptimal selection of a service provider. A poorly selected professional ser-
vice firm might possibly not be able to provide the service with the desired quality
or within an acceptable period of time. In this context this is called ‘performance
risk”. 50

e Secondly the recipient of the service is confronted with the insecurity whether
the service provider has sufficient commitment. There is the immanent risk of
opportunistic behavior in the sense of a ‘relational risk’.?” The commitment of the
professional service firm might turn out to be insufficient only after conclusion of
contract and the service provider take advantage of dependencies already devel-
oped. Such dependencies can result from high switching costs that can be caused
by investments already made, like, for example, in training measures of an exter-
nal service provider for company-specific systems. A service provider, aware of
these dependencies, can resort to client-adverse behavior (like renegotiation of
rates etc.) and thus increase the total usage cost of external services.”®
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The outlined insecurities can be partly reduced by establishing institutional pro-
fessions, as can be found e.g. in legal consulting or with auditors. The insecurity in
these cases is attenuated through quality standard monitoring of controlling bodies
or also the social acceptance of professional ethics. In other cases, however, like,
for example, with consulting companies, such mechanisms to reduce insecurity do
not exist.

Due to the above-mentioned insecurities concerning performance and commit-
ment of professional service firms companies are only prepared to use the range
of services, if they trust the performance and commitment of the professional
service firm.

In reference to the term trust it can be said that in the application-oriented field of
business studies the term has been causing a great deal of conceptual conmerger.>”
Trust is more than just the confidence in the performance of the professional service
firm. Exceeding the mere attribution of performance the trust construct includes
primarily relational aspects. This also applies for the expectations that the service
providers and/or their employees refrain from displaying opportunistic behavior.
Furthermore the discussion of the trust construct proves the existence of various
reference objects that can be trusted. In this particular case these could be either
individual employees and/or teams of the professional service firm, or in broader
definition also the professional service firm as an institution.

Regarding the function of trust it can be stated that trust can, but does not have to
be interpreted as instrumental-rational concept. Against the background of a social
exchange model trust at the end of the day is a transfer of control rights in sit-
uations, that are insofar as fraught with risk as knowledge on the actions of the
person one is dealing with and a return service is temporally shifted.” This descrip-
tion of the situation comes fairly close to the relationship of service provider and
recipient. However, a point to bear in mind is that trust is not a coordination or
control mechanism as generally understood. Trust rather allows coordination mech-
anisms like spontaneous self-determination and self-organization in the first place.
However, the inherent problems of these coordination mechanisms are not automat-
ically solved in the process. Instead it is only to be expected that trust increases
the motivation to improve the exchange of information and to display cooperative
behavior.®!

In literature, various ideas on the development of trust can be found. Three dif-
ferent sources of trust are distinguished in the following that, to a greater or lesser
extent, are based on information related to the past®?:

e Firstly trust can be based on perceived personal characteristics and similarities
(characteristic-based trust). This source of trust might probably only play a sub-
ordinate role in case of knowledge-intensive services since characteristics are
very hard to perceive and personal similarities in many cases do not exist.

e Secondly trust can develop from institutions stabilizing behavior (institutional-
based trust). This might apply for professional service firms at least if institutions
exist that guarantee professional organizations or bodies and quality features (e.g.
bar associations).
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e Thirdly, this is the reason for the particular relevance of the interactions process
as source of trust (process-based trust). In this interaction-based perspective trust
develops from personal information about past behavior.> Even if this source
of trust — at least at firsts sight — does not appear relevant for the first contact
between service provider and recipient, already the first encounter is a potential
source of trust.

4.3.3.2 Development Mechanisms of Trust

The service encounter determines the interaction of the service provider with the
client. It is often also called ‘moment of truth’. In the following the term service
encounter is outlined in a broader definition, which includes both person and non-
person-related contact points.®*

In this way, not only the person-related interaction is regarded an element of the
service encounter, but also the environment in which this interaction takes place.
The service encounter can thus be understood as entirety of the clients’ interaction
processes and resources with the employees and resources of the service provider.
These resources can have both material and immaterial character. Furthermore the
question of visibility is a decisive element for the client. The service encounter
equals the entirety of all service processes, which can be observed by the client, i.e.
the ones lying above an imaginary ‘line of visibility’.

The process-based and visible character of the service encounter means that
from a client perspective this is often perceived as the actual service. The perceived
client satisfaction thus causally and directly depends on the experienced, individ-
ual ‘moment of truth‘. This is how the client assesses the service quality as well as
the image of the company and thus determines the company development and prof-
itability with repeated purchases in the long term. The interaction of the employees
of the provider with the ones of the recipient plays a particularly important role in
the development of past-related trust in the behavior of the service provider.

Based on the idea of the interaction-based development of trust heuris-
tic approaches towards complex development mechanisms are developed in the
following.®

Based on the proposed heuristic approach four interaction levels can be differen-
tiated (see Fig. 4.4). Each element of a superordinate interaction level is constituted
by the respective elements of the subordinated level.

The lowest level is formed by individual actions, i.e. phone calls or personal
meetings between employees of the professional service firm and clients. These
individual actions are only individual elements of an episode (e.g. a purchase nego-
tiation) that results from the linking of interdependent individual actions and often
contains typical exchange processes. Above the episode level there is another inter-
action level that is here named ‘sequence’. Examples for a sequence are a joint
project, the establishment of a facility or a joint product. Only a row of sequences
forms and stabilizes a relationship between service and client company. In this con-
nection it also has to be taken into account that professional service firms maintain
a whole portfolio of relations with clients simultaneously or sequentially.
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Fig. 4.4 Development of trust towards knowledge-intensive service companies. (Source: Adapted
from Holmlund 2004, p. 281)

In addition to the differentiation of various interaction levels, a differentiation
is also made regarding process aspects one the one hand and result aspects on the
other. Each element, whether individual action, episode, sequence or relation, can be
regarded as an individual interaction process (I) leading to a result (E) (see Fig. 4.4).
At the end of the day trust therefore develops through the aggregated interaction
results and processes reached with the respective partner on all interaction levels.

Key element in the development of trust remains an element of externalization.
In the context of the interaction the individuals involved can mutually observe and
experience their cognitive and affective processes; foreigners turn into partners. The
interaction processes, in particular on the level of individual actions, in this develop-
ment model form the basic elements for trust. The leading role of every individual
service encounter in the development of trust is hereby underlined.

The episodes consisting of several individual actions and/or the sequences con-
sisting of various episodes have their significance particularly with a potentially
reachable temporal stabilization of trust. They are virtually the cause of a habitu-
alization over time. The client is building the trust that the service provider is able
to solve problems in general, i.e. now and also in future (competence) while acting
legitimately (omission of opportunistic behavior).%”

Habitualization of trust is accompanied and complemented by the process of
institutionalization of trust: The development of trust that at first is rather focused
on personal relationship and subjective observations is stabilized organizationally
over time. This trust difmerger leads to the existence of organizational trust on
the interaction level of the relationship. In addition it should also be stressed that
the communication of trust allows the development something exceeding the client
portfolio of the service provider that is generally referred to as reputation.

The heuristics for the development of trust in the area of knowledge-intensive ser-
vice considers both the level of the individuals involved as well as the organizational

6
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level. Due to the temporal and hierarchical linking of differentiable interaction
processes and results both levels eventually merge. The development of mutual,
organizational trust is thus an emergence process, i.e. a process of collectiviza-
tion of personal trust in several organization members and over a longer period
of time. This process is no longer completely reducible to the individual service
encounter, however its origin with lies in it. Ultimately, it is the organizational trust
that allows the client to handle information asymmetries and insecurities in the sense
of a complexity reduction.®

Looking ahead, two implications for trust as success factor of professional ser-
vice firms can be derived. Firstly knowledge-intensive professional service firms
face the challenge to create experience and interaction-based trust on part of the
client already at the first encounter. This applies at least if trust at the first con-
tact cannot be substituted by reputation that already exists. The same applies
subsequently for all other contacts between service provider and client, whereby
personally experienced interaction replaces the general reputation a little at a time.

The fact that individual, negatively perceived interactions can suddenly destroy
workiously achieved trust can be considered a problem. Professional service
firms therefore secondly face the challenge, to avoid such negatively connotated
interactions. If this proves impossible, the existence of the company can be at risk.

The second, rather critical comment regarding the success factor refers to the
fact that trust only develops in the visible part of the service; at the same time how-
ever, a number of activities of the professional service firm remain invisible and
thus unclear for the client. If the transparency level for the client is too high in
an attempt to improve trust this can have adverse effects on the company’s prof-
itability. Building a trust relationship between a professional service firm and a
client does therefore not mean to disclose all principles of one’s own business
model. This is ultimately the point where the line for trust as success factor for
knowledge-intensive professional service firms has to be drawn.
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Chapter 5
Knowledge Management and Innovation

In the first part of the book the resource knowledge was outlined as one of the three
strategic resources of a PSF among reputation and relational competence. The state-
ments made in the previous chapter furthermore demonstrate that knowledge is the
basis for service quality. This chapter now takes an even closer look and associates
it with the important topic innovation (Sect. 5.1). In a second step, we assess how
knowledge can be used in the targeted management in the context of the organiza-
tional characteristics in a professional service firm (Sect. 5.2). The innovation topic
is tackled again in conclusion and hereby regarded as a special challenge for the
knowledge management of a professional service firm (Sect. 5.3).

5.1 Knowledge and Innovation as Key Success Factors
in Professional Service Firms

Knowledge is the key input and output factor of a professional service firm and is
thus a decisive success factor. Not least for this reason the question how to manage
such knowledge has been given particular consideration since the beginning of the
1990s both in scientific circles and in practice.! The starting point of scientific con-
siderations however, at first created the discussion concerning a suitable definition
of knowledge and the categorization of various types of knowledge (Sect. 5.1.1).

The rarely explicitly raised issue of innovations in professional service firms is
also closely connected to the knowledge topic. In common PSF literature, the sig-
nificance of ‘innovations’ is often pointedout,2 however, these considerations rarely
have concrete character and, as a rule, fail to establish direct knowledge references.
In particular, the latter is surprising in respect of the fact that innovations in pro-
fessional service firms characterized by knowledge intensity quasi ex definitione
are probably strongly related to knowledge and a respective relation is thus natu-
ral. For this reason the subsequent examination of the term knowledge is followed
by a deepened discussion of the term innovation in the context of the PSF theory
(Sect. 5.1.2).

Co-author: Tilo Polster. We would furthermore like to thank Nicole Schonder, who provided
valuable input to this chapter.
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5.1.1 Knowledge — A Definition

The term knowledge today is seen in close connection, but also opposed to, related
terms like ‘data’ and ‘information.” While data per se is deemed to be understood as
mostly context-independent abstract and objective fact concerning things or events,
information is seen as individual and thus context-dependent interpretation of such
data.> Knowledge, on the other hand, is ultimately the product of individually
developing substantiated views and opinions about things or events on the basis
of information. Therefore, knowledge implies an understanding of information that
has developed over a certain period of time using analytical processes and that can
never been seen independent of subjective perceptions and the social context of the
knowledge carrier.

Following Nonaka and Takeuchi (1995) different types of knowledge can be cat-
egorized in two dimensions, i.e. the degree of aggregation and articulation.* Within
the aggregation dimension a distinction is drawn between individual and collective
knowledge. A person has only individual knowledge; collective knowledge on the
other hand is embedded in a network of relationships within a group and cannot be
disassembled into individual parts. Within the articulation dimension, knowledge
is either attributed implicit or explicit character. Implicit knowledge in this context
is deemed to be subjective, i.e. connected to the respective knowledge carrier, who
does not necessarily have to be aware of the knowledge ownership. Such knowl-
edge is very difficult to be formalized, which makes communication and transfer to
other people more difficult or even impossible. Polanyi (1966) expresses the situa-
tion as follows: “We can know more than we can tell” (Polanyi 1966, p. 4). Explicit
knowledge in contrast to implicit knowledge, however, can be communicated to third
parties.

Against the background of the outlined multi-dimensional definition of knowl-
edge, two competing scientific perspectives have emerged that are the typical basis
of topic organizational knowledge according to Empson (2001a).°> Knowledge is
thus either understood as ‘asset’ or alternatively as ‘process.” For researchers of the
first option, knowledge is an objectively determinable item that needs to be regarded
functionally on an organizational level in order to be able to establish normative
statements on the organizational approach towards knowledge. The other group of
researchers, however, sees knowledge as social construct, that has to be interpreta-
tively analyzed on the level of the social context of organizational individuals to be
defined and understood.

In the context of the following explanation, none of the two perspectives is
entirely rejected; instead selective aspects of both approaches shall be considered.
However, independently of this, there is a risk to overemphasize the implicit charac-
ter of organizational knowledge, that Donaldson (2001) figuratively also describes
as ‘remagnification of organizations’ and thus as a countermovement to general
rationalization.® It should be noted that as a result of the disregard of explicit
knowledge as well as of a denial of the ability to transfer implicit knowledge
into explicit know-how, the knowledge management concept ultimately becomes
completely unnecessary. Since this is to be regarded unrealistic, in particular in
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light of numerous successful practical examples, a functional perspective usually
dominates.

5.1.2 Innovation — A Definition

The interest in a targeted management of innovations both in practice as well as in
science has been high for quite some time. Macroeconomically, innovations have
been regarded carriers of growth and economic development since Schumpeter
(1931).7 On an individual company level they are understood as basis for the devel-
opment and preservation of comparative competitive advantage. In the center of the
accordingly numerous economic research efforts among the phenomenon innova-
tion for a long time were especially industrially manufactured goods. Innovations
in the service sector on the other hand have only recently been identified and
focalized.’

Innovation research interests focus primarily on the management of innovation
in the sense of a dispositive organization of both the innovation processes and the
institution, within that such processes occur.” Innovation, as a rule in such case is
regarded as the successful market implementation of something new.!? The criterion
‘implementation’ serves to define and/or extend similar constructs like creativity or
invention. While creativity in the sense of a human characteristic is viewed as a
generator of new associations and/or ideas,!! inventions are already deemed ‘func-
tioning” new ideas.'> However, both only become innovation when implemented in
the market, i.e. when the new idea or item is being commercial exploited. Roberts
(1987) summarizes that with the formula: ‘innovation = invention + exploitation’
(Roberts 1987, p. 3).

Based on this first, comparatively abstract general definition of innovation, the
question now is whether the definition can be specified more concretely for profes-
sional service firms. Reference to service research proves helpful, where innovation
is divided into several dimensions (see Fig. 5.1):

Professional Service Innovation

Object dimension Subject dimension Ir ity dimension
What's new? New for who? How new?
Potential innovation PSF innovation Incremental innovation
Process innovation Client innovation Radical innovation
Result innovation Market innovation

Fig. 5.1 Dimensions of service innovations. (Source: Adapted from Benkenstein and Steiner
2004, p. 31)
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e Object Dimension: The degree of novelty of innovation can generally refer to
various objects. Since the client experiences services usually within the three
categories potentials (services provided), processes and results — contrary to clas-
sic goods — any of the three categories can be the object and/or the carrier of
novelty.

e Subject Dimension: In addition to possible object of innovation, various subjects
can furthermore be differentiated, i.e. different people or groups of people who
perceive novelty. Differentiations thus need to be made between company, client
or also market innovation, whereas in particular the latter are likely to be of inter-
est to professional service firms with regard to the possibilities of economical
exploitation of the innovation.

e [ntensity Dimension: Since innovations can in particular also strongly differ from
one another in terms of intensity, a distinction is often made between incremental
and radical innovations. While the first type is regarded rather as further develop-
ment of existing concepts, radical innovations have substantial impact and imply
considerably larger potential for economic exploitation.

In summary, it can be stated that the definition of innovation is particularly multi-
dimensional in the context of the PSF theory. Therefore, there are numerous options
to specify the term. In view of the potential for economic exploitation, innovations
are of special relevance for professional service firms that are perceived as radical
by individual clients or also the entire market and that can refer both to the service
potential as well as service processes and results.

5.2 Management of Knowledge

As already pointed out, the knowledge of a professional service firm is a key success
factor for its economic success. For this reason, it is reasonable or even necessary for
the professional service firm to explore the possibilities of managing the respective
company knowledge. In this context the metaphorical term ‘organizational knowl-
edge basis’ is often used describing the organization of the available knowledge
base on an individual as well as on a collective level. Based on that approach, the
knowledge management shall subsequently be seen as intervention concept target-
ing the organizational knowledge basis.'> Knowledge management on the one hand
includes targeted intervention in the organizational knowledge basis as consistent
use and development of its inherent chances. On the other hand, the objective of
knowledge management is also to define a realistic scope for intervention and to
recognize the limits of intervention in the organizational knowledge basis, in the
sense of self-reflection.

Based on the previously established understanding of the term knowledge man-
agement the subsequent subchapters first discuss two options of its strategic focus
(Sect. 5.2.1). Afterwards, the key knowledge management tasks of a professional
service firm are presented (Sect. 5.2.2) and critical influence and success factors are
reviewed (Sect. 5.2.3).
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5.2.1 Strategic Focus

Most sources in knowledge management related literature discuss tasks and meth-
ods of knowledge management without explicitly considering the question of an
underlying strategic focus. Hansen et al. (1999) were finally among the first trying
to fill this gap by examining the relation between company and knowledge manage-
ment strategy in their empiric research endeavors.'* According to their findings in
practice, two basic strategic directions can be observed with regard to the manage-
ment of knowledge: the codification and the personalization strategy (see Fig. 5.2).

Codification strategy pursues a ‘people-to-documents’ approach by trying to cod-
ify knowledge, i.e. to detach it from human resources and to make it independent
of them, to guarantee the knowledge can later be used for various purposes. The
use of databases where the codified knowledge is saved and made accessible using
computer networks to ensure the use irrespective of time and location across the
organization is hereby of core significance. In case of a codification strategy, the
knowledge dominating within the organization should particularly have explicit
character, since implicit knowledge can hardly be documented and/or codified. The
leverage of the knowledge of the partners of a professional service firm (i.e. the
increased use of this knowledge by junior professionals)! is potentially very high
when knowledge is stored in databases, since it can be relatively easily accessed
on the one hand, and access can be made in parallel. Organizational learning is
accordingly focused on the exploitation of existing knowledge.'6

Options of the
Standardization ‘ company and,or ’ Individualisation
competetive strategy

P

Personalisation

Options of the strategic
Codification Knowledge management '

Characteristics

“People to document” 4K”°W'edge ma"ageme”" ,Person to person®
approach
I I
i Dominating .
Explicit knowledge ‘ type of knowledge ’ Imaplicit knowledge

Leverage
‘ of knowlgdge ' Small

Exploitation Exploration

‘ Focus
organizational learning
| [

Fig. 5.2 Strategic focus of knowledge management depending on company and/or competitive
strategy. (Source: Adapted from Hansen et al. 1999, p. 106 et seq.; March 1991, p. 71 et seq.)
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Personalization strategy has a different perspective. The objective is to enable
the use of knowledge throughout the organization and to promote dialogues in a
‘person-to-person’ approach between the human bearers of knowledge. Databases
and computer networks are also used in this case; however, they do not serve as
‘knowledge storage,” but are rather hints to establish dialogues with the respective
(human) bearer of knowledge. Since the dominating organizational knowledge in
case of this strategy is mainly implicit, codification can literally not be used. Instead,
it is attempted to use the implicit knowledge in explicit form using dialogues in
the sense of an exchange of experience. As a result of the necessity of personal
and (time-) intensive communication, the potential leverage of partner knowledge
is much lower compared to a codification strategy. Since the existing organizational
knowledge first has to be made explicit and understandable before it can be applied
in new and/or different contexts using adaption and further development, the focus
of the organizational learning can also be described as explorative.!’

As Hansen et al. (1999) emphasize in their findings, the decision for one of the
two knowledge management strategies should not be made arbitrarily, but rather in
strict accordance with the respective company and/or competitive strategy.'® After
all there is a big difference whether a professional service firm primarily provides
services standardized to a great extent or highly individualized services. While stan-
dardized services imply a certain comparability of old and new ‘problems’ and
thus of old and new knowledge, it is often not possible to understand and/or apply
old knowledge in a new problem context in case of highly individualized services.
For this reason, it seems adequate to pursue a personalization strategy concentrat-
ing on certain main points in case of highly individualized services and in case of
standardized services a codification strategy.

5.2.2 Key Tasks

Irrespective of the strategic options outlined in the previous chapter, knowledge
management on the operative level has a clear spectrum of tasks. In the subsequent
paragraph, partly following Alavi and Leidner (2001),'° five knowledge manage-
ment core tasks are presented (see Fig. 5.3) and discussed in the context of the PSF
theory with a practical orientation.

The key knowledge management tasks can ideal-typically be understood as sub-
sequent phases: Based on a superordinate knowledge management controlling (1)
at first, transparency regarding the organizational knowledge basis should be estab-
lished (2), before (missing) knowledge can be acquired and/or further developed
(3). After that the use and/or the application of the existing knowledge has to be
promoted (4) and at the same time measures have to be taken suited to retain the
organizational knowledge basis (5). As already mentioned, knowledge management
in accordance with such concept is ideal typical. In practice, however, considerable
feedback between the individual key tasks as well as temporal parallelism in their
implementation is possible. It could happen that the transparency of specific knowl-
edge can only be guaranteed when the knowledge is used and it can thus only be
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Knowledge
transparency

Knowledge
Management
Controlling

Knowledge
acquisition

Knowledge

retention

Use of knowledge

Fig. 5.3 Knowledge management key tasks

decided which measures have to be taken with regard to a necessary acquisition of
knowledge subsequent to its use.

5.2.2.1 Knowledge Management Controlling

Contrary to the other four key tasks, controlling knowledge management is of
superior meaning since it is focused on the organization, control, coordination and
supervision. For this purpose, the controlling has to determine knowledge objectives
and the degree of implementation of these objectives so that conclusions regarding
efficiency and cost-benefit aspects of the knowledge management activities can be
drawn.

The selection, formulation and determination of objectives are intended to ensure
that the knowledge management does not become an end in itself, but is practiced
demand oriented and focused on problem solving. In principle, knowledge objec-
tives are nothing but a translation of strategic and operative organization objectives
into a knowledge-oriented language.?’ In other words, it has to be decided what
kind of knowledge the organization needs to achieve the set goals on a strategic as
well as on an operative level. It is therefore possible that a professional service firm
when entering a new market explicitly determines which knowledge relevant for this
market is supposed to be available and/or established in which period of time.

However, it is possible that problems occur during practical implementation.
It is not always clear what scope of knowledge a professional service firm could
have, which would lead to potential knowledge being excluded from focus in
advance despite possible relevance. There is furthermore a risk that the formulation
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of general goals which are difficult to implement makes it hard to derive precise
conclusions regarding the other four key knowledge management tasks.

In addition to the determination of goals, a controlling system is also intended to
supervise the achievement of set goals. In the knowledge management field this can
be particularly difficult since the resource knowledge can often not be objectified
or measured. In this context, e.g. the acquisition of implicit knowledge could be
mentioned, which in individual cases can have a lasting impact on the company
success and which, at the same time, can possibly not be converted into explicit
knowledge, let alone be directly measured. For this reason, the costs of a knowledge
management are often determined in practice, while yield and/or the results of the
knowledge management are not quantified.

5.2.2.2 Knowledge Transparency

In another step, based on determined knowledge objectives, it is of vital importance
to create transparency regarding the knowledge available in the professional service
firm as well as in the external environment. The objective here is, one the one hand,
to reveal (organizational) knowledge — if desired?! — to avoid inefficiency and to
facilitate and/or allow multiple uses of the knowledge.?> On the other hand, possibly
existing knowledge gaps have to be detected and the corresponding external sources
of knowledge to fill these gaps have to be found.

In practice, numerous instruments can be found with which individual profes-
sional service firms try to create and/or to promote in particular internal knowledge
transparency. As an example of a system to identify and distribute knowledge Ernst
& Young’s ‘centers of business knowledge’ have to be mentioned, which are inter-
connected and integrated in the company structure on a worldwide scale.”> Amongst
other things, it is the task of these centers to create project databases and coor-
dinate national and international knowledge input in the sense of an in-company
information service provider. The professionals of PricewaterhouseCoopers also use
so-called ‘working communities’ for individual projects.* These are project-related
databases that do not only allow the systematic generation of knowledge, but also
the systematic and comparable filing of all work documents. McKinsey pursues a
similar target by operating ‘Practice Centers’ staffed with thirty specialists, who
provide, amongst other things, a so-called ‘rapid response network’ which guaran-
tees that professionals making enquiries receive rapid answers and problem solving
proposals.>> These responses are generated by contacting people who are listed in
databases and by using their project experience, which is automatically requested
at the end of a consulting project as so-called ‘lessons learned.”® McKinsey uses
another form of ‘knowledge tracking,’ i.e. identification of knowledge structures by
creating the possibility to locate, send and edit available charts as smallest units
of knowledge and key communication media for analyses and proposals due to an
individual coding worldwide.?’

In the context of creating transparency of internal knowledge structures, also
the positive efficiency of some of the classic HR measures ultimately needs to
be mentioned. Job rotation, job enrichment, teamwork or participation in trainings
or conferences can help professionals to exchange experiences (partly even across
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companies) and thus to develop higher but rather informal transparency regarding
internal and external knowledge.

In conclusion, also limits and/or potential problems with the creation of knowl-
edge transparency should be addressed at this point. It has to be considered, e.g. that
individual positions of power of individual professionals with a professional service
firm can be based on knowledge. In such circumstances the respective professional
is not necessarily interested in making his knowledge fully ‘transparent.” On the
contrary, he will probably actively try to retain a certain degree of intransparency.?
One approach to avoid this would be the targeted use of motivation and reward
systems, which make a distribution of knowledge in the sense of positive incentive
more likely. Yet another step would be the consideration of the individual willing-
ness to create knowledge transparency in the context of the employee evaluation and
promotion.?’

5.2.2.3 Knowledge Acquisition

If, in the context of the knowledge transparency mentioned above, it turns out that
certain knowledge objectives are not covered by the organizational knowledge basis
the question arises how to fill these gaps by acquiring the respective knowledge.
Against the background of cost and strategy considerations, non-existing knowledge
can generally be acquired both externally as well as internally, while the latter is
often also described as knowledge development. Knowledge is acquired internally
if it is more cost intensive, strategically unacceptable or not possible at all to resort
to external bearers of knowledge.

If the decision was made in favor of an external acquisition of knowledge,
there is a variety of channels, such as newspapers, magazines, and books of refer-
ence, databases, studies and discussions with relevant experts. In large professional
service firms like Ernst & Young such knowledge is often acquired via internal
service providers in form of ‘research & analysis’ teams that acquire information
upon concrete request and distribute relevant market information in form of reg-
ular newsletters.>? Another possibility to acquire knowledge externally can be the
direct access of client knowledge. Since clients often have relevant knowledge on the
respective client problem, they are likely to be a ‘cost-efficient’ source of knowledge
not to be underestimated.

However, in the focus of strategic considerations on the external acquisition of
knowledge, there is above all, knowledge-oriented recruitment as well as externally
provided personnel development services with the objective to ensure the availabil-
ity of qualified employees at the right time and place. This is supposed to guarantee
an adequate inflow of knowledge and to further the targeted development of the
organizational knowledge basis with individual knowledge in the long term.

In contrast to the external acquisition of knowledge, the internal acquisition —
as already mentioned — is an independent development of knowledge. Especially
in larger professional service firms it can happen that the same or similar prob-
lems are tackled at the same time. To avoid unnecessary double work and the waste
of resources, numerous professional service firms thus try to create transparency
regarding the development of internal knowledge and to bundle and organizationally
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combine related activities. At Ernst & Young so-called ‘communities of inter-
est networks’ take over the task of the knowledge development, by gathering
organizational bearers of knowledge in ‘centers of competence’ and use them to
solve concrete problems.>!

However, internally provided personnel development measures are also of special
significance in the context of the internal knowledge development. KPMG, e.g. has
an internal ‘Assurance Business School,” where junior employees receive training
measures on KPMG auditing methods.3

In summary, it is to be noted that the knowledge acquisition is also subject to
problems and internal obstacles. This applies in particular for acquisitions of knowl-
edge, which are marked by having an especially strong novelty character. Since the
successful acquisition of new knowledge especially in the context of an innova-
tion management is highly significant, the subsequent Sect. 5.3 is referenced at this
point.

5.2.2.4 Use of Knowledge

The efficient use of knowledge is the final goal of any knowledge management and
not least serves the purpose to justify the amount of time and costs involved in the
individual knowledge management activities. To make the actual use of knowledge
more likely, (relevant) existing knowledge has to be communicated accordingly
and made available. For this reason the task to create knowledge transparency —
as already outlined — is automatically strongly connected to the goal to exploit the
knowledge. The adequate and user-friendly use of information and communication
systems also plays a key role, since they allow rapid and direct remote access to
both internally and externally available (relevant) knowledge.

Another step to improve the knowledge exploitation is editing and/or processing
existing knowledge. As already mentioned, it is often necessary to take specific
knowledge out of context to ensure its general exploitation. As an example, the
‘rapid response network’ operated by McKinsey shall be mentioned once more.3*
A professional, who accesses the ‘rapid response network’ with a specific problem,
receives a guaranteed problem-specific response, i.e. an accordingly processed use
of the existing knowledge.

Of course the exploitation success of edited knowledge strongly depends on the
quality of the editorial work and/or on the trust in its quality. For this reason the
knowledge processing should be taken seriously and be subject to strict quality
management.

Of major significance is also how the knowledge is used. What kind of knowl-
edge is used in which form and intensity in the context of a project, e.g. depends —
among other things — on team organization and the structure of the organization’s
knowledge culture. Team organization with a focus on diversity in combination
with a knowledge culture focusing on a free, creative use of knowledge can result
in a different treatment of existing knowledge and, e.g. promote the development
of innovative services. Due to the close relation to the topic innovation further
information on this topic will be provided in Sect. 5.3.
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5.2.2.5 Preservation of Knowledge

Another key task of knowledge management in professional service firms is main-
taining organizational knowledge. Since acquired knowledge does not necessarily
and permanently have to stay with the company, it makes sense to apply measures
to protect the organizational knowledge basis against unwanted erosion. Knowledge
erosion is particularly possible in three major respects:

e There is a risk of employees leaving the company and thus the respective
knowledge is also lost.

e Furthermore (e.g. strategic) knowledge can lose its value and thus quasi get com-
pletely lost, if it is not sufficiently protected against difmerger and competitors.

e However, also without actual ‘external’ drain knowledge can erode. This is the
case if project teams or also individual professionals do not internalize (implicit)
experiences or convert them into explicit knowledge or document them thus
causing that information to be quickly forgotten.

To prevent unintended loss of knowledge in form of employees leaving the com-
pany the potential of carriers of critical or even irreplaceable knowledge should
be gathered in a knowledge carrier portfolio as a preventative measure. In the
context of a knowledge-oriented fluctuation management, it can be attempted subse-
quently to protect the organizational knowledge basis by preventing critical bearers
of knowledge from leaving with increased incentives.

Difmerger of organizational knowledge to competitors or third parties is in par-
ticular critical if strategically important or strongly client-related knowledge is
concerned. Since the value of the organizational knowledge basis as well as the rep-
utation and thus the strategic resources of a professional service firm can persistently
deteriorate, unnecessary risks of such knowledge difmerger have to be avoided. This
can be ensured by providing critical knowledge to a select group of users only or by
removing (critical) characteristics from the organizational knowledge. In this case, a
restrictive control of knowledge transparency can be assumed since too much trans-
parency can also carry the outlined risks. Another possibility to prevent difmerger
is to mark critical knowledge as ‘confidential’ and ask employees to handle such
knowledge with care and not to disclose it to third parties.

Systematically recapitulating and documenting experiences made, thus attribut-
ing explicit character, can particularly limit knowledge erosion in the sense of
internally ‘forgetting.” The documentation, one the one hand, supports the internal-
ization, i.e. the learning process with the documenting person, and at the same time,
enables other organization members to access that knowledge on the other. A mea-
sure often used in consulting companies in that context is the already mentioned
systematic production of ‘lessons learned.” Similarly, it is also common practice
in corporate law firms after conclusion of a larger mandate, to apply so-called
‘post transaction reviews,” in which the involved professionals, the organization,
the communication processes as well as details of the legal advice are critically
reflected.®
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5.2.3 Critical Influence and Success Factors

In addition to the already discussed key tasks of knowledge management there are
various critical factors, which can substantially influence the success of the knowl-
edge management activities. Numerous studies have shown that, in particular factors
like corporate culture, management style as well as recruitment can persistently
affect the development of the organizational knowledge basis.3°

Knowledge-oriented corporate culture can serve as social infrastructure’’ of
the knowledge management and thus positively influence the willingness to share
personal knowledge and to take on external knowledge in addition to the formal
incentive systems. The development of such a corporate culture, e.g. involves the
requirement and/or the promotion of a productive exchange of ideas throughout the
entire company, which leads to the participation in knowledge management activi-
ties being regarded a matter of course.>® With similar targets, PwC Consulting e.g.
regularly carries out a culture assessment using workshops, checklists and question-
naires to evaluate the knowledge-management culture of the company and gather
proposals for change.>°

Also closely connected to a knowledge-oriented corporate culture is the issue
of management style. Efforts to setup a specific culture fail if the management
and/or the managers of the company fail to comply with such a culture or
even act in opposition. Since executive staff members are role models for their
employees, it is of crucial importance that the management promotes individual
knowledge-management activities and also sets an example.

The significance of knowledge-oriented recruitment was in particular already
tackled in the context of the key task ‘knowledge acquisition’ in Sect. 5.2. As
outlined, gaps in regard to strategic knowledge objectives can be decreased or
filled — amongst other things — by acquiring human resources, which leads to fur-
ther development of the organizational knowledge basis. Apart from the individual
knowledge that potential new human resources contribute, their skills in dealing
with the respective knowledge should also be considered. For individual compa-
nies it can be desirable, for example, to confront the organizational knowledge basis
with a certain dynamic approach. Since professional service firms are regarded as
‘learning’ organizations, their development depends on internal opposition, diver-
sity of opinion and competition. Corresponding recruitment is thus able to promote
and manage the necessary organizational diversity with targeted measures in com-
bination with a strong, internalized corporate culture with regard of the respective
company objectives.*

5.3 Innovation as a Special Challenge

Innovations of professional service firms were rated in particular as economically
relevant in Sect. 5.1.2, if they are regarded as radical by individual clients or by
the entire market. The idea is that radically new professional services allow the
professional service firm to disassociate themselves from competitors and to receive
‘innovation awards’ at the same time.
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In the following, this is going to be briefly outlined using the consulting sector
as an example: If a client company seeks to purchase (radical) innovative consult-
ing services,*! it is likely to apply specific criteria when searching and selecting
a consulting company. The consulting companies, regarded as particularly innova-
tive by the client in this situation have an advantage over their competitors regarded
as less innovative. It can furthermore be assumed innovative consulting services
tend to take more time and are often followed by follow-up and/or implementation
assignments. As a result, the consulting company can possibly generate additional
‘billable hours’ #? and thus monetize the respective profits.

Against this exemplary background it can be interesting for the professional
service firm not to leave innovations to chance, but to manage them. According
to the authors, such management is to be regarded as subsector of a super-
ordinate management*3 and bears ‘only’ specific and/or special challenges. In
view of the five knowledge management key tasks presented in Sect. 5.2.2, this
applies in particular for the tasks knowledge acquisition and knowledge use, since
the acquisition as well as the use of radical new knowledge raise interesting
questions.**

Moreover, the question arises how innovations and/or new knowledge develop in
the first place. This applies in particular if specific knowledge does not exist ex ante,
i.e. it can also not be acquired via external sources of knowledge and is thus quasi
unknown. Following Rammert (1988) something new and/or an innovation exists
if at least one element is renewed or if the combination of elements is changed.*
New knowledge can thus either develop by completely new creation or by the new
combination of existing knowledge. Both new creation and new combination have
an initiating and/or creative moment. The critical question regarding the acquisitions
and use of innovative knowledge therefore is: how can a creative environment be
created in which knowledge elements can be newly created or newly combined and
thus successfully used? There are various approaches to answer these questions,
which shall be briefly described in the following:

e Original individual creativity: The individual and personal creativity of the
individual professional is the original source of creative performance within
an organization.*® Already in the recruitment process the applicant’s ability
to creatively solve problems and/or to deal with certain tasks can be consid-
ered. Such ‘screening’ in particular seems important in light of the limited
possibilities to compensate poor creativity skills with personal development
measures.

e Use of creativity techniques: In addition to the individual personal creativity there
are also targeted techniques, which do not necessarily intensify creative work
results, but make them more likely though. In this context, classic techniques
such as brainstorming, morphologic analysis and synectic shall be mentioned.*’
However, also the conscious organization of project teams, which can often be
found in professional service firms — the so-called ‘staffing’ — can have major
impact on the future creativity of the team. Since successful teamwork also
depends — amongst other things — on the fulfillment of possibly opposing team
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roles,*8 these have to be filled as fully as possible depending on the individual
skills of the respective team members. If, in individual cases team creativity is
particularly needed, more creative professionals could be involved.

e Overcoming internal obstacles: The development of new knowledge can fail due
to organization-internal obstacles irrespective of the existing degree of creativ-
ity. Especially in professional service firms it can occur that the development
and/or use of innovative knowledge is deliberately prevented due to power
displays. In comparison, professional service firms are organized rather decen-
tralized due to the broad existence of partner models,** with several or many
partners, who in turn seek autonomy and control in regard to their client base.>"
If they see their client base at risk, e.g. due to the development of innovative
knowledge by another partner, they can interfere, by not granting organiza-
tional resources for example. At this point, contrary to ‘normal’ companies, the
necessary central body can be missing in a professional service firm, which pro-
vides the resources required to generate innovations against the background of
a superior constitutional authority. For this reason, organization-internal barri-
ers should be identified as fast as possible and dialogue with the respective
partners and/or employees should be sought.>! Under certain circumstances
existing fear, prejudices and thus existing obstacles can be removed through
communication.

e Overcoming obstacles on the part of the clients: On the part of the client there
are often reservations and thus obstacles for (unexpected) innovative solutions
for the respective client problem. To avoid this, it can be attempted to involve
the clients into the service provision at an early stage, as co-producer and to
‘commit’ him for future results. In case of radical innovative services, in principle
stronger implementation orientation can be recommended. Consulting companies
often face accusations that their consulting results are far from the client reality
and that they neglect challenges and/or obstacles of future implementation. The
risk of such criticism on the part of the client probably tends to grow with the
degree of innovation of the respective service, since the implementation and/or
enforcement of novelties often implies organizational changes which can lead
to a shift in power structures and general insecurity. Against this background
it seems wise to anticipate potential obstacles opposing the novelty service at
an early stage and to overcome them in the context of targeted implementation
considerations.

As these facts show, the topic of innovation in professional service firms is not
only interesting from a scientific perspective, but in particular in regard to its practi-
cal application connected to various knowledge management challenges. With focus
on the acquisition of knowledge, creative methods also have to be fostered in the
field of using innovative knowledge to overcome internal and external organization
obstacles. If this succeeds, innovation awards can be received and other positive
effects on the firm’s reputation can develop which at the same time is the basis for
future success potential.
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Chapter 6
Marketing and Relationship Management

The product range of professional service firms is characterized by specifics like
the predominantly immaterial operational variables, by quality which can hardly be
assessed ex-ante, collective problem solving and a relatively complex procurement
decision. This applies in particular for the marketing of professional services. A
unique feature of a professional service firm from the client’s point of view is at first
the quality commitment. If the self-conception of a brand meets client expectations,
the client regards the quality commitment to be fulfilled. In the long term the result-
ing client trust and the reputation of a professional service firm are decisive success
aspects.

Modern and effective professional service marketing covers all hierarchical lev-
els and functions of a professional service firm. When operatively implementing the
relationship marketing strategy it is essential to determine the connections between
existing and new clients and to coordinate the marketing activities accordingly.
Classical marketing approaches do not hold much promise when marketing pro-
fessional services. These can only be effectively marketed, if sector characteristics
are considered and understood. For what reasons do clients require the assistance of
external professionals in the first place, how professional is the selection of a profes-
sional service firm and who is involved in that decision? An according professional
services marketing and a professional service provider selection can already lead to
a trust relation based on mutual advantage at the beginning of business relation. !

In this chapter at first factors are presented which influence the procurement deci-
sion (Sect. 6.1). The second part focuses on the basics of effective marketing of
professional services (Sect. 6.2). In the third part operative aspects of a professional
services marketing in regard to the implementation of strategies for new and existing
clients are tackled (Sect. 6.3).

6.1 Criteria when Purchasing Professional Services

To successfully market professional services it is vital to recognize key crite-
ria which clients apply during the procurement decision process. In other words,
aspects of the organizational procurement in relation to professional services need
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to be understood. In principle organizational procurement is characterized by the
following aspects’:

e Multi-personality: The involvement of several people in the selection
process

e Rationality: The attempt to actively generate an objective general view by
systematically gathering information

e Multi-organization: Involvement of third organizations — like banks or profes-
sionals — in the procurement decision

e Interaction: Regular and intensive contact for the exchange of information and
agreement on common and performance objectives

Moreover, the procurement of professional services is subject to special rules.?
These can be summarized with three elementary characteristics:

e At first the high degree of insecurity in connection with the procurement decision
has to be reduced.

e The way professionals wunderstand an issue is also of major importance,
since it helps to offer a tailor-made approach to tackle a specific client
problem.

e Another point is the close connection of the service with the implementing
professional.

Only when having the competence to implement the service, it can be effec-
tively sold and foster trust on part of the client necessary for the procurement
decision.* Trust is the key component when procuring professional services. It
does not only mean to purchase a service, but to enter into a mutual relation-
ship with the professional,’ which again underlines the high degree of insecurity,
connected with the decision making process. Since the acquisition of professional
services usually means considerable investment without guarantee to reach a suc-
cessful result, the decision to procure professional services is subject to high risks.®
One possibility for clients, to lower this risk, is an improved internal company
communication or contacts with other companies.” In many companies the pro-
curement decision today is centralized and concentrates on specialized employees.
Therefore this process is often also called client professionalization. It is therefore
assumed that inter-company communication works relatively well. The communi-
cation between companies is thus of major importance and since the word of mouth
recommendations are an integral part of the marketing of professional services,
the referral networks developing between companies are an important acquisition
factor.®

Indicators for the required or desired characteristics of a professional are of
decisive significance for the marketing of professional services.” Various studies
underline in particular the important role of reputation of the professional service
firm and the personal qualifications of the professional.!” Image, recommendations
and experiences thus are key factors to reduce insecurity and in the selection of the
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service provider.!! Three main factors which influence the procurement decision
can be identified:

e Market Reputation: Can be influenced by professional service firms. In particular
reference projects and the view of a specific problem are key factors for the target
group.

e Personal Reputation: Is of the utmost importance for the procurement decision
and can only be developed with recommendations of colleagues and business
partners.

e General Quality Indicators for Professional Services: The academic reputation
of key figures in consulting and the innovativeness of consulting approaches as
well as the membership in an association, which is connected to certain quality
requirements, provide decision-makers with a basis to assess the guality of the
consulting service.

6.2 Effective Marketing of Professional Services

The following section describes the fundamentals of an effective marketing of
professional services. At first the frequently implied marketing aversion of profes-
sionals is discussed (1). Subsequently professional service marketing is classified
within the more comprehensive service marketing sector (2). This is followed by
the development of marketing specific implications as foundation of a relation
marketing strategy from specific characteristics of professional services and the
procurement strategies of clients (3).

6.2.1 Marketing Aversion of Professionals

In many professional service sectors the idea of marketing was not only strange; it
was even perceived as indecent.!? In accordance with an occupational class men-
tality well trained professionals consider it beneath their dignity to get involved in
sales or marketing activities.'> Many professionals assume that high quality work is
enough marketing. In their view, the quality of service and the client care suffice for
a sustainable growth of turnover.'# This attitude on the one hand and the fact that
a professional service firm is in serious difficulty without marketing efforts on the
other hand leads to a dilemma.'>

Another reason for this opposition is average marketing success which is often
related to an inefficient marketing approach. Here marketing is often seen as purely
functional task without strategic relevance and is managed by employees who have
little knowledge of the operative business of the professionals. In addition clients,
especially new clients, are often the single focus of the marketing strategies.'®

As a matter of fact, marketing is one of the most important functions for a pro-
fessional service firm to rise to the ever changing market challenges. Therefore, the
marketing aversion of professionals has to be met with a professional marketing
concept, tailored to the requirements of consulting firms.!”
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6.2.2 Professional Service Marketing as Special
Service Marketing

The difficulties of professional service firms to guarantee continuous and especially
sustainable growth can often be explained with insufficient marketing activities.'®
Professional service firms thus have to market their provided professional services
with an equally professional marketing management and have to pursuit competitive
advantage in the market by taking a clear strategic position.!’

This responsibility does not only lie with the marketing department of the
consulting firm. Modern and effective professional service marketing covers all
hierarchical levels and functions of a company.?’ It is of particular importance
that professionals are actively involved in the acquisition process.?! Since the
strategic relevance of the professional service marketing is obvious, the question
arises, how professional service marketing needs can be met best. Professional
services are a particularly pronounced and pure form of service. It is thus log-
ical to look for the fundamentals of professional service marketing in service
marketing.

The core of excellent service marketing is reliability. This implies that the client
receives exactly the service promised in a precise and reliable manner. Even if huge
efforts are made, mistakes in the service provision can unfortunately never be com-
pletely excluded. For this reason professional service firms should always strive to
increase reliability to pursue outstanding achievements especially when correcting
mistakes made in the provision of the service. The ultimate goal of the service mar-
keting is the control and outperformance of client expectations.?? In addition, the
simultaneity of production and sale and a close connection of the marketing with
the actual service is an essential condition.>3

6.2.3 Fundamentals of a Relationship Marketing Strategy

The reflections on the elementary differences between products and services already
made have the logical consequence that professional services in particular require
marketing mechanisms,?* which are in many respects different from product mar-
keting requirements.”> For a marketing strategy of a professional service firm to be
successful, the characteristics of the professional services thus have to be particu-
larly considered. This means most of all that the derived critical resources have to
be used for marketing purposes.

The resource knowledge on the one hand is suited to identify the need for con-
sulting on part of the client, on the other hand it helps to communicate that external
know-how is required in the process. His skills and knowledge are the only means
of the professional to influence the client’s procurement decision.

The professional service business is commonly referred to as ‘people business’.
This underlines the relevance of the factor relational competence of professionals.
Only if it is highly developed, rapport — an essential factor for the development of
sustainable trust — can be created with the client. These inter-personal skills can
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be identified as the most important tools to retain existing clients and to gain new
clients (Fig. 6.1).27

Apart from knowledge and relational competence reputation beyond doubt is the
most important tool to market consulting services. In a successful project the inter-
connection of clients acts as disseminator and thus as driving force in the prospect
acquisition. Reputation is a key element of the relationship marketing approach and
thus of major strategic relevance for the marketing of professional services.

It is difficult to acquire new contracts, if one does not understand how, why and
when people make procurement decisions.”® The previously mentioned reputation
in ideal situations leads to the client actively approaching the professional which
makes a pre-selection obsolete. A professional service firm has the best chances to
skip these selection steps if it actively informs the client about the service require-
ments in his company and at the same time provides the respective solution. In this
context it is also vital to encourage satisfied clients to actively recommend the ser-
vices within their network. Thus new clients can be acquired by using their ‘referral
networks’.

Interesting for the marketing of professional services is the fact that one can
speak of a predominantly professional procurement even if the actual selection is
often made highly subjectively. A professional service firms has to adapt to these
procurement processes accordingly. Key sales argument for professional services is
efficiency.

Another interesting detail is the fact that the level of innovation of the concept
has considerable impact on the procurement decision. A professional service firm
with an innovative concept can thus definitely make a name for itself and hence
increase the willingness of clients to pay.

The traditional transaction-oriented marketing approach turns out to be inade-
quate for complex and knowledge-intensive services, as provided by professional
service firms.2° Relationship marketing is an adequate marketing strategy in that
context. On the one hand it is based on an understanding of the client’s procurement
and added value processes>” and on the other hand on the finding that multiple mar-
ket forces influence the success of a company.?! Starting point for the relationship
marketing approach is the business relation between the professional and the client
system. In relation to the marketing a traditional and an interactive function can be
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Fig. 6.2 Three stage model. (Source: Adapted from Gronroos 1982, p. 10)

differentiated. The classical marketing mix — product, price, promotion and distri-
bution — and thus the traditional marketing functions seems too production-oriented
and neglects the client interaction. The interactive marketing function on the other
hand is supposed to represent the influence of marketing in the implementation pro-
cess where the client typically interacts with systems, physical resources and the
employees of the service provider.3> A business relation accordingly consists of
three phases. It is essential to stimulate the interest of the client in the context of a
first encounter. If this was successful the resulting acquisition phase, is supposed
to persuade the client to award the contract. The subsequent implementation phase
is crucial for the long-term business relation and according follow-up contracts. As
Fig. 6.2 shows traditional marketing instruments can at least partially be used for
the first two phases. For the third phase, which is essential for a long-term client
relation and thus for follow-up contracts, these instruments completely useless and
interactive marketing instruments are required. Due to the enormous significance of
the staff in contact with the client, the entire service company is targeted to meet the
client requirements in the internal phase.>>

Relationship marketing can be understood in a market-oriented approach as
a concept which exceeding the client focus involves all stakeholders and shifts
focus rather on client retention than on the acquisition of new clients. Marketing
is regarded a cross-functional company function. Successful business relations are
thus based on a mutual contribution to added value. The client receives added value
from the business relation, which results in an added value for the professional ser-
vice firm in form of client loyalty. Such added value on part of the client can only be
guaranteed by continuously providing high quality services.>* The aforementioned
expansion of the client focus to all stakeholders of a company is implemented via
the so-called ‘six markets model’ (see Fig. 6.3).3

The client market is still at the centre of the model. Different to focusing on
individual sales transactions, the emphasis here lies on a short-term orientation on
client relations and requirements. Prior to a long-term business relation increased
commitment to the client requirements and mutual trust play a leading role. On the
recommendation market network contacts are actively used to acquire new clients
and it is attempted to establish long-term partnerships on the supplier market, based
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Fig. 6.3 Six markets model. (Source: Adapted from Payne and Poulfelt 1992, p. 163)

on the idea of mutual ‘added value’. On the employee market relations are main-
tained with the respective educational institutions and new employees are selected
matching the strategic focus on sustainable client relations. In the opinion market
relationships with opinion leaders are nurtured and lobbying measures are taken in
form of skilled PR activities. Ultimately a marketing culture prevails on the inter-
nal market within the company. Open communication guarantees the unimpaired
flow of information and thus relationship marketing becomes a company-wide
function®® to overcome information asymmetries between professional and clients
in the acquisition phase.

6.3 Operative Professional Service Marketing

Different marketing instruments have to be considered to motivate clients to retain
a sustainable and continuous business relation.’” The subsequent section outlines
how the strategic focus on relationship marketing can be operatively implemented
in professional service firms. First a basic overview on the various marketing instru-
ments available is presented (1). Subsequently their benefits for the acquisition of
new clients (2) and for projects of existing clients (3) are addressed in particular
detail.

6.3.1 Implementation of the Relationship Marketing Strategy

In principle a consulting company can market their services either directly, via
classical advertising or public relations:

o In case of the direct marketing strategy the consulting company either directly or
personally approaches existing or potential clients or reacts on client requests.
e In addition a consulting firm can also resort to classical ads, e.g., in print media.
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e Public relations, e.g., the organization of client seminars, networking, publishing
of books and articles, newsletter etc. are suitable measures to develop long-term
reputation.3®

Another differentiation of marketing activities provide the categories contact,
credibility and corporate level marketing”:

e Contact marketing hereby equal all marketing activities with direct client contact.

o Credibility marketing should properly market a consulting company, their skills
and competences e.g., with adequate publications.

e Corporate level marketing is primarily dedicated to the long-term establishment
of reputation and/or a brand.

Irrespective of the chosen marketing mix of a consulting company it is vital that
it is selected in accordance with certain professional ethic standards. The so-called
‘hard sell” marketing, which e.g., involves the creation of unrealistic expectations
concerning the service performance on part of the client or the defamation of com-
petitors, should be avoided.*” In Germany e.g., BDU members in this context oblige
to demonstrate respectable behavior in advertising and acquisition. However, even
if all ethical requirements are met, the use of certain marketing instruments should
be avoided. Marketing tools can be differentiated depending on their effectiveness
in “first team’, ‘second string” and ‘clutching at straws tactics™*!:

e According to this classification the most efficient tactics are the first team
activities. This includes client seminars with a limited number of participants,
publications in client-oriented professional journals and particularly own market
research in areas interesting for potential and current clients.

e These activities are complemented by the second string. The term describes net-
working with potential recommenders, newsletters and voluntary work. These
activities are definitely an effective supplement for ‘first team’ measures; how-
ever, they cannot substitute them under any circumstances.

e Using clutching on straws activities is not advisable. Particularly direct mail, cold
calls, sponsoring and press advertising are less effective. Also brochures and mass
seminars are less useful. The inefficiency of these methods can be explained with
the so-called ‘raspberry jam rule’. According to this rule marketing activities get
‘thinner’, the more they are spread. Due to high scatter losses they should only
be used, if at all, if there are still financial and personal resources available after
the “first team’ and ‘second string” activities have been implemented.*?

6.3.2 Acquisition of New Clients

In spite of the enormous significance of existing clients, constant prospect inflow
is indispensable for professional service firms. In light of the strategic focus on
relationship marketing, the PACE Pipeline of Walker, Ferguson and Denvir is a
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efficient tool to acquire new clients.*> All aspects of the pipeline which consists
of four areas, is seen as defined total market. Four possible sources for the future
business success of a consulting company can be differentiated**:

e The overall market: identified potential clients (P1)

e Potential clients, who were already approached via marketing activities which,
however do not participate in a dialogue with the consulting company (P2)

e Potential clients, with whom the consulting company has entered into negotia-
tions. (P3)

e Existing clients (P4)

When acquiring new clients, the first challenge for a consulting company lies in
the identification of potential clients. Step (a) in Fig. 6.4 outlines the selection of
potential clients most suited for the consulting company’s service range.

After having identified potential clients, it has to be decided in a second, so-called
prospecting step (b), to what extent these companies are of interest as clients. The
client companies rated as interesting are approached in the next step, called pro-
moting. Newsletters, client seminars or networking events are suitable measures in
that context. If interest on part of the client was awakened (c), the decision-makers
are contacted. During the projecting phase a possible acquisition of the professional
services is then negotiated. In case negotiations were successful, the consulting com-
pany has acquired a new client (d). After the first project this new client is among
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Fig. 6.4 The PACE pipeline. (Source: Adapted from Walker et al. 1998, p. 10)
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the important group of existing clients. During the protecting, phase the task at hand
is the retention of the client and thus the generation of follow-up contracts. To guar-
antee a constant inflow of new clients, a consulting company has to work in all four
areas of the pipeline, since otherwise there is the risk of considerable delays between
the identification of potential clients to the signing of contract.*> The object of the
acquisition of new clients thus is to shift from a broadly scattered marketing to a
personal “face-to-face’ dialogue as fast as possible.*

Particularly networking, client seminars and publications are considered essential
client acquisition tools. These marketing methods are used primarily to develop
reputation and to encourage the client to make the decisive step (c), from being a
potential client to becoming a prospective client. Ideally, the client approaches the
consulting company and actively expresses an interest.

6.3.3 Marketing Strategies for Existing Clients

The acquisition of new clients is beyond doubt a vital task for a professional service
firm. However, since between two thirds and four fifths of the turnover is gener-
ated by existing clients,*’ the project acquisition amongst existing clients which
is often neglected and taken for granted,*® assume an even greater importance. To
intensively support these clients, pays off twice. On the one hand, it is easier to
retain an existing client than to acquire a new one, since acquisition cost for existing
clients do not accrue,** on the other hand the preselection can be skipped during the
selection process under certain circumstances. In this case a consulting company
is directly contracted, without considering other consulting firms for the project.
Furthermore a long-term consulting cooperation leads to the development of a trust
relation between consulting company and client.”® The client company is then more
willing to award more complex, demanding and thus more profitable projects to the
consulting company.

The decisive element in the marketing with existing clients is the open ear for
the requirements and satisfaction of the client. This way on the one hand the pro-
fessional services can be improved and on the other hand possibilities for new
consulting demand can be identified. However, similar to the acquisition of new
clients a selective approach is necessary here. Junior professional, who — as a rule —
have increased client contact, are most suited to detect signals for further consulting
demand. Together with experienced professionals and the management the problem
has to be analyzed. If there are good client relations and thus also a good chance
for a follow-up contract, a solution outline should be prepared in advance, which
can be presented to the client by a senior professional or partners upon request. It
is however vital that a precise budget is determined for each potential follow-up
contract which states how many ‘nonbillable hours’ can be used for the acquisition.
There are four strategies to keep the amount of these hours as low as possible and
to increase the probability of follow-up contract:
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At first the consulting company should go the extra mile in the current
project, e.g., with comprehensive documentations, sophisticated presentations
and detailed analyses and thus exceed the requirements of the client.

It is also recommended to increase the client contact to the senior management,
e.g., with regular phone calls or business lunches.

It is of particular importance to develop a long-term relationship with the client.
This also includes services, exceeding the project. A professional can e.g., orga-
nize seminars for employees of the client company or be of assistance with
economic issues or broker the respective contacts upon request.

In the long term a personal relationship should be developed in addition to the
business relation. Particularly important clients e.g., can be entrusted with the
private phone number or invited to spare time activities of the company.>!

Exceeding the acquisition of follow-up contracts the trust relation and the

client satisfaction furthermore leads to active recommendations to other business
partners.”> Due to the importance of personal recommendations as already dis-
cussed in the context of the selection of professionals the circle of the acquisition of
new clients is completed. This is clear evidence that marketing activities for exist-
ing and new clients cannot be clearly separated. Although procedures vary, both
approaches intertwine and overlap in many areas. Consistent long-term acquisition

of

new clients leads to an expansion of the existing clientele recommending the

consulting firm to new clients, if business relations are retained accordingly.
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Management of Professionals



Chapter 7
Human Resource Management
in Professional Service Firms

The business of professional service firms is often described as ‘people-driven’.
This underlines the key role of human resources in the sector. The first chapter
already outlined the decisive role of employees in professional service firms and
explained why the strategic management of human resources is highly important
for the success of a company. !

Basis for HR management in professional service firms is the understanding that
highly qualified employees, the so-called professionals, have a profound impact on
long-term corporate success.> The core service of a professional service firm — pro-
viding services in interaction with clients — is quite clearly characterized by the
commitment and the skills of individual employees and/or employee teams. When
trying to establish a more detailed explanation, key theoretical findings of economic
science can be referred to. Of particular significance in this context is the so-called
resource-based view which can be applied to human resources.? The central state-
ment here is the development of long-term competitive advantages for a professional
service firm, based on superior assets in the form of professionals who meet certain
criteria.* This is based on the fact that other professional service firms are not easily
able to build up the same level of professional human assets on their own.

If the argumentation of the resource-based view is developed even further, the
significance of managing these professionals becomes evident. The management of
professionals becomes a strategic success factor, if one assumes that use and fur-
ther development of professionals largely depend on human resource management
measures.’ This does, however, not only include the activities of an institutionalized
HR department, but also the promotion of junior professionals through challenging
tasks, their guidance by senior managers, etc.

7.1 Objectives and Challenges

The super-ordinate objective of managing professionals can be seen in the genera-
tion of long-term competitive advantages. How can this be implemented in practice?
Simply put, the objective of any human resources management in professional ser-
vice firms is to ensure optimal levels of performance on part of the professionals. An
optimal level of performance guarantees that all tasks the professional service firm
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is confronted with are efficiently tackled. This general objective, however, has to be
specified in more detail to guide management decisions. In this context it should be
made clear what performance of professionals means and/or how it is brought about
(1). In a second step the possibilities of optimizing performance (2) will be outlined.

7.1.1 Development of Performance

The development of professional performance is a complex phenomenon, since per-
formance is always a result of the integration of different components. However,
if these components are supposed to play a role in a target-oriented management
approach, it makes sense to use simplified models. Such models are based on
the assumption that professional performance is a function with three variables. It
depends on

o the skills of the professional,
e his/her commitment,
e but also on organizational framework conditions.

While it is fairly evident that skills and commitment of professionals create
performance, the term organizational framework conditions needs to be examined
in greater detail: Organizational requirements and/or, in another step, market and
client requirements are relevant, since skills and commitment originally have a
mere potential character; i.e., skills and commitment can only be interlinked to form
meaningful performance if they go hand in hand with organizational requirements.
In other words, the performance level of professionals always has to be seen in
the context of organizational requirements and thus in relation to client and market
requirements.

If organizational framework conditions, however, are temporarily removed from
the equation — or rather assumed to be suitable — the performance level of the human
resources of a professional service firm can be represented by applying a matrix
along the two dimensions of performance and commitment (see Fig. 7.1).

Both dimensions are linked multiplicatively. One isoquant accordingly displays
identical performance levels. The performance level of professionals increases
towards the upper right. The objective of managing professionals is to increase the
performance level and/or match organizational requirements as closely as possible.

7.1.2 Performance Optimization

The performance level of professionals can be optimized in a variety of ways. To
start out with, is up to human resources management to provide a suitable and suf-
ficient number of professionals. This is ensured by acquiring professionals on the
external work market. This — simply put — guarantees basic availability of work
capacities. In order to successfully acquire suitable professionals on the external
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work market, relevant market segments have to be identified and to be tackled strate-
gically. However, mere success in acquiring professionals does not suffice. Both
performance level components, performance and commitment of professionals,
have to be permanently improved. Professionals must be trained to realize perfor-
mance improvements, and motivated regarding their commitment. There is more
involved than developing the skills of individual employees, but includes generat-
ing collective performance by putting together teams where individual professionals
work together synergetically. In the area of motivation the focus lies on motivating
employees to efficiently tackle organizational requirements. In this context, suitable
reward systems have to be developed. Furthermore, the loyalty of professionals,
the main high performers of the company, must be retained by offering suitable
career perspectives. Conversely, considerations may become necessary — especially
in times of crisis — of making professionals redundant.

7.2 Performance Analysis as Informational Basis

From the management’s viewpoint performance optimization of professionals can
of course only succeed, if information on the actual as well as the desired per-
formance level is available. Essential information must therefore be collected via
detailed analysis of the current performance level. This also applies for a prognosis
of the performance level necessary in future. The first aspect is covered by a perfor-
mance evaluation (1), the latter in the course of an evaluation of requirements (2).
It therefore does not suffice to merely identify general needs for action. Concrete
approaches to optimize performance have to be found.

Thus first of all the performance level should be defined in terms of qualita-
tive and quantitative aspects. In a second step, market requirements, i.e., needs of
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potential clients have to be predicted and to be translated in qualitative and quantita-
tive requirements for professionals. Needs for action can be derived by contrasting
the existing performance levels and predicted requirements (see Fig. 7.2).

7.2.1 Performance Evaluation

Core element of performance analysis is the evaluation of individual professionals.
As a rule, this includes an evaluation of professionals across all hierarchy levels.
Evaluations should be carried out regularly and systematically pursuant to compre-
hensive criteria, resulting from the professional service firm’s understanding of the
term success. Most professional service firms attempt to assess general skills of their
professionals, their performance with concrete projects and in the cooperation with
colleagues and employees. Big strategic consultancies evaluate their consultants,
e.g., depending on their problem-solving abilities, their management and communi-
cation skills, as well as depending on their behavior in a team and towards clients.°
Irrespective of the question whether the professional service firm is a partnership or
a so called ‘managed professional business’, it is of special importance to assess the
‘partner level’ as well. Here the professional service firm’s objectives can directly
be transformed into individual performance criteria, such as profitability and fur-
ther development of the areas of responsibility, client satisfaction, promotion of
employees etc.

Evaluation processes in professional service firms take up quite some time, they
are, however, indispensable. This is based on the fact that the evaluation of individ-
ual professionals is a key prerequisite for managing professionals. Only based on a
performance evaluation of individual professionals can

e feedback be given on individual performance levels,
e individual, performance-oriented remuneration be determined,
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e decisions on promotions be made,
e development needs be identified,
e acquisition decisions be validated.’

Beyond the evaluation of individual professionals, the entire pool of profession-
als should be evaluated as well. However, only a small number of professional
service firms fulfill this requirement entirely. Two approaches are briefly outlined
in the following:

e A first approach is the determination of skill areas or so-called knowledge pools
within the professional service firm and the allocation of individual profession-
als to these fields. Most consulting firms, e.g., form targeted knowledge pools
resulting both from sector requirements (e.g., consumer goods) as well as from
functional requirements (e.g., marketing). This process usually includes more
than the introduction of so-called company internal ‘Yellow Pages’ and databases
since the skill-based structure of the professional service firm is determined at the
same time.

e Secondly, commitment can be evaluated on an aggregated level using measures
to determine the work and employee satisfaction. In the sense of the ‘service
profit chain’® the assumption is that a positive working atmosphere and the conse-
quently related employee satisfaction generally lead to committed and motivated
work.

7.2.2 Evaluation of Requirements

The analysis of existing performance levels of professionals needs to be com-
pared with organizational requirements. At the end of the day, these result from
the market, i.e., from client requirements. In terms of quantity, the number of
projects to be expected is of importance. Then there is also the issue of the leverage
structure of individual projects. This will provide information on how many pro-
fessionals from the different hierarchical levels of the professional service firm are
required.

Additionally, a qualitative and quantitative prognosis of client projects reveals
how many professionals will be required in which skill areas. This is of particu-
lar importance in the case where a professional service firm cooperates with clients
whose problems are characterized by significant contextual differences. Different
problems require differentiated skills, and thus differently skilled professionals on
part of the professional service firm. The analysis of performance levels and per-
formance requirements thus leads to various strategies depending on the respective
case. A purposeful approach for a strategy consulting company with a long-term
quantitative deficit in the consumer industry is the development of professionals
with the respective sector competence and the implementation of counteractions at
an early stage.
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7.3 Acquisition of Professionals

Even if the so-called ‘lateral hires’ have become common practice in the context
of a slow change of management models and management structures of profes-
sional service firms, most of the acquisition efforts still target junior staff. The
significance of the acquisition of high performing young professionals cannot be
overestimated. It is a critical success factor for the profitability of professional ser-
vice firms. In principle, the ratio between fees charged and remuneration paid is best
in this scenario.’

Due to the growth of the professional service firm sector, the market for highly
qualified professionals — even when work markets are generally relaxed — is highly
competitive. While premium providers such as the Boston Consulting Group,
McKinsey, Goldman Sachs, Freshfields, Bruckhaus & Deringer etc. have high
acquisition capability due to their reputation, the challenges for second league play-
ers are enormous. Successful acquisition of professionals thus requires a strategic
approach. In this context, relevant market segments (1) and the resulting challenges
(2) must be identified. Based on this analysis, adequate acquisition strategies can be
developed and implemented (3).

7.3.1 Relevant Market Segments

The first element of such a strategic approach is the determination of relevant market
segments. These result from specific segmentation criteria, i.e., the desired charac-
teristics a professional should have. Renowned professional service firms acquire
their employees only from equally renowned universities and/or limit their focus to
graduates among the year’s ‘top 10’. Other individual characteristics segmenting the
overall work market for professional service firms are relevant practical and inter-
national experience, social competence or specific training contents. Due to these
challenging segmentation criteria, professional service firms — as a rule — face quite
competitive markets. The work market for lawyers is a case in point. While there is a
general surplus of graduating lawyers, the top lawyer segment is highly competitive.
This leads to top law firms paying salaries twice as high as average law firms.

7.3.2 Challenges in the Market Segments

The challenges in relevant work market segments are thus to be generally regarded
as high. However, they have to be specified in more detail by examining the concrete
market situation and the acquisition potential of the professional service firm.

The challenges in the relevant work market segment result on the one hand from
relative market volume, i.e., from the ratio of potential professionals and the number
of jobs for professionals on the market. The challenges therefore change depending
on the economic situation, on the demographic development, etc., and are fur-
thermore quite different in the individual professional service subsectors. Another
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aspect is the concrete intensity of competition in relevant work market segments.
This is determined by the number and the high similarity of competitors, a lack of
market growth or by the high specificity of market segments.

On the other hand, challenges result to a large extent from the existing ‘acquisi-
tion’ potential, i.e., the employer brand. This is mostly influenced by the popularity
of the sector in itself, by the renown of the individual professional service firm and
the individual company image. Very significant in this context are specific person-
ages in the professional service firm sector who coin the image of a company. In
the end, the employer image in a closer sense stems from a variety of individual
criteria, like perceived career chances, amount and structure of remuneration, type
of position, etc. Not only the objective reality, but also particularly the perception of
the employer image on part of potential professionals is hereby relevant.

7.3.3 Development and Implementation of Adequate
Acquisition Strategies

Some professionals service firms, first-rate strategic consulting companies amongst
others, were forced to reduce de facto their requirements with regard to applicants
in the currently less popular ‘war for talents’'® which has not yet been declared
over, though. This reduction was born out of an acute emergency situation; in the
long-term, however, it was clearly not deemed a suitable strategy. In the following,
three strategies for professional service firms, likely to be successful in the relevant
market segments, are outlined depending on their specific situations (see Fig. 7.3).

o Market development strategies, e.g., allow the development of existing or
new market segments, but are very time consuming and only applicable with
restrictions. An exemplary option would be the long-term expansion of market
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Fig. 7.3 Derivation of adequate acquisition strategies. (Source: Adapted from Ringlstetter et al.
2004, p. 171)
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segments through university sector lobbying. Engineering service providers,
e.g., can communicate their specific demand and influence university educa-
tion through cooperations. In the context of so-called exotic programs, strategic
consulting companies have already some time ago started developing new mar-
ket segments and now also recruit physicians, philosophers, linguists etc. For
many other professional service firms, such as corporate law firms, such exotic
programs are generally not suitable.

o Communication strategies improve access to already existing and inherently
large enough market segments. This covers the communication of an employer
image in line with requirements. For an example, this communication was
recently made by the Boston Consulting Group, reinforced by image campaigns.
Professional service firms typically communicate an employer image character-
ized by challenging tasks, good development possibilities and potential earnings,
team orientation and participating management style. In the long-term this only
makes sense, if reality and image more or less correspond.

e Competition strategies are suitable to develop a positive employer image in the
relevant market segments. This concretely involves the identification and fulfill-
ment of positive employer image criteria. Following the competitive strategies on
product markets, there are two levers for this purpose: First, the product ‘work-
place’ can be designed in such high quality that it meets the requirements of
potential professionals to a high extent (differentiation strategy). Secondly, in
professional service firms high workloads have to be compensated by competitive
remuneration so that the potential candidate perceives the workplace as ‘rea-
sonably priced’ (cost leadership). Both strategies can be combined at the work
market.

Of equal significance is the implementation of selected strategies. Of course,
certain conditions have to be in place. On the one hand they require a relatively high
willingness to pay on part of the professional service firm. It is not enough to have
access to certain candidates in a market segment. Much more important is to select
the right ones. To do this, extensive methods of testing but also a series of interviews
are usually employed to do in-depth analysis of specific skills of candidates. In
order to ensure such selection procedures, senior professionals are expected as a
rule to actively participate in junior staff acquisition. This is, however, not always a
matter of course, since the participation in interviews leads to less time for clients.
Furthermore, individual strategies require additional efforts. If a professional service
firm attempts to develop the market via a program of hiring ‘exotic’ candidates, this
entails establishing training and advanced education seminars to train these exotic
candidates in specific professional know-how.

7.4 Motivation of Professionals

Due to the HR intensity of professional service firms, motivation of professionals
has particular significance: ‘In a professional service firm, a less than fully moti-
vated workforce (...) is a death knell’.!! This statement is based on the so-called
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Fig. 7.4 Incentive systems for professionals. (Source: Adapted from Ringlstetter et al. 2004,
p-173)

‘motivation spiral’!? or ‘service profit chain’!3: Only highly motivated profession-
als render high quality performance. This leads to client satisfaction and to market
success. The resulting economic success of the professional service firm in turn
guarantees the motivation of professionals through high remuneration, career oppor-
tunities etc. The motivation of professionals is to be considered as equally important
as the variety of ways to achieve it. Monetary (1) and immaterial (2) incentives
can initially be differentiated. In individual subsectors they are applied to varying
degrees. This is possible because monetary incentives can be compensated with
immaterial ones. In between lies the important field of career incentives (3) (see
Fig. 7.4).

7.4.1 Monetary Incentives

Monetary incentives in most professional service firms are primarily a high salary
and benefits, such as privately usable company cars, laptops and mobile phones,
etc. Exceptions are junior professionals in some of the ‘creative’ subsectors, e.g.,
advertising and communication agencies, or architecture firms. Furthermore, mone-
tary incentives are provided by collective or individual performance bonuses. Apart
from the motivational aspect, the advantages of these performance bonuses are
that entrepreneurial risks can be transferred to the professionals, if remuneration
payments are kept variable. Company and employee objectives are furthermore
aligned as far as possible. The motivation problem can thus be reformulated so
that individual professionals do not just pursue their individual, but also company
interests.

A precondition for granting individual monetary incentives are, of course, func-
tioning evaluation systems. These evaluation systems must be able to differentiate
individual contributions to the company’s performance.'* Linked with that is, how-
ever, the risk that professionals feel overly controlled. This in turn can lead to a
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decrease of existing intrinsic motivation. It is also important to emphasize that the
main responsibility for entrepreneurial success, in the sense of entrepreneurial deci-
sions, is often in the hands of a small circle of people, like the managing board or
individual partners. It is precisely in this area that even today the allocation of mon-
etary incentives still depends on seniority and not exclusively on performance. The
advantage of this arrangement, however, is the high binding effect. Such loyalty
to the company may be useful for all professionals. Since the monetary year-end
bonus does not lead to a long-term retention of professionals, a separation of long-
and short-term bonuses is recommended. '’

7.4.2 Non-monetary Incentives

For non-monetary incentives to be motivationally effective, they have to meet
requirements of the professionals. The requirements of the individual professionals
in turn, however, depend on his or her characteristics, values etc. Immaterial incen-
tives should thus be individualized as far as possible. Nevertheless, many experts of
the professional service firm, both in practice and science, assume that profession-
als match requirements typical for the profession.'® Consequently, a few generally
valid statements can be made:

e Professionals expect from their companies the possibility for personal develop-
ment and the chance to learn as much as possible, either in the course of formal
trainings or also via appropriately challenging tasks. A core incentive with imma-
terial character thus is the provision of long-term coordinated development paths,
combining challenging, interesting and alternating projects and formal trainings.
On the other hand, there is the necessary acknowledgement for steps already
achieved. Maister therefore recommends two leading ideas!’: ‘Treat them as
winners’ and ‘Always keep the next goal out front’.

e Inasecond step, professionals often desire a certain degree of autonomy and self-
determination in their professional work. In this case a participatory leadership
culture and real involvement of younger professionals in decisions appear to be
reasonable.

e Thirdly, professionals seek a meaningful occupation with high significance for
clients. Executive personnel in professional service firms are responsible for the
communication of this objective.

7.4.3 Career Incentives

The previously outlined monetary and immaterial incentives are superimposed by
career prospects within the professional service firm. However, career prospects in
individual professional service firms are — at least at first glance — diverse. A core
distinction is the question whether the professional service firm is a partnership or
not. In partner-based professional service firms at least, the prospect of becoming
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a partner is a primary incentive containing both material and immaterial elements.
In light of the motivational challenges it can be assumed that a partnership sys-
tem, combined with the ambition of young professionals, solves many motivation
problems.!® Of course, not all professional service firms have a structure allowing
professionals to become co-owners.!? Professional service firms without partnership
structure, however, have adopted some characteristics intrinsic in partnerships.?
Senior managers, e.g., are on the one hand members of decision-making bodies
and thus have similar tasks as managing directors. The potential to increase remu-
neration is designed to serve as a substitute for a real partnership depending on
seniority.

Furthermore the so-called performance tournaments, also known as ‘up-or-
out’ and/or ‘grow-or-go’, vary only marginally between partnerships and non-
partnerships. This applies in particular for the subsectors of consulting firms and
recruitment agencies, however, partly also for auditing firms and investment banks.
Only engineering service providers and advertising and communication agencies
tend to face less tough performance tournaments. The performance tournaments are
based on regular evaluation rounds, which are often subject to varying evaluation
criteria depending on the respective hierarchical level.

7.5 Development of Professionals

The core challenge for any professional is the permanent further development of
his or her skills, not only for the sake of performance tournaments. Skills can be
developed differently and with various strategies. Figure 7.5 provides an overview

Development by personal
experience

Development by external
experience

— individual

Development by synthetic
experence

Growth
prospects

Project staffing

— collective Creation of access options

Socialisation

Fig. 7.5 Overview development possibilities. (Source: Adapted from Ringlstetter et al. 2004,
p. 176)
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of various ways and directions of performance development. In the following,
the development of individual performance (1) and the development of collective
performance (2) are discussed separately.

7.5.1 Development of Individual Performance

The development of professionals is subject to the problem that the objective cri-
terion of the development, namely professional skills, cannot easily be determined.
On the one hand, there is encodable knowledge to be imparted. On the other hand,
professional skills have implicit character. They can only be determined by actions
of professionals.”! Examples in this context are the effective conduct of interviews,
the establishment of trust among clients, the structuring of problems, etc.

Core factor in the development of skills of individual professionals is therefore
learning through experience (a). This is the primary and outstanding source of skills
of professionals and corresponds to a development ‘on-the-job’, also in real life
situations.?” Professional service firms should thus do everything in their power
to systematically support professionals in gaining experience because, since these
skills are not imitable, this is how the company in the end establishes a unique set
of skills, suitable to generate competitive advantage in the long term. In a second
step, making use of external experiences (b) in the sense of observational learning
is relevant. After all, professionals do not have to make all mistakes by them-
selves. Accordingly, using coaching measures etc. can lead to even more efficient
learning processes. Thirdly, concrete skills can be further developed with synthetic
experiences (c), for example through specific seminars.

7.5.1.1 Development by Personal Experience

From a learning theory perspective it is particularly important to support learning
processes based on personal experience by challenging professionals with specific
tasks. Why? Only when the professional perceives a certain gap between the require-
ments of the current task and his or her available skills, he or she will strive to
improve these skills by reflection on new potential solutions and approaches. The
challenge in turn results from the degree of novelty and the level of task comple-
tion. It can thus be stated that skills are advanced via experiences which, in turn,
depend on the task to be completed.?® The speed at which tasks are changed directly
influences the speed of development.

Particular impact on the development has therefore the decision which projects
the professional is entrusted with,24 which clients he or she is in contact with, which
sectors and/or company functions he or she gets to know, which legal problems he
or she tackles, etc. The so-called ‘staffing’ for projects does hence not only serve
the purpose of fulfilling client requirements, it is also the core instrument in the
development of professionals. To plan this kind of development, professional ser-
vice firms can use so-called ‘career maps’ allowing a general visualization of skill
areas.”> The concrete organization also strongly influences the training of profes-
sionals as generalists or specialists. This, in turn, has considerable influence on the
question whether a professional service firm is generally flexible or inflexible. The
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more professionals are trained to be ‘generalists’, the more flexibly the professional
service firm can react to changes in client and market requirements.

Furthermore, it must also be taken into account that professional development
can be subject to pronounced, sometimes even major changes concerning the respec-
tively required competences. One example in this context is the transition from
junior consultant status and solving operative problems to partner status and selling
projects to clients.

7.5.1.2 Development by External Experience

Theoretical findings on learning point out that skills can be acquired by observ-
ing a model and integrating external experiences.?® The integration of external
experiences allows professionals to minimize expenditure of time during learning
processes. The principle of integration of external experiences is on the one hand
based on the mutual observation of relevant behavior patterns by professionals.
On the other hand, the exchange concerning the observed behavior patterns via the
medium language plays an essential role.?’

In principle, all people the individual professional comes in contact with are pos-
sible suppliers of external experiences.”® However, it is logical that different persons
are more or less suited as role models. How suitable someone is as a role model,
is influenced by various factors. Of particular importance in this context are the
role model’s charisma, authority and reputation.?? Highly suitable are consequently
senior managers and/or for junior staff also project managers in professional service
firms. As a rule, this group receives special attention. On this basis, role models can

impart experiences in the following three areas®’:

e On the one hand the focus lies on factual knowledge regarding methods, sectors,
clients etc.

e On the other hand communication skills are taught.

e Also institutional knowledge, i.e., knowledge concerning organizational, explicit
and implicit rules, roles of individual members of the professional service firm,
as well as knowledge related to company values and culture is imparted.

In addition, however, other factors — partly with higher logical priority — such
as frequency and intensity of the contact are relevant. In other words, role models
have to invest time to actually have model function. When looking at professional
service firms, though, it turns out that this is not always the case. Analyses of the
professional service firm sector show that reward systems for senior managers do
not always motivate them to invest time in the development of their employees.?! In
day-to-day business, their focus is rather on client problems. It is therefore important
to introduce corresponding criteria in the qualitative evaluation, in particular also in
the evaluation of senior managers. The big and successful players in the professional
service firm sector have long recognized that. mentoring and coaching for instance
are part of the evaluation with Goldman Sachs, or ‘people asset building’ is one of
five criteria in the determination of the remuneration with Bain.

Experience transfer on the part of senior managers has furthermore key signifi-
cance for the ability of professional service firm to acquire staff on the external work
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market and for retention of high performers. Especially the best young profession-
als expect constant input and permanent feedback from their role models for their
personal development.

7.5.1.3 Development by Synthetic Experience

Apart from the development through personal or external experience, skills and
knowledge of professionals can also be improved via synthetic experiences.
Synthetic experience is any experience gathered ‘off-the-job’ and not in the actual
working process. This includes formal and advanced trainings, seminars, etc.

These off-the-job training measures can be implemented by external trainers or
also by internal specialists and experienced professionals. They are highly important
for the development support of professionals. Members of the junior staff in partic-
ular can be familiarized with methodical key tools in orientation programs. Large
professional service firms set up their own training centers; McKinsey’s Alpine
University in Kitzbiihel or the Gray Academy are only two examples. In addition to
the transfer of knowledge these centers also promote topics like team-building and
team spirit.

7.5.2 Development of Collective Performance

An often overlooked aspect in performance development is the combined perfor-
mance of all professional staff. However, this is especially relevant in professional
service firms, not least since a major part of the professional performance is pro-
vided in teams. There are very few professional service firm sectors where client
problems are solved by individual persons. As a rule, in line with the idea of the
professional trick,3? several professionals are involved in the problem solution pro-
cess providing complementary knowledge and skills. Which factors constitute this
collective performance though? It is primarily a result of the complex interaction
of skills of individual professionals based on organizational rules and structures. It
can be assumed that collective performance is more than the sum of its individual
skills. In fact, new problem-solving qualities develop in the process, so that it could
also be described as an emergent phenomenon.>> Such emergent phenomena are
not only difficult to grasp, it is also hard to create them with targeted management
approaches. Nevertheless, key mechanisms can be identified.

The core and main mechanism to create collective performance is the allocation
of professionals to projects and tasks. The so-called ‘project staffing’ leads to the
creation of collective problem-solving skills. Within project structures, individual
skills are combined, communicated, and different views are exchanged. What mat-
ters overall, though, is not the complete mutual exchange of knowledge, but rather
the possibility of accessing individual skills. This mechanism can also be labeled
with the term of ‘know-who’ management. This first mechanism is supported by
two additional factors:
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e Permanent access to knowledge: This can be ensured in the form of docu-
mentations and knowledge databases, storing encoded knowledge. Knowledge
can, however, also be accessed in a personalized way, by creating knowledge
databases containing information on specialized contacts for a specific field of
knowledge.

e Highly significant for the interaction of individual skills is the establishment
of a common orientation with which professionals are able to comprehend
the general context. The creation of common orientation patterns is achieved
by socialization. Socialization processes result in professionals understanding
their individual roles in the organization.’* Closely connected to that is the
corporate culture which reflects the values and standards of the professional ser-
vice firm in common orientation patterns. Naturally, there are tensions between
levels of socialization being too low or too high. ‘Over-socialization’ leads
to the professional service firm becoming too rigid, preventing innovations.
‘Under-socialization’, on the other hand, results in a lack of adaptability and
communication ability of individual professionals.

The considerations on the development of collective performance once more lead
to the direct interdependence between human resources and organizational struc-
tures. In the end, the development of individual professionals and the structured
combination of individual skills to solve client problems result in an organization
structure relating to skill and thus to persons, which ideally meets all market and
client requirements (see Fig. 7.6).

Top managementteam

Pool of professional
project man agers

Experts without
generalist
ability

Experts with
generalist
ability

Knowledge pool 1 Knowledge pool 2 Knowledge pool 3

Fig. 7.6 Connections between HR structures, organizational structures and market requirements.
(Source: Adopted from Weber (1996), p. 196)
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Committed and efficient professionals have a major impact on the long-term
success of the professional service firm. Particular attention should be paid to the
management of professionals, just as much as to client requirements.

A special feature in professional service firms which so far has only been
indirectly addressed is the involvement of all organization members. Human
resources management is not just an HR department task, but lies in the respon-
sibility of every individual professional on all hierarchy levels. Key factor in
this context is not only the management of other professionals, but also the
personal development of the individual human resource in the entrepreneurial
sense.
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Chapter 8
Professional Service Firms as High
Performance Work Systems

The previous chapter focused on individual human resources management instru-
ments in professional service firms. The next chapter now takes things one step
further and discusses possible advantages of a systematic combination of individual
HR measures in the sense of an integrative approach in comparison to a random
application of individually designed personnel measures. This view is based on the
finding that the coordination of individual HR measures in the sense of a consistent
concentration increases the success of personnel management.! The so-called high
performance work system approach takes this insight into account by emphasizing
the systematic concentration of personnel measures with the purpose to enhance
entrepreneurial performance.

In the following, a short overview on the development of the idea of ‘high per-
formance work systems’ shall be provided (8.1). Based on the presentation of basic
principles, individual components (8.2) and their respective interdependencies are
(8.3) discussed, followed by an assessment of the relevance for the PSF sector (8.4).

8.1 The Idea of High Performance Work Systems

Since the discovery of the employee as a source of sustainable competitive advan-
tage, human resources management is becoming increasingly important in scientific
consideration.? Since the mid-1990s in particular, the effects of human resources
management on company success have been of special interest, both for scien-
tific and for practical application.> Therefore, the employees of a company are
the main source of sustainable competitive advantage and ensure outstanding over-
all entrepreneurial performance.* Companies following a management approach
and thus enabling high employee performance are called ‘high performance work
systems’. Synonyms are terms such as ‘high involvement organizations’ or ‘high
commitment organizations’. This integrative approach provides a comprehensive
view of individual corporate staff measures, which are systematically coordinated.
Of specific interest in this context are the reciprocal interdependencies of individual
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measures and their effects on the performance of employees and thus, at the end of
the day, on the overall entrepreneurial performance. In professional service firms,
performance is almost exclusively provided by employees. At this point it already
becomes quite clear how closely high performance work systems are connected to
a direct increase of performance.

There are many reasons for the growing expansion of high performance work
systems in recent times. Changes in the competitive environment due to increas-
ing internationalization and technological development serve as determining factors.
Connected with that is a shift in focus away from pricing aspects to quality and/or
differentiation aspects of products and services.”> At this point it becomes clear that
strategic considerations of this kind can have effects reaching as far down as the
individual employee level.

By today’s standards, high performance work systems are almost considered
normal in organizations. HR departments who see their responsibilities — to put
it succinctly — not only in the administrative organization of advanced train-
ing measures by external providers but in the strategic management of human
resources, stress their holistic, coordinated approach when implementing HR
measures. Often, however, company reality is quite different. Especially in the intro-
ductory phase of high performance work systems, many problems occur which
can lead to failure and/or early termination of the implementation on part of the
organization.

High performance work systems are considered to be an expression of a shift in
management paradigm. The trend is to move away from a traditionally bureaucratic
management style with extensive control mechanisms towards an approach char-
acterized by open communication and joint decision-making processes providing
more employee integration.® In contrast to traditional work systems, where employ-
ees develop expert skills without gaining knowledge due to the constant repetition of
routine task, high performance work systems focus on the innovation potential and
the human capital of employees. Due to competitive dynamics, it is not only individ-
ual maximization of productivity which leads to competitive advantages. Recently,
criteria like compliance with high quality standards, client orientation, consumer
friendliness and constant development of innovative products have become crucial
elements.” If at this point one again considers the characteristics of the PSF sector,
these new challenges can be identified as core elements of the sector.

Therefore, high performance work systems can be seen in the context of ‘knowl-
edge work’ or ‘intellectual capital’ which stand for a changed interest in employees
as a source of competitive advantages.® This particularly applies to professional
service firms since apart from employees there are, as a rule, only little alternative
resources available.

By implementing a host of HR practices in companies, the basis for high
performance work systems is laid. Of specific significance is the relationship
between individual practices, which are subject to a cause-and-effect-chain. This
includes ‘empowerment’ in the sense of an increased involvement of employees
in decision-making processes, their improved commitment and the resulting higher
performance.
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8.2 Elements of a High Performance Work System

When taking a closer look at the individual elements of a high performance work
system the question arises, how broad the definition of the approach has to be. At
this point this book refers to Guest’s model (see Fig. 8.1)° which is specifically
characterized by the comprehensive identification of results, essential for evaluat-
ing the human factor and its influence on human resources management.'® From
the normative point of view, human resources management allows an integration
of behavioral theories and clearly defines the connection between HR practices and
performance. For this purpose, MacDuffie’s expectancy theory, which is the implicit
basis of the model, can be used.!! It illustrates the relationship between motivation
and performance and/or processes which allow high individual performance. High
individual performance therefore results from high motivation in connection with
the availability of necessary skills and adequate positioning of employees, includ-
ing a certain understanding of role on his or her part. In a next step, the desired
effects can be allocated to the individual HR management practices. Careful selec-
tion of candidates during the recruitment process and high investments in training
measures can be used to ensure specific skills. To achieve high motivation, compre-
hensive employee involvement and performance-oriented remuneration are suitable
amongst other things. Practices focused on the design of tasks, as well as communi-
cation and feedback, promote a corresponding perception and flexibility on part of
the employees.

The model connects the factors of external context and strategy with the achieve-
ment of high performance, however, it identifies the core HRM task in developing
practices leading to high commitment, quality and flexibility on part of the employ-
ees. If human resources management is able to achieve these three results, a change
in behavior and consequently an increase in performance are likely.

Conduct
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Strategy Practices Results Results Results Results
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Selection Productivity
Training . Quality
) - Committment ;
Differentiation : Profit
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Conflicts
Status and
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complaints

Fig. 8.1 Elements of a high performance work system. (Source: Adapted from Guest (1997))
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In order to understand the development of high performance, it is essential to
measure the result influenced by human resources management.'> Here, results
related to behavior, performance and financial aspects can be differentiated. This
is a first indicator of the complexity of the term performance and complications of
performance measurement.

When trying to get an overview of the literature on the topic of high performance
work systems, it soon becomes clear that HR functions related to employee develop-
ment, training, involvement, empowerment, information transfer, as well as reward
systems are most often identified as high performance work system elements.'> A
team is formed via the HRM tasks of selection, development, retention and moti-
vation which is intended to achieve outstanding results in competition.'* The fact
that HRM tasks in professional service firms are different to those in other branches
was already discussed in the previous chapter. Empirically gathered results show
that the same HR measures can have different effects on different target groups.'
Therefore, it seems to be appropriate to specifically expand HR measures in light of
the target group to be addressed. In case of professional service firms, professionals
are associated with a particularly high value for the innovation and value-creation
process. Kor and Leblebici effectively express the significance of professionals
in PSF, by calling the role of professionals ‘the crown jewel of knowledge-
producing entities’.!0 Professional service firms support strict profession-related
standards and thereby promote the homogeneous identity of professionals with an
organization. This has to be considered when designing target group-specific HR
measures.

In addition, studies have shown that there is a positive relation between self-
managed teams and company performance indicators. In a broad understanding,
self-managed teams are thus also regarded as high performance work system
elements.!” Team work is routine in professional service firms. It is difficult to
imagine the work process without it. This is another argument for the use of high
performance work systems in the PSF sector.

The participation of employees is a core element in high performance work sys-
tems. In industrial companies the involvement of employees in operational decisions
is already a first possibility to increase autonomy and control of employees regard-
ing the tasks and methods they use. By granting freedom of action concerning
communication and the exchange of ideas, the innovation process can be further
promoted. If in addition cooperations in form of autonomous teams are introduced
in a company, the range of tasks of individual employees can be expanded in the
sense of a ‘job enlargement’. This also leads to an increased number of oppor-
tunities for individual performance contributions.!® These individual performance
contributions are on the one hand a key career planning element for profession-
als. On the other hand, professional service firms depend on innovations provided
by their employees. Therefore, employee participation holds vital potential for all
parties involved.

As for individual measures, quality and productivity in a participating work orga-
nization depend on whether it is embedded in a comprehensive and coordinated
bundle of measures.



8.3 From High Performance Work Systems to Employee Performance 109

These measures are meant to ensure on the one hand that employees are capable
of making the right decisions, and that on the other hand the respective incentives are
provided to make them. In literature many possibilities of creating reward systems
in professional service firms can be found.!” In this context the decisive factor is
the ‘fit’ of existing situation, individual requirements and suitable incentives. Only
when the ‘fit’ is adequate can the desired performance be achieved after activating
motivation. Which form this can take in individual professional service firms has
already been briefly outlined in the previous chapter.?’

8.2.1 Performance

Performance is the key target figure in high performance work systems; however,
it is a multifaceted phenomenon. In his model, Guest points out the broad under-
standing and/or the ambiguity of the term performance.?! The definition of the
term depends to a considerable extent on the targets and/or results to be achieved.
Performance is, e.g., reflected ex-post in the profits generated or the revenue of past
business years.

Performance furthermore also includes a future-oriented component. This allows
the derivation of future-oriented implications from measured performance values.

In professional service firms, professionals often determine by themselves which
aspects the performance definition contains, particularly due to their shareholding in
the company in the partner model. Apart from the aspects already mentioned, per-
formance in professional service firms is also based on a value-creating perspective
related to the input-process-output chain.?? Simply put, problems of the client and
the knowledge provided by the employees of a professional service firm are called
input factors, while solutions are the process factors and the final concept and/or
its implementation represent the output factors in this service-oriented value cre-
ation chain. A comparison of input and output may lead to conclusions about the
efficiency of the intermediary process.

Furthermore, a distinction can be made between strategic performance aspects,
focused on results related to work productivity, innovation, quality, efficiency and
flexibility, and more social performance aspects stressing legitimacy and fairness.??
Both performance aspects are equally important in professional service firms.

Business performance thus is a multi-dimensional construct. When discussing
the relationship between HRM and performance this fact has to be taken into
account.?*

8.3 From High Performance Work Systems to Employee
Performance

The individual employee stands between the high performance work system and
performance as objective at the end of a functional chain. To guarantee access to
the ‘black box’ which employees represent, the effects of high performance work



110 8 Professional Service Firms as High Performance Work Systems

systems on the staff have to be considered. As regards the previously mentioned
participating work organizations, studies have shown that they often coincide with a
working relationship based on trust. Correlations between intrinsic motivation and
trust, as well as commitment and work satisfaction, can be ascribed to this.?

High performance work systems are understood as multi-dimensional constructs
since the parameters to be affected, i.e., motivation (1) and commitment (2) are also
multi-dimensional constructs, as outlined in the following.

8.3.1 Motivation

One key to multi-dimensionality is the differentiation between intrinsic and extrin-
sic motivation. Intrinsic motivation means that the motivation to fulfill a task lies in
the fulfillment of the task itself.?® Deci and Ryan point out that the development and
retention of intrinsic motivation is generally connected to the perception of auton-
omy, assigned competence and personal attention (‘relatedness’).?’ This means
in turn that external control, disapproval and social isolation attenuate intrinsic
motivation.

Extrinsic motivation is motivation which springs from outside rewards instead of
from the task itself. Extrinsic motivation can result both from the hope for reward
and the fear of punishment. In the PSF sector the most common rewards sup-
posed to generate extrinsic motivation are financial bonuses, career and development
opportunities or the increase of power and status.

Intrinsic and extrinsic motivation are in turn interconnected in a complex system.
The higher the intrinsic motivation, the lower is the need of a person for additional
extrinsic incentives. Conversely, extrinsic incentives can result in intrinsic motiva-
tion being suppressed (suppression effect). If the employee is dissatisfied with the
task itself, he or she is also likely to be dissatisfied with work conditions in general.
The following mechanisms are the reasons for a suppression effect between intrinsic

and extrinsic motivation®®:

e Limited self-determination: The individual perceives an external intervention as
a limitation of its options for action. A sense of external control of the personal
work situation arises.

o Lower self-regard: The reward is perceived as sign that the already existing
intrinsic motivation is not seen or valued.

e Reduced means of expression: Intrinsic motivation is a way to express oneself. It
is superimposed by extrinsic rewards and consequently reduced.

e Excessive motivation: If it were possible to influence the individual by exter-
nal interventions, the person would feel overly motivated in case of pre-existing
intrinsic motivation. If the extrinsic incentive cannot be ignored, intrinsic moti-
vation is reduced as compensatory measure.

External interventions suppress intrinsic motivation when they are not perceived
as reward or acknowledgement, but instead as external control. Intrinsic motivation
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is all the higher, the closer and more personal the work relation, the more stimulating
the respective position, the higher the level of self-determination in the work orga-
nization and the closer the connection of a reward to a specific performance is. In
these cases there is an increased risk of suppression effects caused by a reward.?’

With regard to the high performance work systems one can assume that elements
like further training, information and participation, as well as flexible work condi-
tions — as a rule — have above all an intrinsic motivational effect. Feedback systems
are more likely to have intrinsic effects when they have a more informative char-
acter; however, they have extrinsic effects and thus at the same time endanger the
intrinsic motivation when they are perceived as control interventions. As a general
rule it can be assumed that performance-related variable remuneration systems have
predominantly extrinsic effects on the performance motivation.

With regard to the type of motivation activated by individual HR functions, one
can differentiate between functions with a predominantly intrinsic motivation poten-
tial and functions with distinctive control character in relation to the measurable
performance of the employee (see Fig. 8.2):

8.3.2 Commitment

Under the construct of the high performance work system, measures suited to ensure
staff commitment can be subsumes.*” In this context it is often assumed that com-
mitment is a one-dimensional construct. This assumption, however, neglects the
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findings of empirical commitment research, which suggest a multi-dimensional
approach. One thus differentiates between normative, affective and calculative
commitment.>! Furthermore, different effects of commitment, i.e., identification,
increased efficiency and retention are regarded separately.3?

A study outlined why staff measures have different effects on the often examined
success variables of service quality, fluctuation rate or productivity. The (norma-
tive) willingness for increased efficiency is particularly connected to organizational
performance standards and career opportunities as well as to the relationship with
colleagues. In turn, the (affective) identification with the organization is rather based
on the experience of fairness and loyalty in the management relationship.3?

Another option to differentiate between commitment forms is provided by
Wallace’s study on the influence factors of the structural working environment on
the commitment of professionals.>* She distinguishes between organization-related
and profession-related commitment. These rather independent forms of commitment
are characterized by specific personnel policy framework conditions.

If a professional works in an organization with distinct profession-typical struc-
tures, which also includes human resources management aspects, his profession-
related commitment is higher than the commitment of a professional in a position
which does not meet typical standards of the respective profession. Apart from
career chances and reward systems, organization-related commitment also depends
on the perceived autonomy of the professional. This aspect should also be con-
sidered in the concrete organization of projects. If an employee of a professional
service firm is fully responsible for a project and if he is granted project-specific
freedom of action, this will positively influence his organizational commitment.
Training measures which impart company-specific skills and have no relevance in
other companies also positively influence organizational commitment. The previ-
ously outlined work motivation, i.e., the value an individual attributes to his or her
work, is furthermore an important factor influencing professional commitment.>
The usually high workload in the PSF sector has to match these conditions. Only
where these values correspond, can employees maintain consistent work motivation
in the long term.

The above considerations suggest that high performance work systems can be
seen as constructs with multi-dimensional interdependencies. It can also be stated
that a strategic approach in human resources management, as represented by high
performance work systems, is an important factor when trying to define the term per-
formance. Studies have found that the use of high performance work systems leads
to a win-win situation both for the professional service firm and for professionals.3®

8.4 Professional Service Firms as Field of Application
of High Performance Work Systems

The potential and possibilities of using high performance work systems in pro-
fessional service firms are briefly summarized below. The factor knowledge has
a dual role in professional service firms as it provides considerable input for service
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processes and, at the same time, is also the elementary product of these companies.
Professional service firms thus offer their clients intangible problem solutions and
use the knowledge of their employees in the process.>’

Since employees of a professional service firm are considered to be carriers of
the resource knowledge they have to be given particular attention in light of the
generation of sustainable competitive advantage. This leads to the almost necessary
consequence of using high performance work systems in professional service firms
to a greater extent. It is therefore surprising that so far only few studies have explic-
itly examined the relations between personnel management and economic success
of professional service firms.?® One possible explanation is that professional service
firms are a rather new research area. This chapter therefore intends to contribute to
the often postulated attention on the context of high performance work systems
by placing them in the context of professional service firms.>® According to Boxall
(2003), high performance work systems so far were created in the context of the pro-
duction industry. On this basis, direct implications for HR strategies in the service
sector were derived under consideration of market characteristics and competitive
dynamics. He sees the PSF sector as the ‘natural’ framework for high performance
work systems. In a study Boxall (2003) found out that the ‘fit’ between competitive
strategies and HR strategies in the service sector is even bigger than in the produc-
tion sector, where the development of high performance work systems is deemed to
have originated.*°

The previous considerations lead to the conclusion that high performance work
systems are an effective and profitable approach for professional service firms.

In the beginning, the focus on service aspects based on competitive dynamics
was listed as one reason for the prevalence of high performance work systems.
Professional service firms are in this context a natural ‘habitat’ of high performance
work systems, since they inherently embody an existential service aspect.

In the context of high performance work systems, the professional is seen as a
decisive factor, by bundling HR measures under consideration of their effects on
motivation and commitment of employees. This approach has acknowledged the
complexity of interdependence between HR measures and performance. In addi-
tion, it can be stated that the clarification of a connection between performance and
individual HR measures is difficult, if not impossible. Due to the multi-dimensional
character of high performance work systems, however, this does not come as a
surprise.

Arguments of a target group-specific focus of HR measures caused by
profession-typical characteristics and the high significance of the fit between com-
pany and HR strategy in the service sector also reflect the potential of high
performance work systems in the PSF sector.

Notwithstanding all the excitement, it should not be forgotten that research on
high performance work systems still has a very long way to go. At this time, both
science and practice face a row of tasks and questions yet to be solved. How can cor-
relations between individual measures be measured? Which performance indicators
are important in such a measurement? How can high performance work system be
organized cost-efficiently? What role does the employee perspective play in that
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context? Furthermore the question remains open, if and how high performance
work systems can/should be organized target group-specifically.*! Studies on the
target group-specific focus of HR measures and their efficiency, as well as aspects
of participatory work and task organization, can be elements of future scientific
research.

The claim that high performance work systems are relevant for a broad range
of economic sectors and should therefore be available has also yet to be confirmed
by empirical studies in various sectors and the subsequent combination of results.*?
The potential of high performance work systems in this respect was outlined in the
present chapter, and the theoretical basis for empirical studies in the context of the
PSF sector was established.
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Chapter 9
Work-Life Balance in Professional
Service Firms

The compatibility of work and private life — in short, work-life balance — undergoes
an increase in personnel political significance also in professional service firms; the
topic is even seen as ‘the name of the game’.! Professional service firms demand
enormous working hours, highest flexibility and constant employee motivation from
their employees. Since the respective services are often provided directly at the
client’s, company consultants, e.g., spend a considerable part of their working time
away from their places of residence. The activities of professionals are furthermore
characterized by extremely high work intensity. More than 60 hours per week are
rather the rule than the exception.? A further complication is the high responsibil-
ity of most of the employees in professional service firms and the resulting stress
and performances pressure. Such a job profile, characterized by high workloads
on the one hand, but attractive tasks and above-average remuneration on the other,
primarily attracts young, career-oriented and flexible applicants. However, after a
few years of ‘full throttle performance’, many professionals pursue a professional
career outside professional service firms, since work requirements become increas-
ingly incompatible with the personal lifestyles and private changes such as marriage,
starting a family, etc. The recruitment of qualified university graduates in paral-
lel is an increasing challenge since the balance between job and spare time/private
life is highly important for many, and attractive salaries and a fast career are no
longer considered sufficiently high incentives.? In particular in the last years a shift
towards extraprofessional objectives has been identifiable in the value orientation of
university graduates.*

In consequence, many professional service firms have to deal with high fluctu-
ation and difficult conditions in the context of personnel retention and acquisition.
The loss of employees means loss of critical resources for professional service firms,
since knowledge, relational competence and reputation are often closely connected
to the employees themselves.> A further consideration is that consulting firms are
often not attractive as employers for women. The low quota of women in profes-
sional service firms, particularly in consulting firms, often below 20%, contributes
to the fact that specifically female competences is hardly used in daily business,
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and that women are thus more likely to feel discouraged by the ‘male-dominated
culture’ in consulting organizations.

Professional service firms therefore face the challenge of considering a balance
between vocational requirements and the realization of personal life plans, both for
their employees and for their potential junior staff. After basic considerations of the
term ‘work-life balance’ from a scientific and practical perspective, factors influ-
encing the compatibility of the life areas and positive individual and organizational
outcomes are outlined below. In conclusion it will be discussed, how professional
service firms can improve the work-life balance of their employees using suitable
measures.

9.1 Ideas About the Balance of Work and Life

To be able to generate work-life balance initiatives in professional service firms, it
is necessary to have a clear idea about the topic of work-life balance. In spite of
numerous scientific studies and publications on the topic, consensus on its exact
definition has so far not yet been reached.® One explanation for this is certainly the
interdisciplinary character of this research area. Apart from disciplines like psychol-
ogy and pedagogics, also economics’ and other disciplines® have been interested in
questions of the compatibility of work and private life for the past decade or so.
Different approaches and perspectives have thus lead to a diversity of terms, which
makes it difficult to form an overview: work-life conflict, work-life facilitation, life
domain balance, work-life integration, work-life interference.’ Two basic trends can
be identified here: the conflict perspective and the enrichment perspective:

e The conflict perspective assumes that conflicts can arise between the various
roles an individual has in his or her life (e.g., work and partnership/family life).
Greenhaus and Beutell (1985) define the conflict between work and family as
follows:

[work-family conflict is] a form of interrole conflict in that the role pressures from the
work and family domains are mutually incompatible in some respect. That is, partici-
pation in the work (family) role is made more difficult by virtue of participation in the
family (work) role.” (Greenhaus and Beutell 1985, p. 77)

e At the beginning of work-life research, the roles of work and family were at
the centre of discussion. However, with the increasing differentiation of CVs,
this perspective was expanded to ‘non-work’ roles, i.e., family, partnership, spare
time and association activities, etc. and not least to the aspect time for oneself.!0
From a conflict perspective the term work-life balance thus stands for a minimum
interference between work and other life areas.

e The enrichment perspective is based on the assumption of a positive interaction
of different life roles. Following the trend of a positive psychology,'! the con-
flict perspective was expanded and positive interdependencies between work and
other life roles were added. This perspective!? examines positive contributions of
and relations between different life roles. In one role, for instance, skills can be
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acquired or emotions can develop, which positively influence other roles (positive
spillover) and thus enrich those. '3

The term work-life balance unites the conflict perspective and the enrichment
perspective insofar that a person experiences a successful work-life balance in the
form of the lowest possible work-life conflict and a maximum of mutually enriching
interaction of roles. In most cases, however, work-life balance refers to a general role
orientation'* where the potential for conflicts between roles is as low as possible!?
and where resources like time, energy and involvement are allocated evenly to the
various roles, or are at least perceived as adequate.'® In a simplified way, work-life
balance can be seen as the satisfaction with the space which work, family, partner-
ship and other roles takes up in the life of a person. The 50:50 ratio, which is implied
by the term balance, must be seen critically, since a perfect balance is neither realis-
tic nor necessarily desired by individuals. Scientists therefore often talk about ‘life
balance’!” or ‘work-life integration’.18 The term work-life balance, however, has
prevailed in science and practice and remains the most common description for the
compatibility of work and other life areas.

9.2 Factors Influencing Work-Life Balance

Various factors affect the work-life balance of a professional adversely or positively.
For a start, the social and temporal framework conditions of different life areas play
a role; to a large extent, e.g., work-structural modalities (1). Personality factors,
attitudes and individual values are also significant (2).

9.2.1 The Life Cycle as Framework for WLB Measures

Often role conflicts are caused by so-called ‘critical’ events, i.e., special impor-
tant stages of life, or decisive points which radically change one or several life
areas. Such critical events are traditionally the start of a family (marriage, birth
of children) or the illness/care of a relative. Studies, for example, show that
married people/people with children use work-life balance initiatives much more
often than singles or people without children.!” In addition, compared with male
employees it is mostly women who use initiatives to improve compatibility of
role requirements.”’ Organizational WLB measures should therefore be individu-
ally adapted to the life cycle of an employee. Smith and Gardner (2007) showed
that employees use different initiatives in different life phases. Younger employees
predominantly use initiatives from which they personally profit (health programs,
sabbaticals, etc.). Older employees increasingly use supporting services (parental
leave, childcare, the care of relatives, etc.), helping them to organize the care of
children and relatives.?!

In everyday vocational life, however, it can be stated that some employees can
better cope with critical events than others. Often there are simple explanations, such
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as a supportive partner or family taking care of the children, or other support. Other
explanations might be individual characteristics, attitudes and individual values of a
person.

9.2.2 Personality Traits, Attitude, Values

According to science, a personality trait is a (in the medium or long-term) stable,
internal (non- situational) factor, which makes the behavior of a person consistent
and distinguishable from other people’s behavior. Personality traits explain why
individuals react differently to different situations and requirements. Studies showed
that personality traits also affect the perception of the personal work-life balance,
which in turn determines sensitivity for WLB measures. Studies, for example, have
found that people with high negative affectivity, i.e., a tendency to negative emo-
tions and low self-esteem, tend to have a low work and life satisfaction level .22
Negative affectivity as personality trait thus influences the assessment of the respec-
tive work and life situation and therefore also affects the perception of the work-life
balance. Increased stress at work or in the private life of a person can in this context
contribute in particular to a limited work-life balance.”> Some studies also suggest
different contexts of the so-called ‘big five’ personality traits (extraversion, neu-
roticism, openness for new experiences, agreeableness and conscientiousness) with
work-life balance perception. Neuroticism (similar to negative affectivity) often
coincides with increased conflict perception between work and other areas of life.2*
Extraverted individuals, on the other hand, might perceive some situations as less
stressful due to their positive attitude towards life. People with high agreeable-
ness seek support from colleagues or friends more actively?> and thus also reach
a work-life balance more easily.

Apart from personality traits, attitudes and value orientations towards family
and work (role perception, career orientation, etc.) play an important role. A com-
pany consultant with an extremely high level of career orientation and perhaps an
additionally high commitment towards his employer, for example, might consider a
work-life balance not desirable at all.

9.3 Promotion of the Work-Life Balance of Professionals

Companies have a broad range of possibilities allowing their employees to achieve
compatibility between work and their private life. A large part of such initiatives
begin with the factor time, i.e., various models of flexible working hours, tele-
work, etc. or leaves (parental leave, sabbatical). Other measures include direct
services like childcare information centers or company-internal kindergartens. In
the end, the objective of the companies is an increase in productivity of the
respective professional and a better working climate, as well as the lowering of
absenteeism, stress-related health problems (e.g., burnout) and avoidance of high
staff fluctuation.2® Sutton and Noe (2005, p- 153) list recruitment and retention of
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employees as well as the reduction of work stress and performance improvement
as reasons for HR departments to implement work-life balance measures. Related
to this is surely the reputation of an organization as being employee- and family-
friendly.?’

9.3.1 WLB Measures for ‘Unaffected’ or ‘Affected’ People?

The influence of life situations and personality traits on the perception of inter-role
conflicts leads to considerations that WLB measures should be aligned to them.

Measures to promote the compatibility of work and private life can be categorized
in compensatory and real work-life balance measures. Compensatory measures pri-
marily address the symptoms of work-life conflicts — often at short notice — with
stress management, regeneration and similar measures. Real work-life balance mea-
sures actually attempt to diminish the underlying inter-role conflict by, for example,
reducing working hours or by making them more flexible. Looking at the life cycle
roles and critical events for the individual work-life balance reveals that not all
employees require work-life measures, and particularly not at the same time. In this
sense professionals could be categorized regarding their need or, to put it simply,
as ‘affected” and ‘unaffected’. Both positions are influenced by the individual life
cycle, the respective life situation and also by personality traits and attitudes:

e ‘Affected’ people could be, for example, company consultants, who have been
working in the sector for several years, are now about to start a family and, due
to their own situation and the work situation of the partner, require measures
suitable to achieve compatibility of the role as company consultant and the role as
mother or father. If the situation is aggravated by the respective personality traits
of the consultant, for example, because he or she is particularly stress prone, the
already outlined inter-role conflicts can be stimulated. Compensatory measures
in these cases are often just ‘a drop in the ocean’ and underline the necessity of
real individualized work-life balance measures.

e ‘Unaffected’ people on the other hand are characterized by a strong focus on
professional life. A university graduate in his first year in a consulting company,
who has focused his life primarily on the topic ‘work’, could be listed as an
example in that context (Fig. 9.1).

Employees labeled as ‘unaffected’ principally have no or rather low demand for
WLB measures, since the compatibility of work and private life is not highly impor-
tant for this group. The provision of compensatory measures for this group is a waste
of company resources. Real work-life balance measures even result in the company
foregoing willingly the employee’s manpower.

This means for the professional service firms that the success of WLB measures
particularly depends on the individualization level. Prior to the introduction of mea-
sures, companies must make themselves knowledgeable of who belongs to the group
of ‘affected’ people. Based on this finding, it should be investigated which measures
are most suited and how these measures can be provided to efficiently generate an
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Fig. 9.1 Categorization of WLB measures

appropriate cost-benefit ratio for the individual and the organization. After all, it is
the individualization of WLB measures which, due to increased complexity, lead to
increased coordination expenditure.

9.3.2 Categories of Work-Life Balance Measures

To implement an individualization of WLB measures, professional service firms ide-
ally have a broad range of possibilities to react to compatibility problems between
work and family. In the past, various attempts have been made to categorize WLB
measures. Thompson et al. (2006, p. 284), for example. differentiate time-related,
informational and financial strategies, as well as direct services. Time-related strate-
gies are flexible work time models and leave phases, such as parental leave or
sabbaticals.?® In addition, flexible working time models (working hours account,
flextime, telework, etc.) and work reduction models (part-time jobs, 35 hour week,
etc.) can be differentiated. Particularly in highly qualified professions it is often
perceived as problematic, both by employees and employers, to create part-time
positions. Here all parties involved should reconsider their point of view, e.g., by
adapting project teams in consulting firms in accordance with the work-life bal-
ance profiles of consultants. Informational strategies concentrate on informing and
consulting employees, for example, in the form of individual work-life balance
consulting, but also in the form of targeted events and seminars on the topics of
stress management, regeneration methods, etc.?? Zedeck and Mosier (1990, p. 245)
see this simple strategy as the most cost-efficient option for companies. Financial
strategies focus on different types of support measures, from company-internal
insurances, to family and child bonuses.>% In a broader context, leave and reem-
ployment options as well can be added to the finance-based strategies, since such
measures indirectly lead to financial protection.! Direct services, i.e., services
directly offered by the company, can take different forms and can include on-site
child day-care facilities, holiday programs for children, homework supervision,
elderly care facilities and company-owned fitness studios.>? Such initiatives are also
often called flanking measures.
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Despite well-researched and also proven positive effects of WLB measures, sci-
entists agree that the focus on compatibility of work and private life of employees
also has to become part of corporate culture and its respective values.3*> Harrington
and James (2006) propose in this context a change management concept to rec-
oncile individual wishes and requirements with the corporate culture. The main
feature of this change program is the ‘Standards of Excellence Index (SEI)’ (p. 672)
which concerns management aspects, as well as organizational strategy, infrastruc-
ture, communication and measurement, commitment and relationship building. This
comprehensive change strategy is a step towards integrating WLB measures into
the organization’s culture and towards a work-life balance culture of individuality,
instead of a system of ‘exceptions’ to generate high company performance in the
long-term. In addition, the support of partners and project managers in the line is a
key prerequisite for the implementation successful WLB initiatives.

9.4 Positive Impacts of a Good Work-Life Balance

Numerous studies and reviews have meanwhile shown that providing WLB mea-
sures is not just corporate philanthropy.>* Work-life balance measures have positive
effects both on the company and on the employees. Against the background of
numerous studies and in general it turned out that the influence of work-life balance
instruments on company success can only be represented in complex cause-effect
relationships (see Fig. 9.2).
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9.4.1 Attitudinal Effects

Some scientific studies were able to show that work-life balance measures change
the attitudes of employees. Some investigations have confirmed that the commit-
ment, i.e., the level of identification of an employee with his company, can be
increased by family-friendly measures.> It was even proven that the introduction of
family-friendly measures positively influences the commitment of employee groups
which, due to their family status, (currently) have no need of such measures.>°
Lyness and Thompson (1997) examined three different forms of employee com-
mitment. The study showed a positive context on the work-family conflict with
calculated commitment, no context with normative commitment and a negative con-
text with affective commitment.3” The last result is particularly important in view
of the emotional relationship of an employee with his company and is probably the
most important form of commitment. It thus makes sense to promote the affective
employee commitment through adequate work-life balance measures.

The individually perceived work-life balance therefore positively affects the
employee’s attitude towards the professional service firm and thus also the fluc-
tuation of professionals. The motivation to change to other companies decreases
when work and private life are compatible,?® for example with the help of child-
care support. Job satisfaction can also be positively influenced by fewer conflicts
between work and private life. Several meta-analyses>® confirm the negative context
of job satisfaction with work-life conflict, i.e., the fewer conflicts there are between
life roles (i.e., the higher the work-life balance), the more satisfied employees are
with their work. Similar results can be found for the general satisfaction with life.*
However, there are also some studies, which fail to prove the mentioned or similar
effects.

9.4.2 Behavioral Effects

When examining behavioral effects caused by the introduction of work-life-balance
measures, this altogether results in rather uneven findings. The example of the
effects of absenteeism shows that the influence of work-life balance measures has
not been completely determined. Giardini and Kabst (2008) found a reduction of
absenteeism in consequence of the introduction of family-friendly measures (on-
site child-care, parental leave, flexible working hours, help with resuming careers,
etc.).*! Particularly for professional service firms, which often face high employee
fluctuation, this aspect is an essential argument for the introduction of work-life bal-
ance measures. WLB initiatives can thus be an effective means to increase both the
motivation and the long-term commitment of employees and to positively influence
the innovation climate and the innovative capability of companies at the same time
(Kaiser and Ringlstetter 2005). Further WLB aspects like, e.g., the preservation of
employee qualification and the avoidance of absenteeism in companies (Badura and
Vetter 2004), can furthermore also positively affect innovative capability. However,
the mentioned research findings on behavioral effects of work-life balance measures
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cannot be considered final, since there are studies showing no or opposite effects.
An implicit problem of behavioral effects might lie in the factor measurability, since
many of these studies are based on self-reported questionnaires and not on experi-
mental data. This is compounded by the complexity of the work-life balance concept
and its influencing factors. After all, there surely are also some employees seeking
compensation in work for their stressful private lives. This would certainly not lead
to increased absenteeism, but even so it can be seen in a work-life balance context.

9.4.3 Effects on Health and Well-Being

More significant results, on the other hand, are provided by studies examining health
effects caused by work-life balance measures. Flexible working hours are consid-
ered an essential control lever in that context. Although they cannot be clearly
attributed to attitudinal effects, it was possible to show positive effects of flexible
working hours for the physical well-being.*? It is also possible to highlight stress-
reducing effects of work-life balance measures.*> These results are backed by the
general meta-analytical finding that an extremely high number of working hours
negatively correlates with the health of the employee.**

9.4.4 Economic Effects

The closely calculating controllers of individual companies, however, are more
interested in the question whether work-life balance instruments — in addition to
the achievable internal targets — directly affect economic success.*> There are not
many studies focusing on these economic effects, since company success is subject
to a complex cause-and-effects system. A clear attribution of work-life balance mea-
sures therefore seems problematic, mainly due to methodical reasons. Frone et al.
(1997) showed a significant context between work-life balance and the performance
of an employee. However, their data are based on self assessments, which might be
influenced by various determinants (mood, life/work satisfaction, etc.). Such results
thus have to be critically reflected. Proven direct effects related to company success
and based on the introduction of work-life balance measures should therefore be
regarded skeptically. Often an existing work-life balance indirectly affects company
success in the form of economic variables (see above).

For company practice and HR management it is therefore advisable to focus on
the effects of work-life-balance measures, and in particular on the effects of family-
friendly measures on the level of economic aspects of success. For it is generally
known and uncontested that health and attitudinal effects like, e.g., commitment,
job satisfaction, etc., contribute significantly to the success of a company.

It must be said, however, that work-life balance measures have not only posi-
tive effects. Employees without families in particular might feel disadvantaged in
the short- or the long-term when family-friendly work-life balance measures are
introduced and remain the only company-related work-life balance efforts. This
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aspect has only been considered recently by science and practice, for example in

the examination of a ‘singles-friendly work culture’.*®

At the end of the day, the practical implementation of work-life balance mea-
sures is not always successful in individual cases. Particularly the corporate culture
and the actual moral concepts have to be adapted in light of a ‘work-life balance’.
Achievable effects demonstrate their potential for company success already today.
However, consideration of the compatibility of work and private life really has to
find its way into company values and culture, so that the topic of work-life balance
is more than just a ‘buzzword’ in the staff policy of professional service firms.
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Chapter 10
The Alumni Network

Alumni networks are a key success factor for professional service firms. They are
particularly relevant in the consulting field, but also play a vital role in other sectors.
Alumni act as key suppliers of resources crucial for the success of professional
service firms: client relations and knowledge.'

The term alumnus originally comes from the Roman military. Alumni (singu-
lar: alumnus; Latin for: ‘pupil’, of alere, ‘raise’, ‘support’) were injured and retired
soldiers who were supported by the ancient Roman Empire for free. Analogously,
the equivalent concept of the alma mater became established. Meanwhile, the term
alumni is used for former students and graduates, as well as for former and retired
employees in the English and increasingly also in the German language area. These
people often count among the circle of people supporting their former alma mater.
Often this support is rendered via institutionalized ‘alumni networks’ running their
own marketing departments for acquiring former students. The simple relation-
ship between organization and former employees is then replaced by the idea of
networking for generating mutual benefits.

The implementation of alumni networks — as a social network for the man-
agement of former employees — has significant implications for the success of
professional service firms. The value chain of HR management is expanded by the
chain link of alumni. This means in practice that networks and platforms are created
to provide social settings for the development of (former) employees and the posi-
tive evolution of the company itself. The basis of solid and sustainable networking
with alumni is a process of give and take of the network participants. Two groups of
participants can be differentiated in alumni networks of professional service firms:

e On the one hand is the professional service firm in its role as alma mater,
including its active professionals.

e On the other hand are the former employees with their social relationships as
informal sources and networks.
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this chapter.
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Both sides have the intention in common to develop and advance promising
networking potentials. This incentive structure for alumni is based on networking.
Furthermore, access to company knowledge, job offers, free or subsidized trainings
and invitations to events and social get-togethers is provided. With this opening to
the outside world, professional service firms gain the restructuring potential of the
alumni for their own enterprise. The professional service firm’s efforts are rewarded
with an improved corporate image with alumni acting as job returnees, business
disseminators, bearers of knowledge and ambassadors. Alumni are furthermore not
only ambassadors of the corporate image, but in exceptional cases also provide valu-
able potential as returnees. Via their outplacement, alumni of professional service
firms help getting to know and understand competitors, or to expand relevant market
segments and to establish professional services. Alumni consequently also assist in
the development of active professionals following the principle ‘learning through
external experience’.

10.1 Origins of Alumni Networks in Professional Service Firms

Professional service firms with their high employee fluctuation depend more than
others on relationship management as an alternative to classic knowledge man-
agement. This applies especially for professional service firms which due to
their up-or-out systems are deemed companies with a particularly high fluctu-
ation rate. An increasing pursuit of alumni as alternative success potential can
be observed in consequence. This is documented in practice by an increasing
number of professional service firms which have already installed an alumni
network.

The origins of alumni networks, however, date back as far as the 20’s of the last
century. Only occasionally were networks in professional service firms established
in the last decade. This development is inevitable, since professional service firms,
and predominantly management consultancies, are systems which are mainly driven
by relationships, based on employee contacts. The objectives of the implementa-
tion of such alumni networks are manifold. A general target is to bring together
satisfied and loyal former professionals and create a cross-sector network reach-
ing all the way into client companies. These networks are meant to bring about
both the discussion of new business ideas and the development and expansion of
the personal networks of the alumni. The aim is to maintain (lifetime) contact
between professional service firm and alumni. This solidarity results in a lifelong
support cycle. Alumni can perform different roles in this context and act as men-
tors, external advisors, clients, ambassadors or friends. Apart from the benefits for
the professional service firms, the network also provides added value for the alumni.
In addition to strengthening the mutual relationships, the network is also able to
promote business contacts between alumni. Due to such objectives alumni networks
have become an important pillar for the marketing efforts of professional service
firms.
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10.2 Organization and Size of Alumni Networks

When considering the organization of alumni networks, member-related character-
istics are particularly relevant. The networks consist of former professionals who
voluntarily participate in the system. Some networks impose minimum membership
requirements, so that not all former employees are necessarily part of the network.
As a rule, it is irrelevant for the alumni status and network membership whether
retirement from the professional service firm was voluntary or whether the employ-
ment was terminated. With regard to access to the alumni network of management
consultancies, different options can be observed in practice: In some all members
have access, in others accessibility is limited. In the latter cases, active employees
could for example have only access to job databases while alumni are able to access
all data. Interns generally cannot access the network. With respect to the composi-
tion of alumni networks in various sectors it can be observed that not all alumni join
potential clients; some also join competing professional service firms.

Often the respective sector competences of professional service firms are
reflected in the distribution of alumni across sectors. However, consulting profes-
sionals hardly ever change across sectors, but instead change rather to upper or lower
value chain levels. In case of an organization depending on positions, all hierarchical
levels are represented in alumni networks. About one third of consulting com-
pany alumni fill executive or management positions after a change of jobs, where
in turn decisions on the consulting need and selection of professionals are made.
Consequently, a deliberate positioning of alumni in strategically important positions
can be assumed in the industry. This suggests that professional service firms often
are a stepping stone for further functional management positions with big companies
or for a business management position in a medium-size company.” Apart from the
specific sector distribution, one can generally assume a homogeneous organization
of members in alumni networks of professional service firms.

Due to their different regional focus, the alumni networks of management con-
sultancies differ in terms of size. A significant comparison of the valuation of alumni
networks can therefore only be made on the basis of the ratio of former and active
professionals.

10.3 Key Elements and Selectivity

Depending on their objective, alumni networks of professional service firms often
have some typical features. Among the core elements of such networks is the
internet as a primary platform. Alumni directories are installed on the web site —
respectively in password-protected areas — of the professional service firms, listing
all participating alumni. In addition, success stories of former employees or rele-
vant press releases are presented. The alumni area generally serves as a channel for
exchange of ideas and to disseminate knowledge.? Sometimes the alumni are even
able to manage their pension funds online. With its manifold performance possibil-
ities the internet is predestined to develop an effective and extensive network using
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limited resources.* By providing a career platform and job offers, the internet portal,
like the network in general, supports the career development of alumni.> On career
pages alumni can obtain information on companies hiring, or have the option to
publish their CVs or place job search ads.® As another key element, regular events
are held in the form of personal meetings.” These provide both the alumni and the
professional service firms with the possibility to establish and maintain contacts for
vocational and business development. Other elements are the distribution of newly
published books and studies or electronic newsletters.

Trust must be regarded the constituting element of networks, especially of alumni
networks,? since it is the factor decisively contributing to the improvement of com-
munication on part of the alumni.” When considering the resource intensity in
addition to the key contents it becomes obvious that a selective approach!'® by of
tailoring of activities makes sense. Selectivity can apply to the selection of network
elements as such, or also to the alumni. A selective approach is for example suitable
when choosing the respective elements for information material or in case of invi-
tations for certain events. Apart from the allocation to a specific sector, selectivity
in terms of alumni can also be distinguished depending on regions, companies, or
hierarchies. The personal network of the alumnus is also used as a segmentation
criterion.!! The professional’s decision to join a new company has particular sig-
nificance. Within the sector, alumni in the industry are deemed more valuable than
alumni in competing consultancies, since alumni networks are often based on the
idea of development of new business relations.

10.4 Relevance of Alumni Networks as Success Factor

Alumni as former human resources do not directly affect the corporate success of
a professional service firm; they are rather to be seen as ‘condition of the possi-
bility’ to generate future success and are thus consequently deemed potentials to
be developed.'? This idea of potentials, however, plays a part in various forms. The
four most prominent potentials are represented in Fig. 10.1. The relevance of alumni

Preservation of
corporate culture

Strengthening of
criticalressources

Supportofthe
marketing of
professional services

mproved acquisition
oftalented employees

Potentials of alumni as (former)
human resources

Fig. 10.1 Potentials of alumni as (former) human resources
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networks as success factor is initially based both on the potential of the alumni to
acquire talented employees (1) and on the promotion of the corporate culture (2). In
addition, the networks can strengthen the critical resources of professional service
firms (3) and thus specifically support the marketing of services (4).

10.4.1 Improvement of Acquisition of Talented Employees

Talented employees are crucial for the success of a professional service firm. The
resulting ‘war for talents’!3 makes the acquisition of talented employees a sensi-
tive task. Since an alumni network provides the option to resort to references and
recommendations within the networks,'# this can also improve acquisition efforts.!>

First, alumni can indirectly support acquisition activities by providing an exam-
ple for a successful career. With the careers of their alumni, professional service
firms therefore draw attention to the prospects of success for the time after employ-
ment with them. In case of individual professional service firms it can be observed
that the possibility of contacting former employees and the availability of a large
network'® as ‘insider information source’ are advertised in job and internship ads.!”
This indirect support can lead to savings with recruiting efforts and during the
resource-intensive personnel selection.

In a second step, these references also provide the opportunity of the employment
of alumni from another professional service firm in the form of ‘lateral hires’!® or
by ‘re-hiring’ from industry companies.!® In case of ‘lateral hires’, possible sav-
ings can be generated by avoiding headhunter costs; with ‘re-hiring’, integration
costs for professionals can be reduced. According to a study, recruitment costs for
comebackers are significantly lower than in regular acquisition processes; besides,
the ‘boomerangs’ are often more productive and happier due to their conscious
decision.?”

10.4.2 Survival of the Corporate Culture

Apart from human resources themselves, the actual corporate culture can provide
competitive advantages for professional service firms and thus represent a critical
part of their strategic identity. The term corporate culture describes the influence of
cultural aspects within organizations. It is a fixed motto as well as a psychological
contract between the professionals and the company and represents one of the most
significant separation criteria of professional service firms.

The maintenance and cultivation of the respective corporate culture should
therefore have main priority. In this context, alumni networks can advance to
become a strategic component of the survival of the culture. A unique and strong
corporate culture contributes substantially to ‘commitment maximizing’ and the
team-building of professionals. Especially the ambivalent public image of profes-
sional service firms and the deliberate decision for working in a professional service
firm decisively shape junior staff members, who often join a professional service
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firm directly after graduation.?! Solidarity often reaches as far as everyday life,
which additionally strengthens the culture. There are often significant differences
in the cultures of individual professional service firms.”?> Apart from the internal
sealing-off of a company, corporate culture with a tightly knit alumni network also
provides external delimitation from competitors.?> This can lead to the advantage
of avoiding ‘lateral hires’ due to a lack of cultural conformity. In industrial compa-
nies the survival of the ‘one-firm culture’ is guaranteed by targeted outplacement of
alumni.’* The ‘lifelong rose-colored consultant’s view’ conditioned by the inten-
sity of consulting work and the commitment of the alumni can facilitate client
work. Alumni consequently contribute professional service firm culture to other
professional service firms as well as in industrial companies and acts as targeted
contacts. From a competition point of view this non-monetary value also contributes
to the success of a professional service firm and provides therefore another potential
element of alumni for future success.

10.4.3 Strengthening of Critical Resources

Dependence of professional service firms on a few key resources makes their
handling a critical strategic task. The dependence on resources can be deliber-
ately improved by social networks.?> Networks themselves emerge from relations
between people, and professional service firms lacking tangible products depend on
them. Alumni networks also help strengthening critical resources of professional
service firms such as knowledge, social competence as well as reputation. With
regard to knowledge alumni networks, similar to social networks, can have general
impacts on the knowledge management of professional service firms by influenc-
ing knowledge generation and sharing as well as the increase of knowledge.?®
The possibility of discussing new consulting ideas with alumni is a vital source
of information for such networks. Due to their involvement in various sectors,
alumni help to generate sector knowledge?’ by sharing their practical knowledge
in the consulting process. This back channel additionally promotes the sharing
of knowledge. Alumni can furthermore contribute to an increase in knowledge
as information processors*® which can be a decisive competitive advantage for
the professional service firm.”” Furthermore, networks can strengthen and shape
relationships. This consolidation of relations causes a strengthening of social com-
petence in a consultant.3° Moreover, alumni networks can improve reputation.’!
Although alumni are no longer active members of the company, they can increase
its reputation as (external) representatives.>> This is ensured with references on
which basis insecurity regarding the service can be reduced. In conclusion it can
be stated that alumni networks have the potential to strengthen critical resources of
a professional service firm, which in turn might affect the (future) success of the
company.

10.4.4 Support of Marketing of Services

Human capital is significant for corporate success of professional service firms,
which is based on the sales of its services. Alumni networks can also support
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marketing efforts. The development of relationships, as core element in networks,
shows the connections to the relationship marketing, respectively indirect marketing
sector.>> The alumnus, as contact person in an industrial company, gains signif-
icance if he or she can decide on the possible need for external services and is
able to use his or her influence in selecting the professional service firm.>* In case
of such a marketing perspective, alumni are valuable marketing resources.> They
can support the marketing of their former employers by communicating compe-
tences. This can involve personal contacts and references>® on part of the alumni.?’
Alumni thus act as disseminators, ambassadors and commissioners in many dif-
ferent ways.*® Contact development between professional and clients and thus the
marketing of services, is therefore based on the existence and use of a comprehen-
sive (alumni) network.3® Active marketing is promoted in particular through various
alumni events which provide business opportunities for professional service firms,
for clients and for the alumni. The contact and the development of contracts between
client and professional service firm can be implemented based on personal relation-
ships in the style of an interactive marketing approach and the idea of networking*’.
Therefore, professional service firms have the chance to obtain information on needs
for external services via their alumni networks earlier than the competitors and to
take appropriate steps. In conclusion, the connection to the alumni does not gen-
erate direct profits; however, it improves the capabilities to generate new business
relations and to maintain existing relationships.*! Since the marketing of services is
indispensable for success, alumni can also improve the ‘conditions of possibilities’
for future success.

10.5 Implications for the Management
of Professional Service Firms

Social networks can generally contribute to sustainable company success.*> When
considering the manifold success potential of alumni networks for professional
service firms,* this leads to the requirement of strategic management of these
networks.

The management of professionals becomes a strategic success factor if one
assumes that the use and advanced development of professionals depend signifi-
cantly on human resources management measures.**

Based on the strategic implementation of human resources management (HRM),
a strategic connection of the management of former human resources also seems
beneficial, due to the essential role of (former) employees in professional service
firms.*> As a first step, it is thus useful to create organizational framework conditions
(1). In a second step, alumni management can be strategically implemented (2) by
connecting it to the HRM (3).

10.5.1 Creation of Organizational Framework Conditions

To start out with, organizational framework conditions defining the relationship
management with the alumni must be created to strategically implement the alumni
policies. These can be summarized with planning, organizational and control aspects
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and can furthermore include suitable technologies as well as implementation in
the corporate culture. The first objective is careful planning of the management of
alumni networks. This process commences with the verbalization of goals and cer-
tain guidelines, and extends to the decision on the organization and selectivity of
the respective contents.*® Planning should include an adequate budget of resources,
available for long-term.*’

The implementation of alumni management in the organizational structure com-
prehends the two elements of organization and execution. In this context different
handling approaches are possible. One option is the establishment of a department
or the employment of an alumni manager as cross-linking approach. To guarantee
functioning of the communication, the entire professional service firm including
its respective departments must be involved. Apart from planning and organiza-
tion it is also important to control the added value to evaluate the efficiency of the
alumni management.*® But then, measurability of added value of relationships such
as quantification of immaterial assets is generally one of the key challenges for
professional service firms.

Moreover, for the control of alumni networks the use of suitable technologies
supporting the network’s creation and preservation is also necessary.*’ Since the
internet provides a central platform, the technology for management and adminis-
tration of the alumni networks should also be internet-based. Such technologies are
often cost-efficient and ensure data completeness and topicality. This also facilitates
a selective and targeted approach. To guarantee optimal functioning of alumni pol-
icy it is furthermore recommended to integrate it in the corporate culture.”® Cultural
implementation of the management of alumni networks often arises inevitably, since
the network itself is inherent in the system and is part of the corporate culture of
the professional service firm. Lastly, organizational framework conditions facilitate
the strategic implementation of alumni management which can be taken care of in
connection with HRM.

10.5.2 Linking Alumni Network Management with Human
Resources Management (HRM)

Organizational framework conditions are the basis for successful implementation
of alumni networks. Due to the fact that alumni are (former) human resources of
professional service firms, the connection to HRM is self-evident.’! The relevant
components like expert forums, newsletter dispatch, advanced training measures,
provision of incentives and social events are daily practice and, for the imple-
mentation of an alumni management, have to be combined and centralized. The
contribution to corporate success of a professional service firm by maintaining life-
long relations to the alumni is supported by the organization of alumni management
following the ‘principle of lifelong affiliation’ >3

The lifelong HRM support cycle is based on the (vocational) life cycle of
professionals.>* In this context alumni management, with its creation and preserva-
tion of relations to former employees with alumni status, is an additional task field
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Fig. 10.2 Implementation of alumni management in HRM

in the original life cycle. This additional phase in the HR cycle and its relevance to
the (vocational) life cycle of professionals is underlined in Fig. 10.2.

10.5.3 Strategic Focus of HRM on the Management
of Alumni Networks

Due to their dependence on human capital, management consultancies should tread
new paths to remain competitive with their HRM. In future, strategic recruitment
aspects will become more and more important. Personnel marketing, recruitment
and assessment should be centralized.” Talent Relationship Management (TRM) is
one concept to deal with the topic alumni.

TRM as a strategic concept is a personnel policy measure based on the ideas
of customer relationship management. The focus is on active development of long-
term relationships with talents who are considered sustainable and valuable assets by
companies throughout their whole vocational life cycle. Due to their high fluctuation
of human resources and their appeal as employers, management consultancies, law
firms and auditing firms in particular have large pools of former employees and
applicants.

From a strategic and operative perspective it is therefore logical to create a talent
pool®® consisting of candidates who currently can either not be offered suitable
positions, or candidates, and in particular alumni, who are currently not available for
the company. The pool provides an overview of all existing and potential personnel
resources and is part of the company strategy (see Fig. 10.3).

The development of long-term relationships is attempted by targeted measures in
tune with the preferences of the respective candidates. Typical measures can be: reg-
ular telephone contacts, gifts, newsletters, invitations to company events, corporate
magazines, i.e., the concentration on active, cooperative and communicative means.
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The introduction of TRM should not fizzle out as a unique event; it should
rather be ensured that all pillars support this strategic component. Of particular sig-
nificance therefore is the retirement process of professionals. When professionals
leave, it is mandatory not to lose their loyalty, particularly in the case of profession-
als having been made redundant. The phases of establishing friendly relations and
redefinition can otherwise not be ensured, and all efforts for managing the former
employees would be in vain. Altogether, the strategic connection between the man-
agement of alumni networks and HRM provides possibilities to maintain (lifelong)
relationships with alumni which in turn can impact future success.

10.6 Development Tendencies of Alumni Networks
in Professional Service Firms

In the increasing competition among professional service firms, active marketing
strategies become more and more important. The ‘golf club principle’ is not declin-
ing in significance: Business is easier with people one already knows. Alumni
networks thus become an integral part of the recruitment strategy of consultancies.
But the concept can easily be applied to the entire PSF sector. Altogether, such net-
works are of general significance for knowledge-based companies, like professional
service firms, where learning experience is relevant.

The advantages of implementing an alumni network lie on the one hand in the
marketing of services. The cultivation of an image as problem solver is strength-
ened on basis of special information and the derivation of direct consulting needs.
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Active professionals can obtain acquisition-relevant information of service needs
not only from their own companies, but also from competitor, supplier and client
companies. On the other hand, alumni networks directly affect the recruitment and
participation philosophy. Hiring decisions are based on informal contacts. The par-
ticipation option enables professionals to learn and network. The target group of HR
recruitment and planning is expanded to external performance carriers, including re-
recruiting via the talent pool. Alumni networks furthermore also strengthen social
competence. In light of these potentials, alumni networks will become increasingly
important for professional service firms in the future. As regards the motivation
to actively participate in the network, incentives to improve commitment in the
classical sense cannot be of any interest for the alumni, since they are no longer
employed by the company. Alumni should rather be specifically motivated to
actively participate in the network.

In some professional service firms and industrial companies, however, another
implementation strategy can be observed. Here, commercial and open platforms
with low inhibition thresholds are used to distribute content and podcasts. Useful
in implementing such networks are platforms like Xing, Facebook, LinkedIN, and
Select Minds, which are used to install portals with restricted access. These plat-
forms are independent from the development of corporate culture in the companies.
However, such alumni areas are often networks in the sense of ‘friendship groups’
with a high degree of autonomy, loose connections and without superordinate objec-
tive of all members. One advantage in this context, however, can be the bridging
function to other networks. Problematic issues for both alumni-strategies still are the
associated technical and competitive security risks when sharing intellectual prop-
erty. At this point, both the IT and management sectors will face high requirements
also in the future.
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Chapter 11
Strategic Development of Professional
Service Firms

For professional service firms, above average company growth and the highly
competitive business environment represent central challenges for strategic devel-
opment. With the reorganization of the sector, these challenges caused by excess
capacities and price pressure gain additional importance. To continue working
successfully against this background, specific development strategies are neces-
sary which must be supported by correlating organization architecture. For the
development of professional service firms, three strategic options are presented:
diversification, internationalization and strengthening of the core businesses (11.1).
Implementation of these development strategies can on the whole only be effected
by internal reorganization (11.2), through acquisitions (11.3) or cooperation (11.4).!

11.1 Generic Options for Strategic Development

The market for professional services is characterized, at least since the beginning of
the 1990ies, by above average company growth, but also by higher competitiveness
(1).2 Against this background, there are three strategic options open for the strategic
development of professional service firms: diversification, internationalization and
concentration on the core business (2).

11.1.1 Growth and the Competitive Situation in the PSF Sector

The organization structures of professional service firms can ideal-typically be rep-
resented — independent of the concrete hierarchy levels — as a so-called professional
pyramid based on three levels: the seniors and/or partners, the managers and the
junior staff members (Fig. 11.1).3

As a career path, however, the topmost level of this pyramid is only open to the
very best professionals. The career path system in numerous professional service
firms, which are mostly in the consulting sector, is characterized by the concept
of ‘up-or-out’. ‘Up-or-out’ defines a career path model where employees are either
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Fig. 11.1 Levels of the professional pyramid with their corresponding areas of responsibility

promoted (up) or laid off (out) after predefined time periods. This is to ensure the
excellence of the employees at all career levels. This personnel strategy was imple-
mented for the first time around 1950 in the consulting firm McKinsey. The basic
idea behind this was that separation from professionals should be done quickly in
order to facilitate a new start. A positive side effect for professional service firms is,
however, that during the selection and hiring phase the professional’s qualification
for management responsibilities later on, is of no immediate concern. This part of
the selection processes is happening ‘on the job’.

Whether it is ‘up’ or ‘out’ is predominantly decided by controlling and report-
ing systems informing company management as comprehensively as possible on
the added value contribution (impact) of individual professionals. The majority of
consulting projects comprehends activities and work steps known from previous
projects which only need to be modified to suit any specific client. By involving
experienced managers and seniors in the project teams, synergies are generated
from which results the added value of the projects for customers and clients. An
optimized structure of the project teams is thus the precondition for an effective and
economical activity of the consulting firm. This can only be guaranteed as long as
there is a correlation between employees at the junior, manager, and senior levels
of the company. On the one hand, junior professionals who have not yet been pro-
moted represent an insufficient investment value for professional service firms. On
the other hand, many professionals decide consciously against ‘up’ within the pro-
fessional service firm and leave, not because of a lack of perspectives, but to pursue
other options. In this context, the mostly very steep learning and experience curve
counts as a career catalyst for professionals at the medium level of the professional
service firm. The professionals get to know numerous companies and, more to the
point, the senior management of the clients as well. Furthermore, constant move-
ment in the personnel structure and the naturally high fluctuation rate is a decisive
precondition for the effective working of the business model of a professional ser-
vice firm. However, in countries with strong employees’ rights, this principle can
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be communicated in its pure form only with certain restrictions, and is limited by
the ongoing ‘war-for-talents’ and, more and more often, individually agreed career
plans with professionals. In summary, it should be noted that the ‘up-or-out’-system
typical for this sector must not solely be understood as a brutal selection process,
but for various reasons also as a growth pressure factor for the development of
professional service firms.

The work load in professional service firms is very high, even for junior profes-
sionals. To be able to recruit new employees in spite of that, career promises play
a big role. The possibility of long-term development and of ultimate inclusion in
the circle of partners plays a central role in motivational criteria. At the same time,
career aspirations are encouraged by the ‘up-or-out’ system. Professionals wanting
to remain in the company are only able to do so through continuing development
in connection with the corresponding career moves. But if their career promises are
honored, the number of partners at the top career level must increase at the same
time. As partners acquire an interest in the profits of the company — often as share-
holders — enlarging the circle of partners must be accompanied by an increase of
company profits. The original partners will most likely not agree to sharing their
part of the profits, but will rather aim at generating an increase. Under these condi-
tions, professional service firms must generate huge growth in order to satisfy the
requirements of their professionals and maintain the relationship between senior and
junior professionals.*

In parallel to this development, market penetration in the individual service seg-
ments increases. The number of professional services providers increases, while
established firms are growing organically at the same time and are widening the
spectrum of their services. The auditor KPMG, for example, has long since widened
the range of its core business and is additionally active, along with other large audit-
ing firms, in the areas of insurance, management consultancy, financial services
and legal advice. This type of converging movement can be observed in various
PSF subsectors® and leads to a highly competitive situation.® To exist long-term in
this environment, professional service firms conceive and develop specific compet-
itive advantages, in order to differentiate themselves from their competition. Client
relationships and the company knowledge base are crucial for long-term success.

In 2001 and 2002 the challenges of strategic development increased. Above aver-
age company growth and increasing demand for professional services in den 1990ies
ended with a drastic drop of demand caused by the economic downturn. Following
a recovery phase and increased growth in subsequent years, demand dropped again
dramatically in 2008 in the wake of the subprime crisis. Professional service firms
which previously had built up massive capacities were facing a completely different
market environment. The buyers of professional services became more cost con-
scious, and in view of that, many projects were either cancelled or postponed, the
high remunerations of the professionals were put in question. The resulting devel-
opment and adaptation of the remuneration systems is described in Chap. 2. In
professional service firms, this process caused a sales and/or price problem. Many
consulting firms lost consulting contracts, while the number of companies going
public, reduced to a mere minimum, particularly with regard to investment banks



148 11  Strategic Development of Professional Service Firms

but also true for numerous law firms and communication agencies, became critical.
Auditors and tax advisors were not faced with a reduced number of incoming orders,
but rather with increased price pressure. Since professional service firms typically
try to improve their capacities by all means and not lay off any professionals, this
increased competition additionally.”

11.1.2 Strategic Development Options for Professional
Service Firms

Against the background of the aforementioned challenges three development strate-
gies can be pursued which represent at the same time orientation along the line of
client requirements and optimized use of company resources (see Fig. 11.2)8:

e Diversification: Extension of business activities to include new professional
services,

e [nternationalization: Extension of business activities to new countries,

o Strengthening of the Core Business: concentration on already existing activities
with the aim of intensifying them.

The diversification strategy covers the extension of the current service spectrum.
New services related to the core business are offered to the clients. The diversifi-
cation strategy meets the client’s desire for service from a ‘one-stop shop’ without
any interfaces to lower their transaction costs.” From the perspective of the com-
pany such diversification in the context of a ‘client leverage’ aims at selling the
newly created services to as many clients as possible with whom they have already
existing business relations. One can distinguish between horizontal diversification,

! One stop Diversification ClientLeverage

i Shopping

| Seamlessglobal L Knowledge
Sanvice Internationalization Leverage H
: Service Stabilization of the i Client/Kn owledge
i Excellence Core business Leadership

Fig. 11.2 Possibilities of strategic development of professional service firms. (Source: see
Ringlstetter and Biirger 2003, p. 121)
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whereby new markets are gained through new services, and vertical diversifica-
tion, whereby the depth of services is extended. Where a professional service firm
succeeds in selling their clients a variety of services at the same time, company
turnover can be increased via ‘cross selling’. For this reason, auditing firms in
the early 1990ies extended their portfolio to include the more lucrative services
of consulting and corporate finance.'® Next to the possible turnover increase, con-
siderations about limiting business risk could speak for a client leverage strategy.
Diversification allows furthermore improving competitiveness in those cases where
existing strengths can be transferred. As described in the previous section, profes-
sional service firms are highly dependent on the business situations of their clients.
By widening their service range, negative repercussions of an ‘ailing’ sector on
the total turnover can be limited or, in some cases, even compensated.11 However,
new critical criteria result from this diversification strategy for the business of pro-
fessional service firms. Investment banks, for example, are obligated to maintain
confidentiality areas to prevent insider trading. These so-called ‘Chinese walls’
functioning as information barriers are aimed at sealing off information from a spe-
cific area or a department, with the aim of not letting sensitive information leak into
other groups or departments, in order to avoid conflict of interest. This concerns
mainly analysis and trade departments. In corporate law firms, ‘Chinese walls’ may
be found to avoid conflict of interest where one partner area handles a transaction
and is separated from another area with opposite interests.

In nearly all PSF subsectors the leading companies have internationalized since
the 1980ies at the latest.'? In 2002, engineering service provider and auditing firms
were already quite advanced in the process of extending their activities geographi-
cally, followed by consulting firms, and later on by the large corporate law firms.!3
Increased competition in the various professional service segments forces compa-
nies to improve their portfolio and adapt to client wishes. By internationalization,
professional service firms can offer their clients a so-called ‘seamless global ser-
vice’, i.e., the possibility to work with the same provider on a worldwide basis.'#
Besides, the extension of national services is often a precondition for long-term
company success. A special challenge in this context is, on the one hand, the
coordination of activities in different countries while maintaining a certain qual-
ity standard and, on the other hand, adapting the portfolio to local requirements
and cultural specifics.! Standardization means that services are streamlined trans-
nationally and are partially placed as brand services, while in a differentiation
strategy services are locally adapted to the individual country. The advantage of
standardization lies in the fact that by globalization of the services cost degression
effects can be realized. But there is no doubt whatsoever that total standardization
and/or differentiation makes no sense, and that the optimal degree of standardiza-
tion or differentiation is a decisive factor. By internationalizing, an already existing
knowledge base and problem solving capacities are generally made available to a
broader range of clients. The potential of the organizational knowledge base can be
optimally exploited by this ‘knowledge leverage’. Besides improving turnover, the
cooperation with new clients enriches the existing knowledge base with new client
knowledge.'®
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Independent of pursuing these two strategies, professional service firms should
continually strive for strengthening their core businesses for two reasons:

e For many professional service firms, such as the so-called ‘Big 4’ — the four
largest auditing firms —, the diversification and internationalization potential is
already fully exploited due to their worldwide country offices and their already
existing broad range of services.

e Even where this potential is not fully exploited, new business areas or coun-
try offices are no substitute for their core business, which is subject to extreme
competitive pressure and needs additional strengthening.

The aim is to improve quality, i.e., ‘service excellence’, in the market, and to
distinguish the firm with regard to competence and client relationship from the
competition and/or to attain ‘client/knowledge leadership’.

Complex, knowledge-intensive services have ideal-typically short life cycles.
To be able to give best performance, a continuous innovation process is therefore
necessary.!” Focusing on specific core areas can contribute to excelling the organi-
zational know-how both of the clients and the competition. Strengthening the core
businesses can here be effected by focusing on a functional competence area or on
a specific sector.'®

e Focusing on a functional competence area must be based on an edge over the
know-how in this service area. Large corporate law firms are usually opting for
this strategy and concentrate on specific areas in law.

e Sector specialization is based on the idea that the variances in the competitive
situation of different economic segments are of greater significance than pure
methods know-how. In this case, the aim of professional service firms must be to
know more about the rules and ‘key players’ of the respective sector than their
clients.

11.2 Organic Development

The different options of development can be effected internally by the organization,
both via recruitment of university graduates and by so-called ‘lateral hires’, i.e.,
headhunting experienced professionals from other companies (1). With increasing
growth, however, the complexity of the service provision increases as well, and
requires adaptation to the organizational structures (2).

11.2.1 Internal Growth Opportunities

Companies like the Boston Consulting Group or McKinsey have brought about
the enormous growth of the last few years mainly through internal resources. The
existing client base and the service spectrum of the professional service firm then
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Fig. 11.3 Organic growth through lateral hires and recruitment of university graduates by
professional service firms. (Source: Adapted from Ringlstetter et al. 2004, p. 290)

form the starting point for further development. Relationships with important clients
can then be deepened and widened, and the service spectrum can be developed
through an internal innovations process. Such ‘organic growth’ typically generates
higher ‘cash return’ than acquisitions!® and can therefore be an interesting option,
even when the development speed is lower. However, this growth option is limited
by the number of professionals, to be more exact: by the respective billing capacity
of the company. In order to grow anyway, the capacity restriction can be overcome
in two ways (see Fig. 11.3):

e Increased activity on the market for university graduates or MBA programs, in
order to find newcomers for the firm.

e Growing involvement in ‘lateral hiring’, i.e., headhunting of professionals with
work experience from other companies.

Increased activity on the market for graduates means that growth at the higher
levels of the hierarchy is happening at the same time. In order to process client
orders as usual, the leverage,20 i.e., the numeric relationship between individual
levels of the hierarchy, must remain the same. That means that recruitment at the
lowest level of the hierarchy must generate promotion at the upper career levels. A
relatively low leverage of 1:6:6 can, e.g., be found in strategy consulting and means
ideal-typically that for each partner there are six project managers, and for each
project manager there are six junior employees. This means that when the num-
ber of junior employees increases, it is automatically defined how many employees
at the next higher and/or topmost career level should be promoted. Conversely, it
also means that for each junior employee promoted to the level of project manager
six new employees must be recruited for the company. For strong growth there are
substantial recruitment requirements.
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Particularly in times where the market for human resources was fiercely fought
over by traditional corporations, up-and-coming e-commerce companies and growth
focused professional service firms at the same time, new ways had to be found
to cover the growing need of employees. Consulting firms like McKinsey or The
Boston Consulting Group succeeded in opening up new human resources markets
through so-called ‘foreigner programs’. Apart from the classic MBA graduates,
other graduates in mathematics. electronics, law or theology were interviewed more
and more often to win them over as employees. For maintaining the quality level of
employees, substantial resources, both financial and human, had to be invested in
the successful selection and integration of suitable professionals.

Recruiting graduates gave professional service firms the opportunity to acquaint
employees gradually with the company, to ‘form’ and successfully integrate them.
Socializing an employee fully to the company culture is best done at an early devel-
opment stage.?! For client relations, this kind of socializing is of enormous import
in the long run. By cooperation with a specific professional service firm, clients get
used to the respective culture of the company and link their respective expectations
to the professionals.

The described development is restricted by the fact that planning is difficult and,
in particular in the case of partnerships, by often below average capitalization. The
recruitment of university graduates provides the professional service firm neither
new clients nor new knowledge in the short term, but is, on the other hand, linked
to an enormous expenditure. Thus, investment in new employees poses a risk and
is often neglected, particularly by companies with weak capitalization. This situa-
tion results in a typical ‘chicken and egg problem’: without an adequate number of
employees no new clients can be acquired, but at the same time no new employees
should be recruited as long as no new client orders are in sight.

Instead of recruiting graduates, lateral hires focus on experienced professionals
who have already climbed a few career steps. These can either come directly from
competing firms or from other companies and institutions. For professional service
firms, lateral hires offer two substantial advantages:

e The acquisition of so-called ‘Rainmaker s’, i.e., professionals mostly at the part-
ner level, who have already gathered experience in a specific business area and
have a good network of client relations available, can bring the professional ser-
vice firm direct turnover increase, either by the new employees contributing to
extending the client base or by bringing experience and a reputation in a new
business area.??

e In particular for the realization of diversification and internationalization, pro-
fessionals must bring with them certain mobility. They must be ready to work
long-term in new target market countries or to leave their traditional business
area. Certain barriers to mobility applying to existing employees can be bypassed
through lateral hires.

With corporate law firms in specific, lateral hires are often used to realize
diversification or internationalization and to increase service excellence. The legal
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regulations in this sector are strongly characterized on a national basis, and many
countries limit the accreditation for lawyers still to their own nationals or link them
to strict conditions.? Efforts in internationalization by organic growth are therefore
often limited to lateral hires. Among law firms a ‘gentleman agreement’ existed for
a long time, which interdicted recruiting lawyers from a competing firm,?* but this
agreement erodes increasingly, and lateral hires serve more and more often to sat-
isfy the human resources requirements.>> This procedure can become problematic
when there are strong cultural differences between the acquiring professional ser-
vice firm and the new employees. An experienced professional cannot be socialized
easily, and so the danger persists, that problems arise in the cooperation with the
new colleagues, but also with long-term clients, which have become used to certain
routines. In addition, these lateral hires reduce the promotion opportunities of the
other professionals, and this could lead to negative motivation effects.

11.2.2 Structural Challenges of Internal Implementation

When implementing the strategies internally, structural challenges arise through the
growth of the company. The described development can result in higher complexity
at various levels2®:

e By increasing the number of employees on the one hand and extending the client
base on the other, multipersonality is increased as well. Higher complexity is
given not only by the higher number of people, but also by the associated per-
formance fluctuations of the employees, which can be brought about by the
difference in qualifications or characters.

e By extending the activities to new business fields, the number of subservices
delivered is increased. Such an increase of individual tasks leads to increased
complexity.

e Diversification and internationalization, however, also cause increased hetero-
geneity of the subservices. On the one hand, the individual services can per se
be quite different from each other. The services provided by leading accounting
firms covering auditing, legal services, corporate finance, tax and other consult-
ing services, e.g., is quite heterogeneous. On the other hand, extending business
activities to new countries can increase heterogeneity by country-specific charac-
teristics such as language, market conditions or the legal system.

Such an increase in complexity requires a stronger structural differentiation.?’
This means, that smaller, specialized company units must be formed either on basis
of geography, by founding different subsidiaries, or at functional level, through the
development of different business areas or ‘practice groups’. In this case, founding
regional subsidiaries for the sake of internationalization is the most costly solution,
but it allows implementing a unified quality standard as well as a centralized com-
pany policy. Less advantageous is the long period of time it takes to establish this
company. A combined approach has led in many professional service firms to the
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development of matrix structures, i.e., to a segmentation of corporate units not only
by one, but by several structural dimensions.?8

Such differentiation alone does, however, not do justice to the requirements of
the client and can lead to inefficiencies. Clients working in different countries or
in different business fields with the same companies, expect the same quality and
spectrum of services and a specific corporate culture prevailing everywhere. It is
therefore necessary to undertake steps towards full integration of the individual com-
pany units, irrespective of their specialization and autonomy, to a corporate whole.
Company-wide events, job rotation between different offices or IT systems can play
an important role in this respect.

11.3 External Development Through Acquisitions

Next to internal implementation within the company, well capitalized professional
service firms can choose external development through acquisitions and mergers.
This requires paying attention to professional and corporate regulations (1). The
new knowledge and the acquired client relations can be used optimally only after
successful integration of the acquired company. Person-specific objections against
the merger can endanger the integration process and must therefore be reduced as
far as possible (2).

11.3.1 Opportunities and Limits of Management Acquisitions

Internationalization or diversification can be effected by buying or merging with
professional service firms which are active either in different countries or in other
business areas. Even companies in the same country and/or business areas could be
interesting candidates if they have a well-defined clientele or a specific knowledge
base increasing the company’s service excellence. This form of inorganic growth or
internationalization can be effected faster than internal growth and is distinguished
by management control of the respective company. As a company, Werbeholding
WPP has experienced an enormous growth process in the last 18 years by under-
going numerous acquisitions. The example of WPP demonstrates one of the key
advantages of acquisitions compared to ‘lateral hires’: They make it possible to
‘buy’ not only person-related but also company-related reputations. All subsidiaries
of WPP continue acting under their own strong brand names.

When acquiring professional service firms, attention must be paid to corporate
as well as professional regulations of the companies in question:

e There still are numerous professional service firms organized as partnerships
which are owned by their partners. This limits the takeover chances, since con-
sensus of the partners, particularly in joint partnerships,?® is legally required as
defined in the company agreement. Takeovers against the wishes of a partner
are therefore not possible in most cases. But even with public companies hostile
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takeovers bear a risk as they can have negative effects on employee motivation,
particularly in view of their company loyalty. An incremental takeover in the
form of shareholding in the company can reduce these negative effects.”

e Even more far reaching than corporate regulations can be the limitations to share-
holding imposed by professional norms which legally require for many liberal
professions to form legal partnerships in which shares — whether the majority or
all — can only be held by members of the same profession.! This limits severely
any extension of the service spectrum in the context of a diversification strategy.
In addition, professional norms in many countries restrict the circle of sharehold-
ers to persons accredited in accordance with the respective national laws, and thus
render share acquisition by professionals from other countries more difficult.3?
This puts a limit to the opportunities of internationalization.

Financing the purchasing price for professional service firms that are not publicly
owned can pose problems in three different aspects. First, it is often not possible to
use own shares as acquisition currency; second, their own equity base is limited
since in many cases taking on investing shareholders without the required profes-
sional accreditation is prohibited; and third, the possibilities of outside financing
are limited due to a lack of collateral assets. I should be noted, however, that in the
case of corporate law firms organized as partnerships mergers do not require much
capital, as there is no more required than a re-formation.

11.3.2 Integration Challenges

Acquisitions aim at tapping into new strategically valuable resources without hav-
ing to grow them internally. This is relatively unproblematic in the case of brand
names and reputable elements not linked to specific people. Codified know-how
in databases, manuals or in patents can be transferred to the new firm without
any particular difficulties.3 In contrast, where strategic resources are linked to a
person, know-how demerger and person-related relationship assets are rendered
more difficult, particularly where employees have a negative attitude towards the
cooperation.

What is problematic is that ‘The mere occurrence of an acquisition is a sure
predictor of a myriad of people-related problems, especially for members of
the acquired firm.”34 Person-specific problems can lead to stress, tensions, fear,
financial insecurity, dissatisfaction, reduced productivity or fluctuation and can
thus have a negative effect on the business situation of a professional service
firm. Two main reasons have been identified — fear of ‘exploitation’ and fear of
‘contamination’ — why professionals reject the cooperation in the context of an

acquisition™:

e Fear of exploitation exists in those cases where professionals rate their own
know-how higher than that of their new colleagues. For this reason they do not
see this cooperation as advantageous.
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e Fear of contamination by integrating ‘foreign’ services appears when profes-
sionals rate their ‘image’ higher than that of their new colleagues. They foresee
danger to the value inherent in their image, which for them is getting reduced by
the cooperation.

The greater the difference between the two companies, and the more the pro-
fessionals reject the cooperation, the more likely it is that certain employees leave
the firm. As happened in the takeover of the investment bank Bankers Trust by the
Deutsche Bank, experienced professionals not only take crucial company know-
how and ‘their’ clients with them when they leave the company, but also their most
trusted employees. But even the migration of young employees can be detrimental
for the company. They have not yet acquired an extensive company-specific know-
how and may not yet have built up their own client network, but they often generate
the highest profit margins in the professional service firm. Luckily, not all employ-
ees face takeovers with a negative attitude. Some recognize die opportunities for
higher earning by the cooperation or for future development, and they encourage
the integration process.*®

As a result of this, there are two main challenges for the managers of the
integration:

e The acquisition object should be selected such that strategically as well as from
the organizational point of view the two companies fit together, or at least can be
made to fit.>’

e Even if they view the changes with apprehension, the employees should be won
over to sharing their know-how and client relations with the new colleagues.’®
The possibilities of management are here restricted to creating the appropriate
framework conditions for facilitating the integration process.

The fact that integration can be carried out successfully despite initial reserva-
tions is demonstrated by the merger between the two corporate law firms Freshfields
(UK) and Bruckhaus Westrick Heller Lober (Germany). Worries that the merger
would result in an English-dominated takeover led to only two thirds of the
Bruckhaus partners agreeing to the deal in April 2000. Lengthy negotiations led
to a compromise guaranteeing the partners in both law firms considerable influence
in the management of the new company. People in doubt could thus be won over,
and the merger in August 2000 is now considered to be one of the most successful
cooperations in the field of corporate law firms.>*

11.4 External Development Through Cooperations

A second option for external company development available to professional service
firms are cooperations which help them improve their competitiveness. A cooper-
ation can be effected with other professional service firms as well as with other
companies (1). For cooperations to be successful and stable in the long run, a
number of preconditions must be fulfilled (2).
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11.4.1 Networks as Specific Form of Cooperation

For professional service firms, acquisitions and organization-internal developments
are restricted by laws as well as by the prevalent form of partnerships. cooperation
with professional service firms or other companies can be a good option to overcome
such barriers. cooperation furthermore provides advantages without having to enter
a financial risk or overstretch management possibilities.*

In networks, the typical form of cooperation, at least two legally discrete and
economically autonomous parties — be they individuals, groups or companies —
are working closely together. The relations between the parties are less close
than in an ideal-typical hierarchy, but closer than in an ideal-typical market.*!
Inter-organizational networks enable the implementation of a concentration, inter-
nationalization or diversification strategy without having to extend the resource base
of one’s own firm.

The following two groups in particular are potential partners for cooperation (see
Fig. 11.4):

e Networks with professional service firms that form no direct competition
e Networks with other companies and/or organizations

Professional service firms that are no direct competition may offer a different
service spectrum or be represented in other geographic areas. In the context of
a ‘co-specialization’ the parties can thus each bring unique competences into the
cooperation.*? Ideal-typically each of the network partners discloses its existing
client contacts as well as its service spectrum for exploitation within the network.
This gives each participant of the network the option of providing to their own
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Fig. 11.4 Possible networking options and cooperation objectives. (Source: Adapted from
Ringlstetter et al. 2004, p. 299)
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clients ‘one-stop shopping’ and ‘seamless global service’. At the same time, each
one can improve its service quality by the reciprocal learning process. This increases
at the same time client satisfaction and the turnover of the participants.

If, however, there is too much overlapping in the competence areas of the service
spectrum or geographic presence, there is a danger that the network partners try
over time to obtain leverage not within the network but exclusively for their own
company. Cooperation with other companies or organizations can be used as well,
especially for improving service quality.

One way to cooperate is through expert networks.*3 Next to professional service
firms which may be specialized in other service areas, this can include other com-
panies or institutions such as universities. A large number of professional service
firms uses such networks to exchange ideas and experiences by accessing the spe-
cialized knowledge of the partners and so effecting knowledge transfer between the
companies.**

11.4.2 Requirements for a Successful Cooperation

Independent of the intent with which the cooperation was formed and of who are
the partners in the cooperation, the advantage of a successful and long-term stable
cooperation must be evident for all participants. For example, it must be ensured that
client leverage is not done unilaterally, but that all participant companies will cross-
sell across the network. Clear rules, such as for commissions, can be a starting point.
To realize internationalization, diversification or strengthening the core businesses
within the network, cooperation partners must fulfill different requirements*:

e [ntent: The transfer of knowledge and relationship capital is the declared intent.

e Transparency: The readiness to give the partner insight into one’s own knowledge
and clients base is given.

e Receptivity: The companies involved are adaptive.

Joint market efforts do not only lead to competitive advantage, but also cre-
ate reciprocal dependencies by using the resources available within the network
which can restrict activities.*® Individual companies in the network can exploit
these dependencies and start extending their own activities to use cross-selling
advantages solely for themselves. In addition there is the danger that by way
of cooperation company-specific and competition-critical know-how is transferred
from company.*’ Since not every component of the cooperation can possibly be
defined, the relationship between the network partners must be based on trust. The
respective company reputation then represents a sort of guarantee for the service
and cooperation quality.

Even though networks between professional service firms are a common occur-
rence they are often viewed critically. The stability and advantageousness of
diversification and internationalization networks between companies is questioned
in particular. Turnover increase via cross-selling may be the declared intent of
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inter-organizational partnerships, but often it is not or only to a less than satis-
factory extent fulfilled. Scott views inter-organizational cooperation exclusively as
intermediary to a subsequent acquisition.*8

Above average growth and a highly competitive environment represent for the
strategic development of professional service firms increasingly important chal-
lenges. In view of this, professional service firms have three strategic development
options available to them: strengthening the core business, internationalization,
and diversification. Selecting the right strategy can contribute to improving use
of the key resources of know-how and social competence (client leverage, knowl-
edge leverage, client/knowledge leadership), and at the same time to meeting client
requirements (one-stop shopping, seamless global service, service excellence).
When implementing the selected strategy, specific legal, cultural and organizational
characteristics of professional service firms have to be considered.
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Chapter 12
Networking as a Strategy for Small
and Medium Professional Service Firms

Next to the big representative ones, more and more small and medium professional
service firms characterize the way the sector appears. In the past they have not been
given much attention, since in the end it was only the large professional service
firms that had the decisive control of developments in the sector. In the meantime,
this situation has changed such that the number of smaller and medium professional
service firms has increased considerably. This can be ascribed, e.g., to spin-offs and
increased demand from smaller and medium companies with a limited budget for
professional services. In this book we would like to compensate for this omission
by addressing the strategic growth possibilities for small and medium professional
service firms, in particular with focus on the networking of added value processes
and use of social capital.

12.1 The Basic Problem

Growth is an important strategic target of the PSF sector. To reach this target profes-
sional service firms can resort to a host of growth strategies.! The impact of these
professional service firms depends on their size and financial setup. In particular the
concentration on core business is strategically relevant, since in many PSF sectors
the potential for diversification, e.g., is quite limited. On the one hand, diversifica-
tion of products is often limited by law, particularly with regard to auditing firms,
tax consultants and lawyers. In the respective professional regulations it is clearly
defined in which areas services may be offered. On the other hand, in many sectors
the potential for internationalization has largely been exhausted. This is particularly
true for the auditing sector.”

Furthermore, the prevailing human resources situation can be a limiting factor for
growth when professional service firms, for reasons of their size or financial means,
are not able to position themselves adequately on the important markets for human

resources.3
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In addition, growth creates other, particularly structure- and management-related
challenges for professional service firms, since the complexity of the organization
altogether increases.*

The possibilities of external growth are limited for small and medium pro-
fessional service firms. Thus, opportunities for growth through acquisition are
generally only an option for well-capitalized professional service firms. The pos-
sibility of growth by mergers often represents loss of power for professional service
firms run by their owners.

Due to their structural specifics, the often locally or regionally operating small
and medium professional service firms are thus subjected to the well-defined
limitations of organic and external growth.

Added to this are client requirements, such as for one-stop shopping or seamless
(global) service. One-stop shopping implies a comprehensive and fully integrated
service portfolio from one and the same company. Seamless (global) service
describes the worldwide, integrated and — as regards service and quality standards —
consistent service with only few interfaces.

One possibility of meeting meet these client requirements and still remain in
business, in spite of the concentration processes on the part of the service providers,
is the provision of complex services within value-adding networks of a number of
professional service firms. Today, value-adding networks can be seen in almost all
PSF subsectors, as demonstrated by various examples outlined in the observations
below.

Providing complex services in value-adding networks makes it possible, also
for small and medium professional service firms, to pursue different development
strategies in parallel. Each of the network partners contributes originally its own
core business and/or core competence to the network and can thus achieve high ser-
vice quality (Service Excellence). By providing complementary skills and services,
it is furthermore possible to provide One Stop Shopping as well, as one or more
complex services can be offered to the client within the association. Depending on
the geographic location of the local network partners, it is even possible to offer
Seamless (Global) Services.

12.2 Value-Adding Networks, Social Capital
and Professional Service Firms

Value-adding networks are normally a result of intended cooperation between com-
panies. It is the goal of such cooperations to add value by way of intelligently linking
individual value-adding activities and processes.” This linking of activities and pro-
cesses can be described more precisely as the linking of material and immaterial
resources of both individual and of collective agents. In the end, it is the individ-
ual activities of agents drawing on resources, upon which value-adding activities
are based. Recent research in the domain of business administration organization,
sees such a perspective on the cross-linking of value-adding activities increasingly
as related to the concept of social capital. Social capital can be understood as the
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aggregate of resources that can be mobilized by a network of social relations. This is
why the social relations of agents and the significance of networks along with their
structure are the focus of scientific interest.

12.2.1 Social Capital — A Critical Network Perspective

The starting points of all value-adding networks are the social relations of the agents
involved. It is these social relations, known since the early 1990s under the catch-
phrase of ‘social capital’, which have become the focus of research on business
administration organization.® For quite a long time, organization research on social
capital assumed relatively uncritically that social connections and associated net-
work structures served the economic success of a company.” The generally accepted
assumption that networks of social agents provide access to resources, and thus
are to be regarded without exception as positive and valuable, is by today’s stan-
dards obsolete. Social capital should rather be evaluated in view of the specific
context factors and aims,® which, however, increases the complexity of straightfor-
ward assumptions. In addition, the concept of social capital represents a so-called
‘umbrella concept’.” The great variety of perspectives allows analysis of diverse
phenomenon from the viewpoint of social capital, but this makes the results less
distinct.'?

12.2.2 Seminal Statements

In analyses of social capital, the structural characteristics of the social network rep-
resent the key elements. They can be analyzed, e.g., with regard to the strength of
social connections or the density and integrity of a social network.

As a general rule, the differentiation between friends and acquaintances is still
accepted as the dividing line between strong and weak ties among people.!! How
to interpret weak or strong ties with regard to their social capital depends very
strongly on the situation. Weak ties are considered to be an advantage wherever
increased distribution of information is the aim, or where more information is to be
received.!2 Close or strong ties, on the other hand, reduce the breadth of received
information but may, under certain circumstances, increase its potential for use. 13
Furthermore, strong ties provide a higher potential for control and sanctions com-
pared to weak ties.!* Whether weak or strong ties are considered positive or negative
depends therefore on the respective situation. !>

The density and closeness of social networks provide similar scope for interpreta-
tion, as core areas of network theory.16 On the one hand, dense and closed networks
in particular (mostly in combination with strong ties) can be considered as social
capital, since within them it is possible, by way of trust and sanctions, to coordinate
and secure the exchange of resources.!” On the other hand, so-called bridges over
structural holes can represent particularly valuable social capital, as via the connec-
tion of two networks by this bridge both owners of the connection obtain so-called
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Fig. 12.1 Representation of structural characteristics in a social network. (Source: adapted from
Perry-Smith and Shalley 2003, p. 93)

‘brokerage rights’.!® This is exemplified on the left page in Fig. 12.1 in the con-
nection between partners A and B. The information advantage obtained thus shows
in faster access to a larger information quantity. In addition, the associated control
advantage provides thus the opportunity to distribute or retain specific information
and thereby influence opinions and, ultimately, decisions.!?

It is furthermore strongly assumed that trust, identity and solidarity play a
decisive role in social networks.

Whether the capital of social networks can be used successfully by professional
service firms depends, last but not least, on the qualities and properties of the pro-
fessionals, groups and organizations linked in social networks. The success of a
cooperation may be influenced considerably by, e.g., status differences between the
two partners or the reputation of a partner. This aspect of quality, beyond the struc-
tural characteristics of the social capital, is implied in quite a number of studies
and was even documented by a few analyses.?’ Some references can be found in
Wegener (1987) that (1) the strength of the tie between two people loses in impor-
tance when the status difference between the two people decreases, and (2) that for
the success of a cooperation the reputation of the other partner is particularly rele-
vant. Qualitative properties of the individual or collective agents seem thus to have
a decisive influence on the successful use of social capital.

Furthermore, with regard to social capital being used successfully by professional
service firms, attention must be paid to the fact that social capital changes in the
course of and by being used. Using weak ties repeatedly renders them strong by
definition. The degree to which knowledge transferred via individual, weak ties is
new thus decreases over time automatically. Structural bridges to other networks are
reinforced by new ties whenever they are activated. The importance that role brokers
play with regard to these bridges thus decreases over time.

Apart from the positive aspects mentioned, there are also negative effects of
social capital for professional service firms.?! In banking, e.g., an existing strong
network of links can limit the flexibility for business relations with other banks and
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thus the forming of new network links.?> The role of brokers mentioned already in
connection with positive aspects can also be interpreted as a bottleneck in the social
and information structure of a network.>> Apart from that, an existing social net-
work cannot per se guarantee that the use will benefit professional service firms.2*
This requires additional incentive systems that could motivate the professional to
using his social network for the benefit of the company.?’

The consequences which these theoretical reflections have on the specific config-
uration of value-adding networks for small and medium professional service firms
will be addressed below.

12.3 Configuration of Value-Adding Networks for Small
and Medium Professional Service Firms

Today, value-adding networks can be found in almost all PSF subsectors.?® They
enable small and medium professional service firms to realize, in spite of their often
restricted resources, the development options mentioned above. To achieve this,
each professional service firm within the value-adding network adds its core com-
petences and can thus achieve focusing on the core business (Service Excellence).
At the same time, all participants in the network can diversify into the dimensions
outlined below by way of the examples:

e Diversification according to services: by introducing complementary services
and/or competences, the participants in a value-adding network are able to offer
their clients a complex service portfolio, something the individual professional
service firms could not have provided. An example would be the purchase of a
company (or part of) by a client. This complex transaction would be difficult to
achieve by any smaller professional service firms. In a value-adding network con-
sisting of auditors, tax consultants and lawyers, the client can be provided with
the entire service as a ‘one-stop shop’. The due diligence required for the pur-
chase is carried out by the auditing firm, the law firm gives legal support in the
course of the complex transaction and the tax advisor can arrange for the transac-
tion to be optimized tax-wise with the other network participants. The client thus
is provided with the desired one-stop shop.

e Diversification according to regions/countries: Small and medium professional
service firms are often active within specific regional and/or national markets, not
only because of limited resources but — with the exception of consulting compa-
nies — due to the respective national legal restrictions within which corporate
law firms, auditing firms and tax consultants above all must act. The respective
national legal systems — especially German tax laws — have reached dimensions
which would overtax small professional service firms, particularly in the con-
text of trans-national projects, and present almost insurmountable hurdles. One
possibility to provide the client with ‘Seamless (Global) Service’ could then be
effected by merging with professional service firms of the same subsector into
a trans-national value-adding network. This opportunity was seized early on by



166 12 Networking as a Strategy for Small and Medium Professional Service Firms

Diversification strategies Clientrequirements

Diversification dep.on One-Stop
consulting services Shopping
Diversification dep.on Searnless Global
regions/ countries Service
Diversification dep. on OneFirm
Clientgroups Fits All

Strengthening of Service

the core business Excellence

Fig. 12.2 Strategic development options of professional services firms

small and medium auditing firms in Germany which could thus secure auditing
foreign subsidiaries of their clients.

e Diversification according to client groups: Here the participants bring their func-
tional knowledge, but also their client know-how into the value-adding network.
This kind of diversification could also be effected along the line of client groups,
e.g., jointly providing services to the public sector: An IT consultant having spe-
cialized successfully on the implementation of document management systems,
but so far without any experience with the specifics of the public sector, could
provide his service within a value-adding network. Networking with a profes-
sional experienced in the public sector in the field of process consulting could
provide the solution. To the client it would have the feel of comprehensive service
from one and the same provider along the lines of ‘One Firm Fits All’.

Figure 12.2 summarizes the strategic development options by diversification
schematically. Another question is how value-adding networks between small and
medium professional service firms should be structured when pursuing one of the
above mentioned strategies? The answer to this question is here given from the per-
spective of an individual professional service firm participating in a value-adding
network. A point to be taken into consideration is that the individual aims of individ-
ual network partners may very well collide with the collective aim of a value-adding
network.

12.3.1 Structural Aspects of Value-Adding Networks

As mentioned before, questioning the structural aspects of value-adding networks
addresses the strength of the ties, the density of the network, the existence of
structural holes and/or bridges as well as the use of appropriate coordination media.
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e The first question around the configuration is about the strength of the ties
between network partners. Is the joint added value characterized by frequent and
intensive interaction (strong ties) or rather by sporadic exchange (weak ties)?
Normally it is uncontested that the beginning of a diversification strategy via
value-adding networks is effected through weak ties. First access to new knowl-
edge, so far not provided services, etc. is possible via weak, not yet fully charac-
terized social links.2” In the course of time and the joint added value, these ties
are strengthened through communication and interaction. This reduces the cost of
transaction, i.e., the costs of agreeing before the joint added value and coordina-
tion in the course of joint activities. By no means is this to imply that a complete
transfer of implicit and explicit knowledge should take place due to the develop-
ment of strong ties. It is more interesting for individual professional service firms
to concentrate on their own core services and, at the same time, strive for mutual
co-evolution or specialization of the individual partners within the value-adding
network. In the end this means that individual professional service firms should
create relations with multiple partners and/or should add new value-adding part-
ners after certain time periods, so as not to build up a rigid network structure.?8

e Similar arguments can be made with regard to the optimal density of a value-
adding network between professional service firms. The density of a value-adding
network is represented by the share of joint value-adding activities within the
theoretically total of possible links between the participating professional ser-
vice firms. The advantage of a high density value-adding network is (1) that the
network can better present a unique face to clients and that thus the quality of
the joint services (One-Stop Shopping) can be communicated more easily; (2) it
can be assumed that due to the manifold dependencies, the added value of the
network can more easily be calibrated as a whole. Conversely, it is dense social
networks which are more readily isolated from new knowledge. From the per-
spective of individual professional service firms, a very dense network makes it
more difficult to enter into relations with new value-adding partners, since many
other ties would be affected at the same time.

e It may be of special interest for a professional service firm to fill structural holes
in networks as so-called brokers, i.e., to be the person providing contacts to new
knowledge and services for any third parties. A precondition for that would be
obtaining a position of status or power by having unique knowledge, a reputa-
tion and providing high quality services. The tie of the structural bridge should
be mature and thus strong. Via strong ties, relations between third parties can be
brokered to one’s own advantage. For the development of structural bridges in
the people-driven business of professional service firms, personal relationships
formed outside of the working environment (e.g., when playing golf) should gen-
erally be of particular relevance. As it were, bridging structural holes can also
serve as a business model. In the area of ‘interim management’, there are profes-
sional service firms which concentrate on bringing together individuals or groups
of self-employed interim managers connected within a loose network with tem-
porary value-adding networks for specific client projects against remuneration
and/or financial participation
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With regard to the structural configuration of a value-adding network between
professional service firms the question arises, in which way the structures should be
supported by appropriate coordination media, such as. trust or contracts. One should
assume that in new and weak relations this is predominantly effected with complex
contracts and sanctions, due to the uncertainty with regard to the services of the
value-adding partner, while in long established and strong value-adding relations
the coordination is supported by reciprocal trust and identity.

12.3.2 Aspects Beyond Structure

Next to the structural configuration of value-adding networks, other contextual and
dynamic aspects must be considered. What about the quality of the network part-
ners? Who is really benefiting from the social capital in a network? And which
dynamic modifications can appear in a network? These questions are dealt with in
the following paragraphs.

e An important question is with whom, from the perspective of the professional
service firm, value-adding activities should be entered into. Here, the quality of
the potential value-adding partners is the focus of consideration.?? One can dis-
tinguish between the aspect of content and the aspect of level. The former refers
to the type of services and/or core competences of the value-adding partners.
depending on the selected diversification strategy, the competences should be
complementary or identical to the focal professional service firm. If the part-
ners of the value-adding network aim at offering a complex service such as,
e.g., M&A consultancy, then it is necessary that each partner brings its unique
competence into the value-adding network. Only by intelligent linking of com-
plementary value-adding functions and/or processes is there in this case an added
value for the client and the participants of the network. This situation is reversed
in the case where diversification is intended by regions/countries in the network.
Here one must pay attention to having the appropriate competence, so that one
can provide the client congruent services in different geographical locations along
the lines of Seamless (Global) Service. The aspect of level in the quality of the
partner addresses the quality of the value-added activities generated by the net-
work partners. The quality level of the network partners should at least be equally
good or better for the cooperation to generate added value from the perspective
of the focal professional service firm.>* From the perspective of the focal pro-
fessional service firm no social capital is generated when strong ties and dense
networks are being formed with professional service firms which do not fit with
regard to content and quality standards with one’s own enterprise. Structural
bridges to incompetent partners also generate no social capital. Insofar the qual-
ity of the (potential) network participants plays an immanently important role
in the configuration of value-adding networks. In this context it is problematic
that the quality level in particular cannot be thoroughly assessed before enter-
ing into a partnership. The following criteria may serve the focal professional
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service firm as starting points for assessment. Assessing the quality level can be
done a priori by looking at the reputation of the potential partner as a sort of
quality surrogate.3! In the course of the cooperation, the reputation of a partner
can be used as a pawn by the focal professional service firm, and opportunistic
conduct of the partner can be communicated accordingly on the market and/or
within the sector.’?> Furthermore, in many PSF subsectors there exist precau-
tionary arrangements meant to guarantee a minimum of quality. For example,
there is the legally required peer review for certified accountants as well as qual-
ity requirements put up by professional associations such as the International
Federation of Accountants (IFAC). But in the end, all this can only reduce the
insecurity to a certain measure. The focal professional service firm should there-
fore retain to a certain extent the ability or readiness to separate again from the
partnership.

e In connection with the (aimed at) building up of social capital, the question must
be addressed who the real beneficiary of this social capital is and/or can be. as
described above, social capital can also have negative consequences when one
of the partners in the value-adding network resorts to opportunistic conduct and,
e.g., withdraws relevant knowledge or (human) resources from the focal profes-
sional service firm. Apart from that, there can also be negative consequences
within the observed professional service firm. In the end, the social capital is
based on the relations of individual agents. Now, if one of the individual profes-
sionals acts as, e.g., a bridge within the value-adding network, this professional
plays a critical role for the professional service firm. If this agent leaves the com-
pany, the network can collapse in the worst case, if the corresponding knowledge
and relations are leaving the network with the agent.>3 The professional service
firm is here tasked to give the professionals appropriate incentives to use the
social capital such that it benefits the focal professional service firm and, sec-
ondly, to ensure, if possible, that this social capital cannot be used after leaving
the professional service firm. In this context one should consider in particular
putting fixed non-compete clauses in the work agreements which would pro-
hibit business contacts to a client for a certain term after leaving the professional
service firm.

e Using the social capital will naturally lead over time to changing it, i.e., it under-
goes a dynamic development. As mentioned before, one must assume that over
time the relations between the network partners will solidify, i.e., weak ties will
turn into strong ones. This is a welcome development insofar as that over time
trust built up and transaction costs could be lowered. Through co-specialization
of the network partners, the participants each can reach Service Excellence. On
the other hand, one must keep in mind that strong ties and co-specialization can
lead to clearly characterized rigidities and thus result in loss of flexibility. In the
end, this could even lead to negative overcompensation of the saved transaction
costs. Where structural holes exist, one can assume that with the ongoing devel-
opment of the cooperation in the value-adding network additional ties and thus
bridges will form.>* This implies as well, that over time the professional service
firm serving as a bridge will lose its ‘brokerage rights’, i.e., its information and
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control advantage.’® This professional service firm will therefore try to hold on
to its especially valuable social capital and to limit as far as possible the direct
interaction of the other network participants, i.e., their social capital. A solution
to this dilemma from the perspective of the other network participants could be
found by establishing a ‘neutral’ agency as a bridge. As an example serve the
above-mentioned value-adding networks of small and medium auditing firms: In
the network ‘HLB international’ the structural holes between national networks
are bridged by the respective national offices, which are being financed by all
national members.

In summary it can be said that value-adding networks may quite well represent

a useful option for diversification of the business while concentrating at the same
time on one’s own core services. By drawing on the concept of social capital it
becomes clear, however, that there are numerous controls in the configuration of
value-adding networks which are highly significant, especially in view of the long-
term success of a value-adding network. As a result, any professional service firm
must meet the challenge and, within the context of specific strategic aims, master
various conflicting priorities — such as, e.g., between lowering the transaction costs
and developing rigid structures.
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Chapter 13
Surviving Crises — Crisis Management

13.1 Growth Crises in the PSF Sector

In the past, professional service firms were highly profitable and were able to
achieve high growth rates. Currently, however, many of these companies are in cri-
sis. The current market situation does not lend itself to reaching growth rates as
before, and that even though professional service firms are by definition obligated
to permanent growth, due to the career promises they made to their employees. But
if they were to honor these career promises, their profitability would be destroyed
as a consequence. Customers more and more experienced with consulting services,
increased specialization in industries and themes, and the transition of small national
shops into worldwide corporations have modified the consulting firm sector. In
recent years, growth has mostly come from developing new themes within existing
client relations.

For most professional service firms, growth targets pose a great challenge. This
is due to market developments in recent years. During the boom years, companies
have sharply increased their capacities by hiring resources, and some of them have
grown more than was necessary. In a few cases this even led to a watering down of
quality when the hiring criteria were significantly lowered.

The growth of entire sub-sectors of professional service firms, such as invest-
ment banks, law firms and PR agencies, is furthermore negatively affected by
the reduction in IPOs on the market as well as by the reduced number of
M&As, i.e., the consequences of the economic downturn. Added to this is the fact
that clients of professional service firms have become more cost- and therefore
price-conscious, so that the high remunerations of professionals are being put in
question.

This results in the fact that those professional service firms which do not
grow anymore have less leverage in motivating their professionals by career
promises, and therefore lose acquisition potential in the human resources
market.
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13.2 Strategic Options

There are, however, possibilities of weathering the times of growth crises by choos-
ing and using the right strategic options. To develop these options, which are
systematically outlined below, it is important to understand the typical management
model of professional service firms and their principles of organizational structure.
These include constitutive features such as, i.e., achievement tournaments between
employees, important with regard to the career promises made and to the resulting
permanent growth pressure, as well as an organization mainly based on projects.
Using these constitutive features, it is possible to outline success-promising strate-
gies for finding ways out of the crisis: Achievement tournaments can be adapted in
various ways (1) or the organization can be restructured either horizontally (2) or
vertically (3) to meet client requirements while assuring profitability at the same
time. It must be kept in mind, however, that following any one of these strategy
options will lead to achieving different goals. Adapting achievement tournaments,
e.g., is just a way to weather a growth crisis for a short period of time. Vertical struc-
turing, on the other hand, means far-reaching modification of the business model, as
outlined below.

13.2.1 Adapting the Tournament

When the market situation in a phase of economic weakness has deteriorated to a
point where the internal growth pressure cannot be absorbed by an adequate number
of projects, the profitability of the company is in danger. The number of employees
at all career levels continues growing without their being used to capacity. This
brings forth a negative divergence between increasing human resource costs and
turnover.

To avoid this kind of divergence while maintaining the given leverage struc-
ture, achievement tournaments as a main feature of the career system can be
modified (see Fig. 13.1).! The aim here is to bridge a growth crisis by short-
term reaction. In practice it is frequency, severity and admission of new partici-
pants in such achievement tournaments which can be tweaked to reduce growth
pressure:

e Lower frequency prolongs the time span a professional remains at a specific
career level.

e Apart from such time delay, the severity of the achievement tournament can be
increased by restricting the promotion quota. The chances of coming out as the
winner of a tournament are thus reduced.

e At the same time, a limitation of the admission to company-internal tourna-
ments will also lead to avoiding this negative divergence. Activities in the human
resources market will be reduced. This may apply to university graduates as well
as to lateral hires, i.e., professionals headhunted from, e.g., other professional
service firms.
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Fig. 13.1 Adapting tournaments. (Source: Author, partly adapted from Ringlstetter and Biirger
2003, p. 121)

Mention was already made of how important the challenges of an up-or-out
career system are for motivating professionals or as a criterion for the choice of
future employer.> Modifying the rules for achievement tournaments will naturally
also have an effect on the incentive structure. Negative influences on the motivation
of professionals must be factored in, all the more so when communication of the
necessity for such rule changes is not successful. There is furthermore the danger of
losing acquisition potential on the job market. In spite of these limitations, modify-
ing the achievement tournaments will remain the key means for short-term reaction
to growth crises.

13.2.2 Horizontal Structuring

Another option for maintaining the leverage ratio in spite of changed market con-
ditions lies in the modification of horizontal structuring. What this means is that
by re-grouping human resources, the existing knowledge pools will be enlarged or
reduced and/or new types of knowledge pools are being developed. This must be
done not only with the modified requirements of the market and/or clients in mind,
but must also and specifically be in keeping with the existing leverage ratio.

Such market- or client-oriented restructuring means more than just steady allo-
cation of professionals to specific projects, as it entails a shift in content focus. This
process is occasionally referred to as patching strategy and has proven to be espe-
cially successful in industrial enterprises.? Successful professional service firms are
using this strategy as well. To profit from the e-business boom, strategy consultants,
such as McKinsey & Company and the Boston Consulting Group, focused on car-
rying out studies in this field. In times of economic crisis, however, they re-directed
their focus back on restructuring projects and cost reduction programs.

For restructuring horizontally, some requirements must be met. In the first place,
employees must be willing and capable of dealing with projects of a new content
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type. In other words, the human resources of the company must show a certain
functional flexibility.* The professional service firm is thus permanently required
to decide whether their professionals should be trained as specialists or as gener-
alists. Extensive specialization brings with it a certain structural inertia and limits
horizontal restructuring.® In addition, there are two more important preconditions
which must be considered. In the first place, new growth-promising markets must
be identified in which the professional service firm can be active after the respec-
tive ‘patching’. Secondly, the professional service firm needs a sufficient measure
of innovation power.

13.2.3 Vertical Restructuring

Where horizontal structuring is not an option, companies can only resort to vertical
restructuring. In vertical restructuring, a modification in the leverage ratio is per-
mitted to happen in professional service firms, thus that new project types can be
handled. Such a step will become necessary when no strong, profitable growth is
to be expected for the core area in future, and focusing on new growth-promising
areas by horizontal restructuring also doesn’t seem feasible. If both negative condi-
tions apply, the profitability of a professional service firm can only be secured via
long-term vertical restructuring.

Two basic options lend themselves for modifying existing leverage ratios (see
Fig. 13.2). For one thing, professional service firms can try completely restructuring

Vertical
Restructuring

project type

ey Joint e
! management i

Former
project type

New
project type

Former
project type

Fig. 13.2 Vertical restructuring. (Source: Adapted from Ringlstetter et al. 2004, p. 409)



13.3  Company Areas Relevant for Crisis Management 177

the former project area, build up a new leverage structure long-term, and thus dis-
tance themselves from the former way of working. For another, it is possible to build
up a second area of activity in parallel to the existing business, and to thus diver-
sify with regard to project types. This has been done, e.g., by strategy consultants
additionally engaged in IT consulting.

By modification of the achievement tournaments, activities in the traditional field
of business can be reduced in parallel to working in and developing the new field of
business with its different leverage ratio. Professionals from existing project types
could be offered a transfer to this new project business.

This type of restructuring is usefully supported by external company develop-
ment options. Mergers are a option, or lateral hires, i.e., headhunting partners and
other professionals from other professional service firms. Both make it possible
to obtain expertise and the associated reputation for the new project types, and to
generate client relationships.®

Vertical restructuring is admittedly time-consuming and should therefore be con-
sidered only as long-term strategic option. It can only be considered a way out of
a growth crisis when the market does yield new growth-promising business fields.
Vertical restructuring is furthermore particularly risky in the sense that if the restruc-
turing fails, the motivation of the employees, the reputation of the company and the
trust of the clients in the professionalism of the work can be damaged.

13.3 Company Areas Relevant for Crisis Management

The services market developed so quickly in the last decade that professional service
firms not only offer strategic consulting to the executives of a company but also
implement decisions more and more often. This leads to a stronger integration of the
professionals in the every-day work of their clients. It must be said, however, that
this development often led to selling success concepts in a rollout process multiple
times to large companies. The classic development of consulting themes went from
growth-related issues during the boom years via efficiency issues during economic
downturns back to growth issues when the economy recovered.

The first performance test for established professional service firms arose at the
end of the 1990s with the start of the New Economy. Classic professional service
firms not only lacked concepts for the key goods of the New Economy, but also
service competence for the newly developing management structures of companies.
Very quickly start-up consulting firms tried to fill this gap and thus push the estab-
lished professional service firms into a defensive position with their client-specific
approaches, driven by their entrepreneurial mentality. To counter this development,
classic professional service firms needed basic restructuring with new strategic aims.
This required high flexibility, since the core strategy of these companies had long
remained unchanged in a simple format, often since the company had been founded.

In times of crisis, professional service firms face a paucity of business projects,
both quantitatively as well as qualitatively. These challenges accompany rapidly
changing markets, client preferences and products. Business models, value-adding
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chains and organizations are very quickly being put in question or even becoming
obsolete. With their knowledge and know-how, professionals hold the future of a
company in their hands.

Moreover, increased criticism of professional service firms and professionals
attacks one of the most important competitive factors of the sector: reputation. This
is all the more damaging since the sector must face up to criticism, that by their
concepts and strategies they were at least partially responsible for the crisis. Before
this background and the current economic situation the question arises what future
there is, and what strategies there are, for a sector which in the 1990s had double
digit annual growth rates and for which the trend had always been upward. One
thing seems clear, however, that today there is no straight way forward like back in
the boom times.

Strategies for the management of professional service firms in times of economic
crisis can be identified for diverse areas. The human resources of a professional
service firm are one area often affected by crises. Certain measures allow here to
save costs at short term, while laying the foundation for a long-term competitive
advantage from a strategic perspective (1). Another area are specific sales measures
(2). A third topic which should play an important role, especially in times of crisis,
is the question of compliance (3).

13.3.1 Personnel Measures

Ever since the experiences made with reactive and non-strategic human resources
measures, at the time when the New Economy bubble burst in 2000/2001, it seems
clear that the follow-up costs incurred by short-term personnel reductions often are
higher than the intended savings, particularly when there are plans of re-staffing the
competitive positions after the crisis. The mere announcement of lay-offs damages
the firm’s reputation and dampens the motivation of the professionals. The conse-
quences of their radical course were felt by the professional service firms directly
after the crisis. By early 2004, the worst set-backs of the crisis were overcome and
the sector began to recover gradually. During the phase of intensive recruitment cer-
tain projects could not be realized because of insufficient staffing with professionals.
This problem was the result of reactive personnel reductions not based on strategic
targets.

In the wake of these cuts, considerable costs were incurred. While planning and
implementation of measures can cause considerable direct costs, there are up to 40%
indirect costs on top for adverts, induction and development of new employees after
a phase of personnel consolidation. The young professionals rejected at the time are
now not available at the executive level. But for the management of professional ser-
vice firms it is particularly true that there is always a time after the crisis. The danger
of intensifying long-term problems, such as the demographic shift and the ‘“War for
Talents’ by short-term and reactive action, should always be factored into the crisis
management. And still, there are professional service firms reducing costs again in
the current economic crisis which started in 2007. This covers material and travel
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costs in the first place, but also individual personnel cuts. For the most part, how-
ever, a future- and demand-orientated personnel strategy can be discerned. Efforts
are made to keep key personnel within the company by trying to use them in differ-
ent positions rather than letting them go when there are not enough projects. This
approach might include intelligent offers for further training in subject-oriented,
career or personal areas interesting for the professionals, as well as trying to moti-
vate and qualify them for new tasks. In addition, anti-cyclical investment policies
in human resources lend themselves for increased personnel development and for
recruiting available High Potentials and partners under advantageous conditions.

13.3.2 Special Sales Measures During Times of Crisis

For companies, economic crisis spells less demand, an under-capacity work load,
decreasing turnover and profits as well as volatile raw materials prices. The compe-
tition is more aggressive with price deductions, sales are experiencing loss of trust
when implementing new market strategies, prices threaten to collapse. The macro-
economic data have a direct effect on consumer behavior. There is less demand, and
price-consciousness rises. Consumers hold back and wait, they postpone purchase
decisions for diverse goods and professional services. During a crisis, professional
service firms must therefore move away from dealing equally with diverse client
segments, but use aggressive or at least active sales strategies and push-methods
instead. Only those companies who, in difficult times, seek active contact with their
(potential) clients can maintain a positive profile in the competition, and can use
the changing consumer preferences for their own benefit, while their competition
resorts only to reducing material costs and travel budgets.

Next to the traditional form of acquisition through existing contacts, companies
must resort in times of crisis to the option of cold calls for winning new clients in the
context of direct sales. Cold calls are first contacts with potential clients with which
no previous business relation exist, and it is done such that the addressed company
receives an unexpected and unplanned-for contact call. Only people in executive
positions will be addressed, and in this age of the internet their names can be found
on websites and in publications. Even if one assumes that the potential commercial
client has a basic interest in being addressed, there is always the danger that the call
is experienced as somewhat pestering.

Here, the acquisition potential of the caller is the determining factor for
delimiting competitive relations, since professional services can only be seen as
heterogeneous when the potential clients and buyers have subject- or time-related,
personal or local preferences. To reach this unique selling point and to minimize
scattering losses in the calls, available professionals must, in times of crisis, be used
for meticulously planning and preparing the process of cold calls. This requires
detailed expert knowledge including statistics and media information as well as
modern marketing and sales methods. Important is here in particular the individ-
ual fine-tuning of the service offer and the exact identification of potential clients,
where the consulting requirement can be traced at least to media reports or similar
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sources. Addressing the wrong client or addressing the right client at the wrong time
brings with it the danger of losing the status of equal business partner and to create
the impression, damaging for the reputation, that the company has nothing better
to do.

A more individual approach is possible when piftching in the context of tenders
from potential clients. The pifch is a kind of customer-organized sales talk, where
professional service firms present and offer their services and concept outline in
competition with other consultants, and has the character of a tender. This very char-
acter allows minimizing scattering losses, as the client’s problem is already known
when preparing the pitch. For the creation of a concept draft it is, however, neces-
sary to bind resources to a high extent, the cost of which is lost in case the order
could not be secured due to poor performance with the pifch or an incompatible
concept outline. Another problem can arise when the concept outline was positively
received; the potential client adopts the ideas of the professional service firm but
develops or realizes them through another consulting firm without paying the firm
who conceived them. To safeguard against this, it is recommended to conclude a
pitch agreement which regulates the obligation of the client not to further develop
or realize the presented concept with any other but the professional service firm
which pitched it. A pitch agreement is free of charge for both sides, but the client
may feel that opportunistic intentions are being alleged. When setting prices for the
offered professional services, the professional service firms always moves within
the magic triangle of its own calculation, the calculations of its competitors and the
visible use for the customer. Charging direct expenses may lead clients to compare
apples with oranges. Senior consultant, e.g., often do their work more efficiently
and bring higher savings and more use, or the concept scope of various professional
service firms may vary strongly. But the client often sees only the considerable dif-
ferences in hourly rates or the bottom line. To avoid any direct price comparison
and to demonstrate entrepreneurial abilities in times of crisis, one could offer client-
related fixed prices. In summary, one should remember that passive sales strategies
are incompatible with the proactive mastermind image of the sector, while active
strategies are always in danger of achieving the opposite of what was intended and
must thus be carefully dosed. But they are the ones which provide the potential basis
for a successful partnership.

13.3.3 Compliance Measures

Especially in times of economic crisis, professionals become more willing to dis-
regard internal rules and regulations in order to reinforce their own position. These
so-called compliance violations are being watched quite attentively in times of cri-
sis, since the authorities, the exchange supervisory authority and the public are more
than usual sensitized and set great value on correct behavior by companies. People
receiving a large part of their remunerations from profit-related bonus payments
will possibly want to secure these with unauthorized methods. The consequences
are painful fines, loss of reputation or even legitimacy of the professional service
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firm. Incentives should therefore be considered and checked very carefully to see
whether the targets defined in the years of steady growth are still realistic. One
internal measure to report compliance violations by the professional themselves is,
e.g., setting up a separate phone line which is often referred to as whistleblower hot-
line. But apart from such problems, a crisis can also be seen as a chance to correct
previous mistakes and to create a new basis for a healthy future of the company. It is
the viewpoint which decides whether a crisis is seen as a threat to the survival of the
company or as a chance for growth. In the end, what counts in a crisis, are expertise
and speed in taking up the chances of the new market and to realize them with the
right kind of strategy in a value-adding manner.
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Chapter 14
Archetype Change Towards Management

The networking of professional service firms, outlined in Chap. 12, is a current
trend linked to the deregulation of the sector, but also quite generally to an increas-
ing focus on economic success for the companies and growth strategies. This trend
towards more business-oriented thinking, discerned by many managers and scien-
tists, is referred to with the term archetype change' in PSF research, and is currently
being discussed specifically with regard to law firms and auditing firms.

The key concept of the archetype approach can be summarized in a few sim-
ple words: Organizations acting within similar settings and which compete against
each other form, for efficiency reasons, similar structures and management systems.
This is ascribed to a shared interpreting scheme? which usually encompasses the
predominant perception on what an enterprise should do, how it should do it and in
which way this should be rated. This is how organizational structures and systems
generate and develop in line with the currently valid interpreting scheme.

Change in the PSF-sector, which is necessary to ensure that business models
remain efficient and competitive, will therefore have to be accompanied by mod-
ification of the interpreting schemes of professionals. Furthermore, measures that
currently are considered suitable may be considered unsuitable in the future. In
other words, modification of the interpreting schemes brings about change in the
structures and systems (see Fig. 14.1).

To begin with, the dimensions of archetypes are presented below (14.1). In
line with the different dimensions there emerge two prominent archetypes which
are under discussion for professional service firms: the so-called P> form and the
Managed Professional Business (14.2). In conclusion, some ideas are suggested per-
taining to the question whether a change of archetype is happening in the PSF sector
at all (14.3).

14.1 Dimensions of Archetypes

In PSF research, quite a number of dimensions are taken into consideration for
describing archetypes of a professional service firm.> These are structures, systems
and interpreting schemes.
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Environment of a Professional Service Firm

$ 3 3

Separated interpretative schemes

t 3

Structures and systems

Fig. 14.1 Reciprocal effect of the environment and the shared interpreting schemes on the
structures and systems of the PSF sector

Professional service firms form organizational structures in order to gain com-
petitive advantage through specialization. Since these specialized activities and
sub-units must be re-integrated by a mechanism, provisions must be made for
implementing this integration. The structure is thus an expression of the degree
of differentiation and integration: Primary distinguishing characteristics are:

o Number of sub-units
o Number of formal checks between executives.

Systems serve for controlling a company. One must differentiate between
strategic, financial, market-oriented and operative control.
Strategic control is characterized by:

a mission statement

written, long-term, strategic plans

an officially responsibly person for the development of the company
long-term recruitment plans.

The category of market-oriented and financial control is identified by character-
istics such as:

responsibility of the hierarchy levels for their financial performance
defined processes for quote generation

polling of customer satisfaction

a person responsible for marketing

a formal marketing plan.
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The category of operative control consists of characteristics such as:

number of criteria for performance evaluation

percentage of profit-related share of the total remuneration
number of criteria for a promotion

intensity of the formally used quality control

extent of investments in IT.

The interpreting scheme comprehends the values, ideas and principles of the
agents. It finds its expression in categories such as governance, profession and
efficiency. Interesting in the category of governance are ideas, values and princi-
ples with regard to good stewardship of a professional service firm. Appropriate
characteristics are:

property and control in one entity
leadership by partners

equality between partners

profit distribution among partners.

The second category contains those ideas, values and principles a lawyer
represents in his professional work. This covers characteristics as:

importance of professional knowledge
control of professional work
indivisibility of responsibility

flat hierarchies

type of relationships with clients.

The last category covers the field of efficiency. The efficiency category can be
described by characteristics like:

efficiency of processes

familiarity with competitors

degree of competitive behavior
consequent operative cost management
deliberate cost management.

14.2 P? and the Managed Professional Business

The Professional Partnership (P?) differs by the type and extent of control exercised
(control dimensions) based on the specifics of the primary task (the profession) and
the resulting governance and owner structure of other already existing approaches.
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From the point of view of the management systems prevailing in the P? form, three
forms of controls can be described*:

e Strategic control: The P? allows only weak or medium strategic control, with
objective analysis having a low rating, and a consensus culture having a high
rating.

e Market-oriented and financial control: This type of control concentrates on a
precise definition of financial targets, with a relatively tolerant approach toward
accountability in terms of how the aims were achieved. In such cases, short-term
orientation is explicit and the long-term orientation is implicit.

e Operational control: The extent of involvement in operative control proves to be
relatively low in P2. The focus of involvement lies in professional standards and
high service quality.

In essence, the P> form promotes professional satisfaction and maintains and
develops professional standards. At the same time it is less effective with regard to
market penetration as far as finding new clients and established aspects of financial
results are concerned.

Two reasons are given as to why this form of organization emerges, but the aca-
demic debate lacks path dependencies® and general considerations of dependency
on other factors, such as the size and age of the organization, or its relationship with
markets and the competition.

In many cases, P? is also the most efficient type of organization of professional
work.% It may therefore be assumed that efficiency is rated relatively highly by the
parties involved in such an organization.

Another archetype is the Managed Professional Business (MPB), which appears
most often in big international auditing firms and which must be seen, as far as the
formation of structures and systems is concerned, as being diametrically opposed to
P2. This archetype underlines the aspects of economic focus in professional service
firms. The differences from the P? form are illustrated in Fig. 14.2 below.

Changing from P? to MPB can be carried out on a continuum both in its structure
and its system, but the change requires substantial modification of the interpretative
schema. The two archetypes do not therefore constitute extremes of a continuum
but ideal forms within two clearly differentiable clusters. The arguments can also be
extended to other influencing factors. For example, the change could be ascribed to
a modification in size or the market environment, but a movement from P2 to MPB
in particular requires a change of values, ideas and conceptions.

14.3 Change of Archetype — Yes or No?

To obtain a more differentiated view of the theory of archetypes in the context
of professional services, the questions concerning the existence of an archetype
change, the form of this change and the extent of its empirical relevance must be
considered.
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{ P2-Form H MPB-Form
Interpretive Governance Effectiveness / efficiency
Scheme Fusion of ownership & control Management

Representative democracy Client service

Managerial tasks among owners Competition

Local office center of commitment  Marketing and growth strategies
Rationalization

Primary task Productivity

Professional knowledge

Peer control

Work responsibility

Strong links with clients

Minimum hierarchy

Systems  Strategic Control | Rationality Low analytical emphasis Moderate analytical emphasis
Interaction Consensus decision making More directive decision-making
Financial & Targets Precise financial targets Precise targets
Market Control Tolerance High Low
Orientation Short term Short & long term orientation
Operational Involvement Low Medium
Control Focus Professional standards & quality Standards, quality, planning,
marketing
Centralization Decentralized More centralization
Structure Differentiation Specialization Low Medium
Criteria for Specialization Personal interest Functional difference
Integration Useof integrative devices Low Medium, cross-functional teams
Use of rules & procedures Generally low More rules generally

Fig. 14.2 Characteristics of PSF archetypes partnership (P?) and managed professional business
(MPB). (Source: adapted from Hinings et al. 1999, p. 134)

This leads to the conclusion that in some areas (mainly in areas of marketing,
such as the key function for marketing and quality control), changes towards higher
professionalization of management tasks in the organization can indeed be observed,
whereas other areas (mainly strategic, e.g., personal relationships between partners
and clients, a consensus culture between partners’) show a high measure of con-
tinuity. At this stage, however, the argument of a change of archetype is not fully
underpinned by current research results. Corporate law firms, for example, have
already adapted a few management practices, but have not yet succeeded in fully
shedding all aspects of the P> form. The key elements of the interpretative scheme,
in particular, have not yet been fully modified.®

One fundamental criticism of the way archetype approaches have been received
is that initial empirical results are being generalized rather uncritically. In the context
of the theory of archetypes, it is often assumed that concepts which have developed
within law firms and auditors in North America can be applied to other sectors’
and countries.!%!! However, there are various reasons for doubting this. First of
all, professions in every country have historically developed national characteristics
which differ considerably.'?> Secondly, professions and the organization of profes-
sional work depend largely on individual, country-specific legal situations, existing
professional rules and regulations, as well as administrative hierarchies (at sectoral
and national level).!> Moreover, the reasons for change (consolidation, commodifi-
cation, increasing efficiency, international orientation etc.) and change processes in
different sectors and countries are not identical.!4 In some sectors, such as auditing,
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a radical transformation can be observed, whereas in other sectors, such as architec-
ture, traditional structures remain quite robust.'> The linear image of change in the
theory of archetypes which regards any restructuring of management as a movement
from one archetype to another should indeed be called into question.'®

In summary it can be said that an archetype is no more than the ideal-typical
representation of a cluster of organizations. Some authors postulate an archetype
change in the organization of professional work, away from the traditional P>
form and towards professionalized Managed Professional Business. But this admit-
tedly very catchy concept has been strongly and repeatedly criticized, even from
within the approach. For small and specialized professional service firms in partic-
ular, intentions focusing on more management practices should be challenged. A
traditional partnership in such cases may yet prove to be the right solution.

Notes

1. See Greenwood and Hinings (1988, 1993); Greenwood et al. (1990); Hinings et al. (1999);
Cooper et al. (1996); Pinnington and Morris (1996, 2002, 2003); Morris and Pinnington
(1999); Brock et al. (1999); Ranson et al. (1980).

2. See Greenwood and Hinings (1988), p. 293.

See Hinings et al. (1999); Cooper et al. (1996); Pinnington and Morris (1996, 2002, 2003);

Morris and Pinnington (1999).

See Hill (1988), p. 403 et seq.; Miller (1987), p. 7; Cooper et al. (1996).

See Crouch (2006), p. 167 et seq.

See Greenwood and Empson (2003), p. 909 et seq.

See Pinnington and Morris (2002), p. 207.

See Kaiser and Kampe (2007).

See Brock et al. (1999), p. 68 et seq., p. 105 et seq., p. 183 et seq.

‘(...) we would hypothesize that the P> archetype is more dominant among continen-

tal European firms, where state regulation of professional sectors has inhibited market

development, than in the Anglo-American context.” (Pinnington and Morris 2002, p. 207)

11. See Pinnington and Morris (2002), p. 195; Greenwood and Hinings (1988),
p. 309, who already state that ‘Archetypes (...) will have to be sensitive to institutional
contexts and differences’. It is therefore astonishing that they participate in generalisations
such as in Brock et al. (1999).

12. See Jarausch and Cocks (1990), p. 20.

13. See Schmitz (1997), p. 13.

14. See Kirkpatrick and Ackroyd (2003), p. 739 et seq. who criticise applying the concept on the
public sector in particular.

15. ‘(...) that professional firms in some sectors that are more market oriented in their values, such
as accounting, will have more comprehensively embraced the MPB form while architecture
(...) remains wedded, (...) to the P2 form of organization. Other market-based professions,
such as law, are likely to fall between these extremes (.. .). Likewise, professional organiza-
tions facing market-type pressures, such as those in general medical practice partnerships in
the health sector, may well mimic MPB characteristics (...). But again, their values may not
be consistent with these innovations’ (Pinnington and Morris (2002), p. 207).

16. See Kirkpatrick and Ackroyd (2003), p. 733 et seq.
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