ey Learning
Paints

The purpose of this chapter
is to introduce the concept
of integrated marketing
communications (IMC)

and explain how to develop
advertising strategy within
an IMC program, After
reading this chapter, the
reader should understand:

& The basic model of
communication and how
technology is changing
that model

¢ The elements of an IMC
program

* Setting advertising goals
and selecting target
audiences

* Developing message
strategies

* Key elements of media
planning

* How advertising budgets
are set

* Alternative approaches
for evaluating advertising
spending
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Marketing the U.S. Army is challenging.
Source: Thomas Frey/Alamy Images
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(and, more recently, women) to join the services.! However, the market-

ing of the military did not begin in earnest until the draft was replaced

by the all-volunteer model in 1873. This fulfilled President Richard Nixan's

~ promise made during the Yietnam War. Advertising agencies have warked

S— hard to enlist recruits with themes such as “Today's Army Wants to Join You,”

“We're Looking for a Few Good Men,” “Aim High,” and “Be All That You Can Be.” In

2004, the U.5. government was the 25th-largest advertising spender with more than $1 billien
spent for the four major services—Army, Air Force, Navy, and Marines,

Of these four services, the Army is having the most difficulty attracting recruits. This is most
notably due to the war in Iraq and the increase in global terrorism—both of which make the Army a
riskier proposition than it was in the 1980s and 1990s. It missed its 2003 recruiting goal by about
12,000 and the pool of those who enlist up to a year in advance is dwindling. This is in spite of
spending $290 million on advertising in 2005 using the Chicago agency, Leo Burnett. The next
theme was “Army of One” emphasizing personal success, but it did not seem to resonate with either
the target audience {typically, high school graduates) or its influencers. The Army intends to con-
tinue to spend money on advertising and is looking to sign an advertising agency to a five-year,
$1 billion contract. In late 2006, the Army replaced “Army of One” with ane it hopes will pack more
punch: “Army Strong.”

The Army is attempting to court influencers of the young men and women in their target audience.
I is trying to reach these influencers (targely parents) through advertising, sponsoring rodeos, all-star
high scheol games, and NASCAR races. In addition, it is trying to reach the target audience directly
with its “hip” Web site, www.goarmy.com. As you can see from Figure 10.1, the site shows the benefits
of the service as well as digital games that can be downloaded. The Army is also attempting to provide
potential recruits with a realistic view of what Army life is like. The Virtual Army Experience is a travel-
ing exhibit providing participants a virtual test drive of the Army. It contains a computer game, ren-
dered with state-of-the-art Army training simulation technology, that creates a life-size, networked
virtual world that immerses visitors in the world of soldiering, The Army won a gald “Effie” award for
this program in 2009, an award given annually to the most effective communications campaigns.

The marketing of the 1.5. Army is arguably one of the mast difficult marketing jobs you can
undertake. In considering the adoption of an overall communications program for the Army, the
marketing managers have to consider:

S ince World War 1, the U.5. military has been advertising for young men

® Given the dramatic change in the communication environment (recall the discussion in Chapter 1),
have all the possible communication activities been considered?

m Are they well integrated; that is, are they sending a consistent message to the potential recruits?
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= What is the appropriate advertising strategy for the Army, and how can it break
of the advertising “clutter” for target segments’ attention?

m How much money should be allocated for the various communication activities?
m How can we measure if the money is being well spent?

out
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Figure 10.1
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First, in the marketing strategy diagram, it can be seen that a complete marketing
strategy involves a strategic part (with a selection of target segments and a core strategy
involving the differential advantage and value proposition). Second, it involves a tacti-
cal or implementation part involving the marketing mix (price, advertising, channels of
distribution, and promotion). In other words, you must first develop the general strategy
and then make decisions about how to implement that strategy using devices that are
visible to customers.

This chapter is about communications and advertising management. Although most
people think only of advertising when we discuss communications, all elements of the
marketing mix deliver a message to potential customers. The act of running a sales
promotion may indicate fo some customers that the list price is too high and so must
be lowered. Some customers may interpret a promotion as a sign of lower quality.
Price is also a communication tool: a high price relative to competition means some-
thing different from a discount price. The product’s package delivers messages. The
fact that one brand can be purchased only in exclusive outlets can also be interpreted
as a sign of quality. For example, Stihl Inc., a German-owned maker of chain saws, em-
phasizes its aura of exclusivity by running ads for products that it doesn't sell through
mass merchants such as Lowe's and Home Depot. Similarly, sponsorship of a profes-
sional golf tournament reaches a particular segment and communicates that product’s
or service’s interests in appealing to that segment. The sales force obviously directly
comrmunicates with customers.

Therefore, before describing the details of implementing a communications strategy,
we provide the reader with some background in communication theory and discuss how
the decisions you make affect your target customers. Forward-looking organizations are
stressing a concept called integrated marketing communications (IMC} in which the
marketing manager does not think of all the elements of the communications mix as
communicating separate messages, Instead, these messages are coordinated to reinforce
what each is saying and to prevent customer confusion from conflicting messages. In
other words, the decisions about the marketing mix must be made in concert, which
makes developing a strategy before making implementation decisions even more impor-
tant. This is because the strategy provides the value proposition, which is the basis for
all communications to customers.

integrated marketing
communications (IMC) :
the concept that all elements

of the marketing mix .
comumunicate messages that
must be coordinated in order
to reinforce what each is saying

and to avoid customer confusion
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As noted in Chapter 1, the area of communications is perhaps the most dynamic in
the marketing field. New approaches to advertising motivated by the difficulty in reach-
ing many customers today have made communications decision making more complex.
As a result, besides the traditional issues such as IMC, marketers are asking a nurber of
key questions about their communications programs:

» How can I better target my customers and therefore make my communications
spending more efficient?

® How do I choose among the large and increasing number of media options?
8 How do I adapt my spending to the new emerging channels of communications?

® How can I determine if I am getting an acceptable return on my communications
investments?

The implications of these changes will be described later in this chapter.

Communications

Figure 10.2

A basic communication model is shown in Figure 10.2.2 The two major participants in
the communication process are the sender (the source of the communication) and the
receiver. In marketing, these are typically the marketer and the customer. The sender
uses some kind of medivm or channel to communicate the message, which is repre-
sented in the middle of the figure. The sender decides how to send the message through
an encoding progess, which could be the creative part of an advertisement or Web site.
The receiver (customer) interprets or decades the message and decides what an appro-
priate response is. The receiver may also provide feedback or information to the sender.

Decoding

5
5

Response

Feedback

Noise

Source: George E, Belch and Michael A. Belch (1993), Introduction to Advertising and Promotion (Homewood, IL: Irwin), Reproduced
with permission of the McGraw-Hill Companies.
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Finally, noise may interrupt or disrupt the communication process. For example, a per-
son watching a television commercial at home may be distracted by a crying baby.

Thus, the communication process starts when the source decides what kind of words,
symbols, or pictures to use to encode the message. In some cases, the source could be the
company. In others, it may be a spokesperson (e.g., Michael Jordan for Nike}. The
sender’s objective is to encode the message in a way that resonates with the target audi-
ence. This obviously requires some marketing research to uncover the types of messages
that are appropriate for the audience.

Of particular importance to the marketer are the different channels or media that can
be used. A distinction can be drawn between persenal and nonpersonal channels of
communication, The former include direct contacts such as a sales force or salespeople
in a retail channel. Personal channels also include face-to-face interactions between cus-
tomers, or what is called word-of-mouth communication. Such communications are crit-
ically impertant for the diffusion of new products and entertainment, such as movies, It
is, therefore, important to understand that customers can be attracted by messages
directed to them or by an indirect approach in which opinion leaders or other buyers
talk to other prospective customers. Nonpersonal channels are often called mass media
and include television, newspapers, radio, direct mail, billboards, magazines, and the
Internet, : :

A large portion of marketing communication is focused on the mass media. Figure 10.3
shows a modified version of the general communication model shown in Figure 10.2.°
The hasic feature of this model is the one-to-many aspect of mass communication. The
marketer is atiempting to send persuasive communications to a large group of people. So,
in this model, the firm sends content or a message through a medium to a large number of
potential customers.

A notable feature of this model is that there is no interaction between customers and
firms. This concept of passive customers is erroneous hecause customers have always
participated in personal channels of communication and have given feedback to compa-
nies in the form of complaints and responses to surveys. However, these channels have
traditionally been slow, making it difficult for companies to be proactive.

In the current electronic environment, with Internet technology, customers can com-
municate with each other easily and quickly. In addition, customers can provide feed-
back to companies in real time rather than with a substantiai delay. This feedback often
comes from user groups who form their own elsctronic clubs (called listservs), and who
can form a collective opinion and quickly supply information about new or developing
products. These brand communities ean be active and influential. Information can also
be disseminated in online forums and social media and blogs. The speed with which

Communications and Advertising Strategy

Source; Used with permission from Journal of Marketing, published by the American Marketing Association, Denna L. Hoffman and
Thomas P. Hovak {1996), "Marketing in Hypermedia Computer-mediated Environments: Conceptual Foundations,” Journal of Marketing,
60 (July), p. 52,
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personal channels

of communication
communication channels that
invoive direct sales as well as
face-to-face or word-of-mouth
interactions between customers

nonpersonal channels

of communication

mass-media communication
channels, such as television,
newspapers, radio, direct mail, -
and the Internet

Figure 10.3
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Figure 10.4
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[ e

. Consumer
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complaints about Tropicana Orange Juice’s new packaging reached the public and the
company in 2009, as well as the volume of complaints on blogs such as Digg, resulted in
the company reverting to the old packaging. Recently, environmental activists have been
using social media to criticize Nestlé over its purchases of palm oil for use in KitKat
candy bars and other products. Protesters have posted a negative video on YouTube, on
Nestlé’s Facebook page, and on Twitter with claims that the company is contributing to
the destruction of Indonesia’s rain forest, potentially exacerbating global warming,

This kind of environment is captured by the model shown in Figure 10.4. In today’s
enviromment, marketing managers must be aware of the speed with which communica-
tions flow through the system and realize that a considerable amount of word-of-mouth
can be generated in special-interest user groups. A number of interesting guestions
emerge from this conceptualization of marketing communications:

m As the marketing manager, how do you manage these brand communities? if
marketing-related communicaticns are being transmitted in these groups, it can
be potentially damaging to let negative information go without a response.

® What are the ethical dimensions of these kinds of communications? For example, a
competitor’s employee could pose as an owner and spread unfavorable information
about a brand.

» In this kind of electronic dialog, who really is the sender and who is the receiver? It
is not always clear who is initiating the communications and who is marketing
ideas to whom,

A final aspect of Figure 10.4 is the interaction between the customers and the content.
In this kind of environment, the customer can create the content.* For example, at
Amazon.com, users provide information about their preferences for books, CDs, and
other products through their purchases. The content is then customized based on this
information. Books and DVDs (among a numberof products) are recommended based on
the member’s purchasing behavior. Thus, the interaction between the customer and the
medium creates user-specific content.

Another impact of the new technological envizonment is shown in Figure 10.5.5 This
figure shows the traditional trade-off between the reach (the number of people reached)
and the richness (e.g., bandwidth or amount of information that can be sent to a receiver,
customization, interactivity) of communications. At the upper left of the line would be
personal selling, where a very rich, customized message can be sent but with limited
Teach due to the restrictions on the nurnber of salespeople. TV, magazine, and radio
advertising would be at the lower right of the line because a large number of people can
be reached but with a limited message. Today, millions of people can be reached with
rich messages through customized advertisements on the Web and direct ¢-mails that
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Figure 10.5
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Source: Philip Evans and Thomas S. Wurster (2000), Blown to Bits (Boston: Harvard Business School Press). Copyright ® 2000 by the
President and Feilows of Harvard College, Reprinted by permission.

can send audio, streaming video, and other communications with exciting and colorful
graphics. Marketing managers today do not have to be constrained by the traditional
trade-off shown in Figure 10.5.

Integrated Marketing Communications

As we noted earlier in this chapter, the objective of an integrated approach to marketing
communications is to ensure that all the elements of the communications mix are coor- .
dinated with the marketing strategy, delivering the same underlying positioning and f
value proposition to the target segment. Although different tools are used to accomplish :
the overall marketing objective, the job of the marketing manager is to aid this coordina-
tion by linking the various people and agencies involved.

Elements of the communications mix are shown in Figure 10.6 and a spendmg break-
down of consumer (2007) versus B-to-B (business-to-business) (2008) advertising is
shown in Table 10.1. Although the specific allocations may have changed since the data
were collected, it is interesting to note that B-io-B companies spend a higher percentage
of their communications money on print advertising and much less on mass media like
TV advertising than consumer-producis companies. This is logical because the percent-
age of TV watchers that are B-to-B purchasers is relatively low for many TV shows.
Interestingly, B-to-B companies spend a little more on Internet advertising due to its
ability to target industrial buyers.

Advertising

Advertising has traditionally been defined as any paid form of nonpersonal communica-
tion about an organization, product, service, or idea by an identified sponscr.® However,

Figure 10.6
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|
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Table 10.1

direct marketing

any communication form that
sends messages directly to a
target market with the antic-
ipation of an immediate or very-
short-term response; also, any
method of distribution that gives
the customer access to the firm’s
products and services withaut
any other intermediaries

telemarketing

a form of direct marketing that
uses the telephone as the
mechanism for reaching
potential customers

direct-mail marketing

a form of direct marketing that
involves sending letters ar
catalegues to potential customers

direct sales

in the context of direct
marketing, an approach that
involves the use of friends and
neighbors as the sales foree in
reaching potential customers

Outdoor advertisements can be
effactive communications devices.

Source: George Rose/Getty Images,
Inc-—Liatson

Television 43.3% ' 28.9%
Print advertising 39.3 50,7
Internet 7.6 8.5
Radio 1.2 8.0
Out-of-home media 2.7 ' 3.5

‘Advertising Expenditures: Consumer versus Business-to-Business Products

Seurce: Advertising Age 100 Leading Nationol Advertisers, June 23, 2008; “2008 B-to-B Ad Spending,” Bto8, September 14, 2000.

as noted earlier in this chapter, advertising is no longer nonpersonal because it can
depend greatly on interactions between an individual customer and the organization.

Advertising has several important advantages over other slements of the communi-
cations mix, It offers a fair amount of control over what you can say to potential cus-
tamers. Advertising can also reach a large number of customers efficiently. Although it
may cost hundreds of thousands of dollars to put a spot on a national television pro-
gram, that program is probably reaching millions of potential customers. No other com-
munications program can reach so many customers so quickly and at such a low cost
per customer. Advertising is also flexible in that many different kinds of images and
symbols can be presented through a wide variety of media, Copy strategies can be
humorous, serious, or emotional; show the product in action; and explicitly compare
your product to a competitor’s,

Advertising also has drawbacks. It is difficult to evaluate the effectiveness of advertis-
ing, particularly because it is usually used to build sales in the long term by achieving
other intermediate objectives in the short run (e.g., awareness). Because advertising
rarely results in a measurable and observable change in sales (except for direct-response
advertising such as infomercials, or extended TV commercials), you often wonder what
you are getting for your money. In addition, advertising, especially TV advertising, can
be expensive and makes it difficult for a small company (or any company with a small
budget) to make much of an impact in the market. Much advertising in mass media (e.g.,
TV and general-andience magazines) is wasted because it is not the best communice-
tions element for targeting a specific audience directly. Many people outside the target
audience see the ads, which may not be problematic—except when products such as
tobacco and alcohol (which are subject to legal age restrictions for purchase) are adver-
tised, Advertising can be ignored or the signal disrupted by noise (Figure 10.2). Finally,
customers are bombarded with ads in the United States and other Western countries,
which makes it difficult for your message to get through the clutter.

Divect Marketing

Direct marketing is any communication form that
sends messages directly to a target market with the
anticipation of an immediate or short-term response.’
There are many ways ic implement direct marketing.
Telemarketing uses the telephons to reach potential
customers. Direct-mail marketing involves sending
letters or catalogs. Some companies such as Amway,
Mary Kay, and Tupperware have differentiated therm-
selves from competition using a direct sales approach,
in which friends and neighbors are used as the sales
force. Direct marketing also uses the Internet, with some
companies sending e-mails to potential customers
indicating that they have a special offer. Many compa-
nies rely exclusively on direct marketing as the main
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form of communication, while others include it as one component of the communica-
tions mix. It is used extensively in both consumer and business-to-business marketing
contexis.

The main advantage of direct marketing is clear. You can focus on your target and
deliver a message intended only for that target. As a result, there is litile waste in this
customization process. In addition, the effectiveness of a direct-mail campaign is easy to
evaluate because the response comes quickly after the date of the promotion, or not at
all. In many societies, high levels of disposable income and interest in shopping conve-
nience have made shopping through catalogs very popular.

However, many customers are put off by direct marketing efforts. Too many calls at
home make customers wary of telemarketers. In many countries, the activities of such
direct marketers are restricted. Since 2003, the Do Not Call Registry gives U.S. con-
sumers an opportunity to limit the telemarketing calls they receive. Many pecple’s daily
mail is full of direct-mail pieces—what many people call junk mail-—thus making it dif-
ficult for your message to get through the clutter. Response rates to direct marketing can
be extremely low.

Sales Promotion

$ales promotion involves communication activities that provide exira incentives to cus-
tomers or the sales force to achieve a short-term objective. Consumer-oriented promo-
tions include davices such as coupons, point-of-purchase savings, sweepstakes, rebates,
and free samples. Many promotions are criented toward the channels of distribution,
including the salas force; these are called trade promotions. The objective of trade pro-
motions—such as sales contests, quantity discounts, and training programs—is to get the
channels to carry and promote the product.

The advantage of such promotions is that they can generate a measurable short-term sales
response. Sales promotion is much more effective than advertising in this regard. Sampling
(free sample) programs are effective for inducing trial of new products. Promotions such as
coupons delivered in a magazire can complement an advertising campaign by reinforcing a
brand name, They are also effective in getting customers to repeat purchase or buy a larger
size. Trade promotions are essential to gaining shelf space in retail outlets,

A disadvantage of sales promotion is that it is almost always focused on price. As a
result, customers can be induced to become more price-sensitive and deal-loyal (loyal to
the brand that is on some kind of promotion) rather than brand-loyal. In some ways, it
actually works against advertising, which is more focused on building brand equity.
Customers can also begin to expect sales promotions and delay purchases until a rebate
or some other special deal is offered, Finally, most studies of the effects of sales promo-
tions show the results to be shori-lived, More details about sales promotion will be cov-
ered in Chapter 11.

Publicity and Public Relations

Unlike advertising, public relations (PR) and publicity are communications for which
the sponsoring organization does not pay. PR normally takes the form of an article in a
magazine or newspaper or in any other form of nonpersonal news distribution, Often
companies employ PR firms or agencies to make sure that articles and other news favor-
able to the company are placed in media to which a variety of constituents are exposed
(e.g., customers, stockholders, legislators).

The main advantage of PR is that it comes from a supposedly unbiased source.
Therefore, it has more credibility than advertising, which everyone knows is intended to
promote the product or service. In addition, other than the cost of the PR agency, it is
inexpensive. PR campaigns are often used by pharmaceutical companies in order to
raise public awareness of certain disorders, such as social anxiety disorder (SAD), an
axtrems form of shyness in social situations.

' The problem with PR is that the sponsoring company has little control over it, You
cannot control the placement of the item in a publication, what is said about you, or any
other aspect of PR. In addition, PR can be negative, If your company is accused of sexual
discrimination in hiring and promotion practices, this is likely to damage your reputa-
tion. In these cases, PR firms usually attempt to diminish the problem by taking damage
control measures, such as releasing favorable information about the company.

Communications and Advertising Strategy
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do not call registry

gives consumers a cheice about
whether or not they wish to
receive phone calls from
particular telemarketers

sales promotion
communication activities that
provide axtra incentives to
customers or the sales force to
achieve a short-term objective

consumer-oriented promotions
a marketing tocl such as.a
coupon that targets consumers
and is intended o generate a
short-term change in a product’s
sales or market share

trade promotons

sales promotions oriented
toward the channels of
distribution in an effort to get
the channels to carry and
promote the product, ofien
including devices such as sales
contests, quantity discounts,
and training programs

public relations

communications for which the
sponsoring organization does not
pay, often in some form of news
disiributed in a nonpersenal
form
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Product demonstrations

are an important part of

the communications mix for
many products,

Sotrce: Jeff Greenberg/PhotoEdit Inc.

personal selling

the use of face-to-face
communications between
seller and buyer

Personal Selling

Personal selling is the use of face-to-face communica-
tions between seller and buyer.? For companies mar-
keting business-to-business products and serviges,
this is often the largest part of the marketing budget.
Salespeople can targst their messages to customers,
and the personal interaction permits them to respond
to customer questions on the spot. In addition, more
information can be communicated through a salesper-
son—customer encounter than would be possible
through advertising or other mass-communication
approaches. This makes personal selling especially
appropriate for very expensive and complex products
and services.

The major drawback of personal selling is the
expense. Training and compensating salespeople is
expensive. In addition, even with the best training
programs, it is difficult for the marketing or sales
manager to contral what happens in the sales encounter. For example, a training pro-
gram that focuses on marketing the product on a quality basis can fall apart if the sales
force sells on price instead.

Miscellaneous Communications Activities

A number of other communications activities are important parts of the communications
mix. As noted in Chapter 7, a product’s package can deliver a variety of messages to cus-
tomers, including price, nutrition, ingredients, information about how to use it, and
other recipes. In some industries, trade shows (large convocations where sellers, buyers,
and suppliers congregate) are important ways to communicate with potential customers
and demonstrate new products. Some companies sponsor events such as golf and tennis
tournaments, which are intended to target custormers who attend and watch them.
Companies pay to have their brands placed in movie scenes so that millions of viewsrs
can see them on the big screen. Product demonstrations can also be effective; a trial copy
of Checkpoint Software’s FireWall-1 installed live at the potential customer’s site often
stunned audiences as message alerts would pop up indicating that hackers were “ping-
ing” their network.®

Appﬁﬁc:atéon] Absolut Vodka

The story of Absolut goes back to 1879, when the Swedish “king of vodka® Lars Olsson Smith
started making his "Absolut Rent Brannvin” using a revolutionary new distillation method called
Continuous Distillation, which is still used today.'? At first, the vodka was produced in his dis-
tillery on the island of Reimersholme, just outside of Stockholm. Today it is made in Ahus in
souihern Sweden, where the wheat is taken from nearby fields and the water from their own well.

In the late 1970s, the president of the company made the dacision to export the vodka to global
markets. The company’s marketing team set about trying to develop a new positioning for Absolut
Yodka. At first, the ideas centered on the product’s Swedish herfiage, The tearn went to New York
to get ideas from its advertising agency, TBWA. The first signature concept was the clear bottle
with silver text and no label, an idea that was later rejected. The second innovative concept was to
link the bottles with art. In 1985 (six years after Absolut was introduced in the United Siates), Andy
Warhol was commissioned to do a painting of the Absolut Vodka bottle. When the painting
appeared as an advertisement, it received worldwide attention. This transitioned the brand from a
popular product to an icon and a piece of pop art. So far, more than 1,200 ads have been created
with the Absolut campalign and its ads rernain among the most popular in the world.

The brand has maintained a strong brand equity because of its consistent positioning over
time, However, the company alsc espouses IMC, A visit to the company's Web site,
www.absolut.com/usfabout/story, reinforces the pop art nature of the product. The company has
also distributed knitied Absolut "cozies,” like sweaters for the bottles. Not only is the cozy in the
shape of the bottle, the packaging reinforces the ad copy by showing the signature bottle in
a vertical position.
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£y Appﬂﬁcaﬁen‘ LG Electronics

In 2009, LG Electronics MobileComm U.S.A. Inc. {LG Mobile Phenes), in partnership with

- Twentieth Century Fox and Lightstorm Entertainment, created a multifaceted marketing cam-
paign tied to the epic adventure film, Avatar, written and directed by Oscar®-winning filmmaker
James Cameron (Tifanic).’ LG Mobile Phones created a marketing campaign that appealed to
forward-thinking technology enthusiasts. The integrated marketing communications included a

© TV spot, an interactive micro site, www.lgexpo.com (which includes exclusive movie content),
and an exclusive joint-sponscred Facebook page. To promote the film and its involvement, LG
Mobile Phones created a 30-second TV spot, which featured the movie trailer for the highly
anticipated fifm. The spot showcased a humorous interchange between co-workers who com-
pete to be in the know about the latest and greatest in technology.

The movie-themed micro site, www.lgexpo.com, gives fans a deep, rich movie-tie in experi-
ence. The site, launched on December 3, 2009, contained exclusive content from the film. It aiso
featured two characters—Jim and Dale—who are the ultimate Avatar and LG eXpo fans, and it
gave visitors to the site an online video demonstration of LG eXpo and its advanced exclusive fea-
tures, such as the Mohile Proiector. The campaign also included an interactive joint-sponsored
Facebook page between FOX, MTV and LG.

Clearly, LG feels that cornbining media with a similar theme is a powerful way of building the
brand in the marketplace.

Advertising Management }*FW

Advertising is a major expense for marketing managers worldwide, and a big business.
How big? Although estimates vary, about $137 billion was spent on advertising in the
United States and $370 billion worldwide in 2008, with these figures expected to be flat

- in 2009-2010 due to the recession.'2 To give you some idea of the amount of money spent
on advertising by companies, Table 10.2 provides the spending levels for the top 10 total
advertisers in the United States. Table 10.3 does the same for business-to-business adver-
tising, and Table 10.4 provides the information on the top 10 global spenders.

As these numbers on global advertising expenditures demonstrate (and as you will have
noticed), advertising is a widely used communications tool around the world. The discus-
sions earlier in this book about global marketing and positioning noted the difficulty of
using the same advertising campaign globally. There are so many differences in language
and culture that even a truly global advertising campaign requires some localization.
For example, Taco Bell’s wildly successful talking Chihushua, Gidget, could not be used
when the company expanded to Singapore, because Muslims consider it taboo to touch

Takle 10.2
Procter & Gamble Co. 4,898.0
AT&T 3,344.7
General Motors 3,296.1
Time Warner 3,088.8
Yerizon Communications ' 28218
Ford Motor Co. 2,576.8
GlaxoSmithKline ' 2,444.2
Walt Disney Co. 2,320.0
Johnson & Johnson 2,290.5
Unilever 2,098.3

Source: Advertising Age (2007), June 25, p. 5-10. Copyright 2005 by CRAIN COMMUNICATIONS INC. Reproduced with permission of
CRATN COMMUNICATIONS INC in the format Textbook via Copyright Clearance Center.
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Table 10.3

Table 10.4

ATR&T 419.3
Verizon Communications 405.9
Sprint Nexte! Corp. - 277.0
1BM Corp. 236.3
Hewlett-Packard Co. 219.6
Microsoft Corp. 213.6
Monster Worldwide 155.1
FedEx Corp, 3 144.0
" Citigroup 137.5
JPMorgan Chase & Co. 129.0

* These numbers represent the amount of money spent advertising products and services in B-to-B media.

Source: 8tof (2007), September 12, p. 26. 8 TO B: THE MAGAZINE FOR MARKETING AND E-COMMERCE STRATEGISTS by BtoS,
Copyright 2005 by CRAIN COMMUNICATIONS TNC, Reproduced with pemmission of CRAIN COMMUNICATIONS INC in the format
Textbook via Copyright Clearance Center.

a dog.!® In addition, there are many differences around the world in regulation of advertising
and promotion. Most countries regulate advertising content; for example, comparative
advertising is widely frowned upon. Muslim countries have strict guidelines about how
women can be portrayed in ads, Norway, Sweden, and Switzerland do not allow advertising
on TV at all. Other countries have government-owned stations that limit advertising,
However, with the global explosion of cable TV, many of these regulations are being relaxed.

The continued march toward the globalization of business mentioned earlier in this
book has also affected the advertising agency business. Four large agencies represent more
than half of the advertising billings in the world: the Publicis Groupe based in Paris, the
Omnicom and Interpublic groups based in New York, and the WPP Group of London.
Driving this concentration of billings has been a similar change in their clients, who have
also become larger and more global. The growth in the use of ather elements of the comamu-
nications mix beyond TV and print ads to include promotions and public relations, as well
as other forms of advertising such as the Internet, has caused the mega-agencies to continue

B .
Procter & Gamble Co. 9,730
Unilever 5,720
L'Oreal 4,040
General Motors Co, _ 3,670
Toyota Motor Corp. 3,200
Coca-Cota Co. 2,670
Johnson & Johnson : 2,600
Ford Motor Co. 2,450
Reckitt Benckiser _ 2,370
Nestlé 2,310

Source: Advertising Age (2009), November 30. Copyright 2005 by CRAIN COMMUMICATIONS INC, Reproduced with permission
of CRAIN COMMUNICATIONS TNC in the format Textbook via Copyright Clearance Center.
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to swallow up firms specializing in these areas. It also permits the agencies to handle com-
peting clients as each is assigned to a different agency beneath the corporate umbrella,'*

Often, for consumer products, marketing managers think of advertising spending in
the context of how much to spend on both advertising and sales promotion. For these
kinds of products, advertising and promotion (televisian, print advertising, literature,
‘radio, and out-of-home media) are more than 80 percent of the communications
budget. In recent years, the percentage of the advertising and promotion budget spent
on advertising has declined because more money has been devoted to promation—
particularly promotion oriented toward trade or distribution channels. In 1993, 52 per-
cent of the advertising and promotion budget went to trade promotion and 28 percent
to media advertising (the other 20 percent went to consumer promotions like
coupons). By 2001, spending on trade promotion had jumped to 61 percent of the
advertising and promoticn budget and media advertising declined to 24 percent, with
consumer promotions dropping to 15 percent.'®

Advertising Decision Making

Advertising decision making has six stages often called the 6M mode! for communica-
tions planning: :

1. Market. Who is the target audience?

2. Mission. What is the goal of advertising?

3. Message. What are the specific points of communications?
4. Media. Which media vehicles will be used?

5. Money. How much is the budget?

6. Measurement, How will impact of advertising be measured?

Selecting the Target Audience

In general, this decision follows directly from the marketing strategy. As we showed in
Chapter 2, the selection of target markets is a critical step following the statement of
marketing objectives and requires an extensive analysis of the various segmentation
options. The target audiences for advertising include the segments you have decided are
the keys to your marketing strategy.

Howsever, advertising could include noncustomer targets Some advertising, particu-
larly corporate advertising, is targeted toward potential investors, regulators, channel
members, employees, or other relevant constituents. Thus, although customers are the
most logical targets and the ones that should receive the most resources, you should
consider other relevant audiences as well.

Setting Advertising Goals

Clearly the reason companies advertise is to increase sales and profits, if not in the short
run, then in the long run., You may wonder why sales increase would not be the obvious
goal of advertising.

The problem is that many factors in the environment affect sales, not just advertising,
If a great new advertising campaign is adopted, sales could actually decline if the com-
petitor lowers its price to the point at which many customers respond. Alternatively, the
company may not have discovered the appropriate channels, packaging, or other ele-
ments of the marketing mix that affect customer response in the marketplace, Changes in
customer purchasing habits or ather kinds of behavioral shifts can also affect sales of a
product, Thus, it is inappropriate to place a sales goal on advertising alone when many
things a company and the competition can do (as well as changes in the environment)
ultimately affect sales. The exception to this rule is direct-response advertising, in which
a toll-free telephone number is given for immediate reaction by the customer. This kind
of advertising is actually a hybrid of traditional advertising and direct marketing.

There is a dilemma here that creates tension between the firm and the advertising
agency. The firm is interested in getting a measurable return on its investment in adver-
tising, and the agency does not want to be held to sales as a short‘term goal. The market-
ing manager should know that advertising can be mostly effective in building sales, but
only to the extent that the complete marketing strategy is appropriate (given the compe-
tition and the environment) and that it takes time for advertising to be successful.
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Figure 10.7

Therefore, although some advertising agencies are compensated for achieving sales
goals, the majority are evaluated on the basis of more intermediate objectives.

These intermediate goals are based on models of how advertising creates a customer
response. A few of the most popular models are shown in Figure 10.7. Although the
details of the models vary, they all have three basic stages of movement from a low level
to a high level of response:

1. The lowest level of response is the cognitive stage. This is the act of thinking about
the product; no feelings toward it have been aroused. At this level of response, cus-
tomers are becoming aware of the product and developing knowledge of the prod-
uct’s attributes and benefits.

A higher level of response is the affective stage. At this level, the customer has
gone beyond mere knowledge of the product and has begun to develop attitudes,
preferences, and perhaps interest (although the customer could develop negative
rather than positive affect).

The final stage is behavior. This could bs purchase but also other kinds of behav-
ior, such as visiting a retailer to see a product demonstration or returning a reply -
card in a magazine for more information about the product.

i

it

This model is sometimes referred to as the think—fesl-do or persuasive hierarchy model.®
All of the models in Figure 10.7 are hierarchical models in that they posit customers
moving up a ladder of interest about the product. They are useful conceptualizations of
how customers react to communications because they recognize that customers could be
in various states of readiness. The models also imply a set of tasks that persuasive com-
munications such as advertising must perform, from first informing the customers that
the product exists to the point of getting the customer io move from favorahle attitudes
to taking some actions. There is no intended timing of the movement from stage to stage.
This could occur over several years in the case of an expensive and complex product to
virtnally simuitaneously in the case of a new product introduced in a supermarket.

' Hiérarchy-ot—Eﬁéc{s Innovation Adoption information .
Model -7 Model Processing Model .

Cbgniliﬁe .
-.Stage .
Interest Liking ] Inierest . Yielding
Aﬁeclivé ! o | f _ . .
. Slﬁige o Desire F’refe]ence ! Evaluation . Retention
Conviction

Behavioral

Source: George E, Belch and Michael A, Belch (1993), Introduction to Advertising and Promotion (Homewood, IL: Inwin}, p. 199,
Reproduced with permission of the McGraw-Hill Companies.




Some researchers and practitioners have found that for products and services where
there is relatively little information processing, consumers may move from the cognitive
{awareness) stage directly to the behavioral stage and then form attitudes (affective
stage) after product usage. In other words, it is cheaper to sample low-cost products and
then form opinicns about them than it is to process advertising and other information
and then make up your mind about what to buy. This is often referred to as the “low-
involvement” process. However, the components of the process are the same, as it is
only the order that is changed.'”

The importance of these models is that they provide some valuable objectives for ad-
vertising short of sales. An obvious objective can be simple awareness that the product
exists. This is clearly a good objective for a new product {creating awareness) or one for
which research has determined that the awareness level is too low (increasing aware-
ness). If marketing research finds that awareness is high but few potential customers
perceive the product favorably, you can use affective objectives such as building brand
preference or positioning in ways consistent with the marketing strategy. Nonsales
hehavior objectives, such as trial (for new preducts or those with low trial rates) and
repeat purchasing, are also possible.

The choice of objective can he considered in the context of the product life cycle.
Figure 10.8 shows how these goals might change over time. When a product category is
new, the focus is on educating customers about the features of the product and, if appro-
priate, its relative advantage aver the product it is replacing. For example, when Procter &
Garable launched its Pampers brand of disposable diapers in 1966 (the product had
heen in test market since 1962), consumers had to be educated about the advantages of
the product over cloth diapers and diaper services. In the early and late growth stages of
the life cycle, more competition has entered, and there is a concomitant need to stress
product differences and brand superiority. Thus, the advertising objectives are more
likely to be affective, except for any new brands entering at this stage. Finally, at the
maturity stage, competition is intense and the products are fairly similar in terms of
their characteristics. At this stage, image {affective) and brand loyalty {behavior) become
very important,

Developing the Message Strategy

Marketing managers should always be involved in determining the cbjectives of
advertising. After all, they have developed the marketing strategy and are in the best
position to know what communications are required to achieve the overall marksting
objectives and persuasively communicate the value proposition to the target markets,

Focus on Brand Superiority
and Consumesr Preferences

Focus on Education about
Product Class Features/Bensfits
and Consurner Awarsness

Focus on Brand Image
and Consumer Loyalty

Time

Source: beorge E. Belch and Michael A. Belch {1993), Introduction to Advertising and Promotion (Homewoad, IL: Irwin), p. 199,
Reproduced with permission of the McGraw-Hill Companies.
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Figure 10.8
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However, choosing the best way to attain advertising objectives is the creative part of
advertising. This is usually the terrain of the advertising agency, which employs profes-
sionals who try to develop the art of advertising, the actual executions that customers
see in the media.

Different approaches to creating advertising or appeals can be classified more specifi-
cally in the following ways.'8

Informational or Rational Appeals
informational appeals Informational appeals focus on the functional or practical aspects of the product. These
an approach to developing messages emphasize facts, learning, and persuasion. The job of this kind of advertising
advertising copy that focuseson {5 t persuade the target audience that the brand being advertised satisfies their needs
taj;;jcltn:;otnhil;:oﬂl:;thcal better than the competition. This kind of advertising als6 may communicate to the audi-

ence the value proposition, or what some in the advertising industry call the unique

“selling proposition.

Informational appeals can be of several general types:

m Feature/benefit appeals. These appeals focus on the dominant attributes or
characteristics of the product or service, or the benefits provided. These ads tend to
implicitly use the multiattribute mode} of decision making discussed in Chapter 4.

= Competifive advantage appeals. This type of ad makes either a direct or indirect
claim of superiority against a targeted or general class of competitors.

& Favorable price appeal. In these ads, price is the dominant factor. This approach
would obviously not be used by the marketer who is trying to differentiate the prod-
uct on the basis of a dimension other than price because, in that cass, the price is
likely to be higher than the competition’s.

® News appeals. These are advertisements in which some kind of announcement
about the product dominates the copy.

m Product or service popularity appeals. In these ads, the copy touis how popular the
product is among the target audience. Because it is popular, the advertisement im-
plies, it must follow that the product is of high quality or has outstanding value.

In some cases, informational appeals focus squarely on product attributes. Product-
attribute-focused advertising can try to:

m Influence the attributes used by customers in evaluating the competitive offerings in
a product category.

m [ncrease the awareness and/or change the perceptions of some of your product’s
attributes.

m Change the perceptions of some of a competitar’s product’s attributes.
» Increase or decrease the importance weights of the product attributes,

This kind of advertising is used in product categaries in which there are real, physical
differences between products that can be captured in an advertisement, .

An example of this kind of advertising is shown in Figure 10.9, The ad is for the
investment company T. Rowe Price. As can bs seen, the attributes being emphasized
include a wide selection of mutual funds in which an investor could place his or her
money, low management costs, excellent historical performance, and specialized invest-
ment assistance. This ad also has a direct-response component because the phone num-
ber and Web site, where the product can be ordered, are prominently featured.

Emotional Appeals
In other cases, the advertising focuses mainly on imagery and symbols and eschews ref-
erence to product attributes. Much television advertising uses this kind of approach
because images are more easily remembered in a short commercial than facts. Product
categories in which if is difficult to establish tangible differential advantages often use
image-oriented advertising. Also this kind of advertising can be used when a marketing
manager wanis to position a product or service in a certain way in the customer’s mind.
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Figure 10.9

ROLLOVYER IRA

The New T. Rowe Price
FlexChoice Rollover”
Lets you choose h_ow to make the most

'_ of you_r old 40 _(k |

Broad selection of funds —We have a wide range of over B0 no-loadT. Rowe Price funds to choose
from for your FlaxChoice Rollover IRA. You can also choose from over 1,000 other funds from leading
fund famities."

Low c¢ost —T. Rowa Price offers 100% no-load funds with no sales charges or commissions, And
our expenses are low—almaost all our funds for individual investors have lower expenses than
their Lipper averages.**

Proven performance — For each 1-, 5-, and 10-year period ended 8/30/05, over 70% of our funds beat
their Lipper average.*** AKT. Rowe Price funds are managed in-houseg by one of the most experienced
and respected groups of fund managers in the industry, Resuits wit! vary for other paricds. All funds are
subject to market risk. Past performarice cannot guarantse future results.

Rallover Specialists to help — Our Rollover Specialists are here 10 answer any questions you may have
about rofling over with T. Rowe Price. If you want, they can help you select the right funds for your
FlexCholce Roflover IRA based on your long-term goals and toleranca for risk. They can even help take
cara of the paperwock and open your IRA right over the phene. So call one of cur Rollover Speciaiists
today — it's easy to get started.

Request a prospectus or a briefer profile; each includes investinent objectives, risks, fees, expenses,
and other information that you should read and consider carefully before investing.

. TRQWEPRICE.COM/ACLLOVER
1-588-789-6510

TRoweHiceﬁ

INVEST WITH CONFIDENCE

*#Hon-T. Rowa Prlce vnlnal fwds available Wooush 1, Rowe Price Brokerage, a division of 7, Rowe Price tveskmend Services, tnc. Member HASDISIPC, +*414 of 115 fends {eaciwding
ioglifwiional and Dank wslilwional faeds a5 delived by Lipper} more Shan six mordhs ot had expense rativg belod thelt Lipper arerages based on fiscal year-end dala available as of 330403,
{Sauwce for data; Lippes Incp =+ *Based on cumalallre |42l refwin. 97 ol 132, 85 of 37 sad Ju of 61 I. Rewe Pice fends [incfuding 2l thare clasves aad exciuding luods used i ingurance
praduets) oulpesfoimed Weir Lipper average for the 1-. 5-. and 10-v0ar pesiods eaded 53005, respectively. Mol all hunds owtperTmmenl bor 3l periods. (Source lon data: Lippies fne.) T. Rawe
Price Iavesiment Senvices, bnc.. Diuribudor, IRARFCOTI0HS

Soulrre: Copyright ® 2085 T. Rowe Price Investment Services, Inc. Reprinted with permission. FlexChoice Rollover, T, Rowe Price, Invest
vith Confidence and Design (Bighorn Sheep} are trademarks of T. Rowe Price Group, Inc. Afl dghts reserved.
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emotional appeals

an approach tc developing
advertising copy that strives to
tap an underlying psychological
aspect of the purchase decision

Thus, as the name implies, exnotional appeals are intended to tap an underlying psy-
chological benefit of the purchase decision. Many advertisements for consumer products
and even some business-to-business products use humor, fear, and sex to achieve their
objectives, Such advertising may stimulate greater memory of the ad (known as recall)
and more liking of the brand. Unilever was faced with a huge marketing and advertising
challenge when the company decided to introduce its deodorant badyspray, AXE, into
the U.S. market. AXE emphasizes humor and the emotional and social benefits of
smelling good that allow the brand’s advertising to be among the most admired. The
AXE ads on YouTube and their parodies are good examples of the sexually charged
social humor that has become synonymous with the AXE brand.

Within the two broad categories of appeals, informational and emotional, are a variety
of different factical or execution approaches. These are specific approaches taken by -
advertisers to communicate their messages:

Straight-sell or factual message.
Scientific/technical evidence.
Product demanstration.
Comparisons.

Testimonials.

Slice of life, in which a customer’s problem is shown and the product is given as the
solution.

Animation.
Personality symbols.
Fantagy.
Dramatization.

Humor.

Evatuating Message Copy

Normally, marketing managers are not involved with the development of the actual
advertising copy. That task is delegated to in-house or agency creative specialists.
However, they must be heavily involved with testing the advertising copy (or at least be
aware that testing should be done) before committing a substantial amount of money to
it. Many variables are usually testahle {the spokesperson, the message itself, the execu-
tion, media, and other factors).

Laboratory Tests

Figure 10.10 is a classification of the different methods used for pretesting and posttest-
ing advertising.'® Pretests are measures taken before implementation of the campaign,
and a posttest is an evaluation of the advertising after it has been developed but before it
has been rolled out nationally or internationally. In laboratory tests, people are brought
to a particular location, whers they are shown ads and asked to respond to them. The
advantage of lab tests is that the researcher can carefully control the environment with-
out distractions to the respondent and manipulate several different aspects of the adver-
tising, The disadvantage is that the sifuation is not realistic, because the respondent
provides answers in an unnatural environment. Field tests provide real-world measures
because they are conducted under natural viewing conditions. Their advantages and dis-
advantages are the mirror image of those of lab tests: the environment is realistic, but the
researcher cannot absolutely conirol other variables that might affect response to the ad,
such as & competitor's ad, noise from children, or other distractions.

Consumer jury The most common form of testing for advertising concepts is the use of
focus groups. TV advertising concepts are usually presented as storyboards, or rough
pictures with captions showing the “story” that will be told in the ad (for radio ads, only.
words are used). For magazine or other print formats, actual executions are shown.:
Multimedia technology allows for the use of more realistic ads.

Portfolio tests In this approach, respondents are shown both control and test ads. After:
viewing the portfolio, respondents are asked what information they recall from the ads-
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Source: George E. Belch and Michael A, Belch {1993), Introduction to Advertising and Promotion (Homewood, IL: Irwin). Reproduced
with permission of the McGraw-Hill Companies,

and which they liked best. The ads with the highest recall and liking are considered to
be the most effective.

Readability tests Readability of the copy of a print ad can be determined by counting
the number of syllables per 100 waords, the length of sentences, and other structural
aspects of the copy. The results provide a sense of the reading skill needed to
comprehend it, which should match that of the target audience, and are then compared
to norms obtained from successful ads,

Physiological methods A more scientific approach to assessing advertisements involves
techniques that measure involuntary physical responses to the ad. These physiological
methods include:

® Pupil dilation. Pupilometers measure dilation (an activity related to action or
arousal) and constriction {conservation of energy). '

» GSR/EDR (galvanic skin response/electrodermal response). Response to a stimulus
activates sweat glands. This activity can be measured using electrodes attached to

the skin.

u Eye tracking. Viewers are asked to watch or read an ad while a sensor beams infrared
light at their eyes. This can measure how much of an ad is being read, what part of
the ad is atfracting attention, and the sequence of reading and attention.

Theater tests Theater testing is a widely used method for pretesting TV commercials.
The service is sold by companies such as Advertising Research Services and Advertising
Control for Television. Participants in theater tests are recruited by phone, shopping
mall intercepts, and direct mail. A television show or some other enfertainment is
provided in a movie theater-like facility with commercial breaks (“trailer” tests use
smaller, mobile facilities near shopping malls). The show is used so that the respondents
do not focus solely on the commercials. A cover story might inform them that the TV
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inguiry tests

track the number of inquiries
received from a print
advertisement

on-the-air/recall tests

measure advertising
effectiveness through follow-up
surveys after a TV advemsement
is shown

sales/minimarket tests
advertising tests in controlled

-~ - -geographic areas

show is a pilot for a new network or cable series. After viewing the ads, the participants
are asked questions about recall, attitude, interest, and other behavioral responses.

Laboratory stores In this testing procedure, the researcher attempts to simulate a shopping
environment by setting up a supermarket-like shopping shelf with real brands. Respondents
are shown advertising copy and make actual brand choices, A popular supplier of this kind
of testing is Research Systems Corporation, with its ARS Persuasion copy-testing system.

Real-World Measures

Dummy advertising vehicles Researchers construct dummy magazines with regular
editorial matter, regular ads, and a set of test ads. The magazines are distributed to a
random sample of homes in a predetermined geographic arsa. After being asked to read
the magazine as they normally would, the consumers in the sample are interviewed on
the editorial content as well as the test ads.

Inguiry tests Inquiry tests are also used for print ads. The marketing manager or advertis-
ing agency can track the number of inquiries generated from an ad that has a direct-
response, toll-free phone number or a reader inquiry card attached. In industria
marketing, the use of “bingo” cards, response cards that have numbered holes correspond-
ing to the numbered ads in the magazine, is common.

On-the-air/recall tests Information Resources Inc. (IRI), Butke Marketing Research, ASI
Market Research, Nielsen, and others sell on-the-air/recall test services. A real TV ad
{one of perhaps several executions being tested) is inserted into a TV program in one or
more test markets. Consumers are then contacted and asked whether they saw the ad. li
so, they are asked further questions ahout recall of copy points, brand, and the like, The
services differ somewhat in the questions asked and how the sample is recruited, Gallup
& Robinson, for example, recruits subjects who are asked in advance to watch the .
particular show on which the test ad is heing run.

Recognition tests This is the most widely used method for posttesting prlnt ads and is -
closely associated with Starch INRA Hooper's through-the-book method. With this
approach, a researcher interviews respondents at home or at work by first asking
whether they have read a particular issue of a magazine. If so, she or hs then goes -
through the issue to obtain information about whether the respondents have seen the ad,
how much of it they have read, and how much they recall. The Starch method and the :
resulting Starch scores are used to track and evaluate complete campaigns.

Sales/minimarket tests In some areas of the United States, IRI has created what it calls

BehaviorScan markets, in which a city is wired with two separate TV cables, This split-
cable arrangement allows advertisers to manipulate the ad copy by showing one
execution on the test cable and keeping the current copy on the control cable. The -
programming is otherwise identical. A sample of hauseholds on both cables is enlisted °
to have their purchases electronically scanned at supermarkets, drug stores, discount
stores, and convenience stores. By comparing the purchase rates between the two
samples, an advertiser can determine whether the ad copy on the test cahle stimulated
more purchases than the ad shown to the contral group. The sales/minimarket test
method is limited to ads for frequently purchased consumer goads with sales objectives.

Selecting Media

Choosing the media to use for advertising is becoming more difficult with the rapid
growth of alternative media beyond the traditional network (national) and spot (local)
TV, radio, newspaper, print (magazine), and outdoor (billboards, where legally permit-
ted) media. The emergence of cable television and the Web has created two new major
media. Other important media have emerged such as “branded” eniertainment (product
placement), where brands appear in movies, on. TV shows, and in videogames. In addi-
tion, numerous minor media (e.g., CD-ROMs, supermarket floors, bathroom stalls, shop-
ping carts, autos, trucks, buses, fruit labels} are also being explored.??

Because of changes in marketing strategy, the need for greater efficiency, the develop-
ment of new media and vehicles (e.g., new magazines and TV shows), and the constant
search for better ways to target their segments, managers are shiﬂing their budget alloca-
tions between media toward the newer media. For example, in 2005, Ford Motor CO‘
spent 15 percent of its $1 billion marketing budget on all “digital” forms of advertising.®!
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There are three main aspects to media planning:

1. Selecting the appropriate media for the advertising campaign.
2. Selecting specific vehicles within each medium,
3, Scheduling the advertising,

These decisions are used to create a madia plan, which is a detailed document showing
the precise scheduling of all the advertising over a planning horizon. Thus, given an
available advertising budget, the decision is how to allocate it across media types, then
within each medium, and finally, over the appropriate time period.

Media Selection
Media can be divided into “traditional” media and “new” media.

Traditional Media

Television As noted earlier in this chapter, TV can reach many pecple quickly and
efficiently, It is also the best medium for image advertising and movie-like action.
Howaever, unless you have a large budget, the production and media costs for TV are
enormous, which puts it out of the rangs of many companies. In addition, it is difficult
to narrowly target an audience with TV because of the wide range of people who watch
it. Except for extended infomercials, TV is not good for factual (informational) copy
because of the speed with which data flash by the screen, combined with a general lack
of attentiveness of andiences. Finally, with the increasingly high penetration rate of
digital video recorders, it is easy to record a show and then fast-forward through the
commaercials. The newer digital recorders marketed by TiVo and Replay Networks can
automatically delete commercials when recording. However, despite the predictions of
TV advertising spending declining due to the lack of targetability and the increased
penetration of digital recorders, TV advertising is still popular.

Magazines and newspapers (print} Print is much better for complicated messages. In
addition, print has archival value becanse it can be stored, Consider the old magazines in
doctors’ offices; the ads in those magazines are still gaining exposure long after the month
or week in which they were published. Magazines are better than newspapers for color
reproduction. Print is better than TV for targeting specific audiences, and magazines
are better than newspaper, which is more limited to specific sections (e.g., sports,
entertainment), Print, like spot TV, can also reach geographically defined target segments.

Rodio Radic is an excellent medium because of its low cost, attentive audience, and
creative flexibility. Of course, product demonstrations are not possible. Radio, like TV,
can reach audiences quickly, unlike the lag in publication dates with print {except for
daily newspapers). Radio is also excellent for targeting specific audiences, because each
radio station has its own marketing strategy aimed at a particular market. Also, you can
thus choose to advertise on particular stations fitting your segment profiles.

Cable TV Cabls is'a nice hyhrid of radio and television because it has the hest features of
both. Like radio, it is inexpensive and reaches targeted audiences. Each cable channel
(e.g., MTV; WE, the women’s entertainment channel; ESPN) is generally designed
around a theme and an audience that can be accessed easily. It has all the creative
flexibility of TV. The main drawback is that the number of viewers for many of the
channels is very low becanse of the large number of alternatives.

Outdoor Billboards are a good medium for reminder and image advertising, but the
images can be fleeting as you drive by (unless you are stuck in a traffic jam). They are
obviously poor for extended messages. Outdoor advertising tends to be used by product
categories for which access to other media has been legally denied (e.g., tobacco, alcohol
in the United States). Most countries and geographic areas impose legal limits on the use
of outdoor advertising, either through banning it entirely, limiting its locations and size,
or restricting the products that can use it. For example, Australia has banned cigarette
advertising on billboards. However, technology is changing the outdoor business. In
2005, Clear Channel Outdoar launched a trial in Cleveland, Ohio, with seven huge light-
emitting-diode (LED) billboards with messages that can be changed dozens of times each
day. Billboards are thus being changed from a fixed to a dynamic medium. Table 10.5
displays the U.S. spend on measured media advertising in 2008.
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Table 10.5

Table 10.6

Magazine

Network TV 26,71 18.8
Newspaper 25.06 12.7
Cable TV networks 18.83 13.3
Spot TV 15.15 10.7
Internet 9.73 6.9
Radio 9.50. 6.7
Syndicated TV 4.44 3.1
Outdoor 3.96 2.8

Source: Advertising Age [2009), June 22. Copyright 2009 by CRAIN COMMUNRICATIONS INC. Reproduced with permission
of CRAIN COMMUNMICATIONS INC in the format Textbook via Copyright Clearance Center.

“New” Media :
The Web Advertising expenditures on the Internet continue to grow dramatically, with

$23 billion spent in 2008, about 9 percent of all media spending. These are expected to

grow high single digits every year over the next few years. In fact, there is concern about

the inventory of good Web advertising space to meet the demand.*? While Web sites

themselves act as communications vehicles, the classic Web-based ad is the banner ad,
rectangular-shaped ads placed on a site above, below, or on the sides of the sites’ main
content with a “hot” link to the banner ad sponsor’s site. Initial banner ads were static -
“billboards” with text and graphics. Today, using Flash and other technologies, they can
be more exciting, with animated graphics and sound. Although “clickthrough™ rates on *
banner ads are diseppointing (less than 1 percent), a considerable body of research is
accumulating, which shows that such ads can have significant effects on the other parts of
the hierarchical model (Figure 10.7) such as awareness, attitudes, and, ultimately, brand
equity.?* Other Web advertising formats have developed that permit “pop-up” ads to
appear almost at any time as well as virtually full-screen ads. These are delivered.
dynamically as you surf the Web, as well as through direct e-mails and instant messaging. :
While these ads are annoying, they are extremely effective, Jupiter Media Metrix estimated .
that in May 2002, the Web site for X10 Wireless Technology Inc., the maker of mini
survelllance cameras, had achieved nearly 33 percent reach, meaning that about one-third
of people online that month visited the site.?* Table 10.6 displays the U.S. online
advertising spending by format for 2008 and 2009 and the projected spending for 2010.

S

Search $10,546 $10,782 $11,422

Banner ads 4,877 : 4,765 4,923
Classifieds . 3,174 2,215 2,030
Lead generation 1,683 1,521 1,628
Rich media 1,642 1,476 1,558
Video 734 1,029 1,440 _
Sponsorships . 387 313 . 316
E-mail _ 405 268 283
Total _ 23,448 22,370 - 23,600

Source: eMarketer {2009}, December 11. Reprinted with permission from eMarketer,
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Web advertising offers a level of 1nteract1v1ty that no other medium can. Some innav-
ative uses of Web-based advertising are:

s Swedish dairy products company Fjallfil created the Milko music machine, which
permits visitors to create their own videos starring a dancing cow that is the brand
symbol for Milko milk. Try it at www.fjallfil.com/index_eng.html,

a BMW has created an advertising campaign using short films directed by some
leading directors (Ang Lee, Guy Ritchie) that are available only on the Web
{www.bmwfilms.com). Since premiering in April 2001, they have been downloaded
millions of times.

» Confectionery giant Mars teamed up with Omnicom’s digital shop Agency.com to
create “Mix the Rainbow,” a Skittles banner ad and Facehook application that allows
consurners {o create their own musical interpretation of the “Skittles Rainbow.” Try it
at hitp://portfolic.ny.agency.com/clents/skittles/mix_the_rainbow/swi/index_01.html.

The hottest area of Internet advertising is what is called paid or keyword search.
Popularized by the search engine Google, the concept is very simple. Google (or the
sponsar of the Web site using paid search) gets paid every time a Web surfer clicks on a
small text ad posted next to text with particular keywords. Figure 10.11 shows a Google
page from the search words “paid search.” Ironically, every time a visitor clicks on either
of the two ads at the top (GoClick.com and pepperjamsearch.com) or the sponsored links
on the right-hand side, most of which are Google competifors, Google gets paid. The
amount of payment depends on how much the client is willing to pay Google per click.
This business accounts for 99 percent of Google’s more than $24 billion in revenues. Of
course, clickthroughs do not necessarily produce sales. Thus, some companies are tin-
kering with a model that rewards the sits host only if a product or service is purchased.

Branded entertainment A result of moze ad-skipping from digital video recorders and the
difficulty of reaching young adults, is a surge of spending on paying to place products
and services on TV shows, in movies, and in other media. About $3 billion was spent on
this kind of advertising in 2004.%5 Product placement has been around for a long time.
Fifty years ago, American TV had shows like The Colgate Comady Hour and Texaco Star
Theater. However, the number of product placements since then has grown to the point
where there were an estimated 100,000 placements on the six major TV networks in the
2004-2005 season. The most placed products on TV shows are shown in Table 10.7. The
problems with such placements include the fact that it is difficult to measure their
irpact and that the quality and popularity of the particular show or movie can affect the
brand either positively or negatively.

Influencing word-of-mouth Some companies spend liftle or nothing on conventional
advertising but instead invest in activities that will spread word-of-mouth about the
product or service. For example, the Internet-based phone service (known as voice over
Internst protocol or VOIP) has become very popular. While one of the major competitors,
Vonage, advertisas heavily, the other, Skype does not advertise at all. Skype and many
other companies rely either exclusively or partially on building word-of-mouth, which
spreads among the user population. This kind of marketing is often referred to as viral
marketing or, more commonly, as buzz marketing. While influencing users is not
normally thought of as a communications medium, companies that use virel marketing
do not just let it happen normally. They spend money attempting to create events and
ather programs to stimulate positive word-of-mauth or buzz. Skype’s viral approach is to
make the basic service (Skype user to Skype user, anywhere in the world) free. Note that
it is not just the free part that adds customers, but that it is only free if you are talking to
another Skype user. This builds additional customers through what we termed network
externalitiss (see Chapter 4). You have te pay for Skype to non-Skype service,

Up-and-comers A number of other media are too new to evaluate in terms of their
effectiveness. One of these is the use of cell phones for sending ads to users, While text
advertisements have been in use for several years, videc is being tested in the United
Kingdom. In London’s Heathrow airport, transmitters are beaming out video clips of
Range Rover’s new SUV, the Sport. To reduce customer annoyance and backlash against
the brand being advertised, the companies behind the new advertising approach first
send a text message asking if the user wants to receive the ad. A second new medium is
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Figure 10.11
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videogames. They are used primarily by 18- to 34-year-old men, and this is a valuable
market for many companies, Traditional games played in machines like Sony’s
PlayStation have producti placements embedded in the games. Online games allow
advertisers to place all forms of Web ads in the available space. “Advergames” are games
that are downloaded from the Web and built around products. For example, in 2002, the
U.S. Army created a game called “America’s Army,” covering basic training and different
missions. By 2005, it had more than 5 million registered users. Weblogs or “blogs” are
' heing used to disseminate product information. Social networking sites like Facebook are
looking to commercialize their online community. Finally, some advertisers have begun-
to use MP3 devices like the iPad for “podcasts™ touting their products.

Choosing the Specific Vehicles ' _.
The budget allocation decision within a specific medium is driven by two major factors:
a set of statistics describing each vehicle (e.g,, in terms of how many people read of
watch, the cost) and the appropriateness of the vehicle for the product being advertised. :
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Placed Ir".r.udl_icts.j’n-"l':UFS__hOWQ 20 Sepfémher‘ 200'4;18' September 2005

Coca-Cola Clas ) : 2,900
Everlast {apparel) . 1,659
Everlast (sporting equipment) 1,488
Nike (apparel) 1,464
Gatorade drinks _ 1,222
Chef Revival (apparel} 973
24 Hour Fitness Centers 332
Toyota autos;/trucks 846
Home Depot ) 843
Sierra Mist soft drink 813

Source: The New York Times (2008), October 2, p. BU-6, ® 2005 The New York Times All rights reserved. Used by permission and
protected by the Copyright Laws of the United States. The printing, copying, redistribution, or retransmission of the Material
withaut express written permission {s prohibited.

Analyzing media Trying to match target audiences to vehicles typically leads to a compari-
son of efficiency in reaching desirable audiences. An important number is cost-per-thousand
(CPM), the ratio of the unit cost to the number of thousands of total andience. CPM is a
measure of the efficiency of a vehicle; obviously, lower CPMs are better. Even more
importantly, the CPM for the target segment shows the vehicle’s efficiency for the important
group the advertiser is trying to reach, defined by the demographics the client is tazgeting,

For television, a popular counting measure is the gross rating point (GRP). The num-
ber of GRPs attained by a TV schedule is the product of the teach (the percentage of the
potential target audience that are tuned into the commercial) and the frequency (the
number of times the commercial is aired). Therefore, a cgommercial shown four times on
a show reaching 20 percent of the target audience would aitain 80 GRPs.

Ratings and circulation data {such as Arbitron’s radio audience ratings, Nielsen’s TV rat-
ings, Standard Rate and Data Services, Audit Bureau of Circulations, and Simmons’s maga-
zine audience measurements) are vital inputs to decisions and consequently are hotly
contested measures. A.C. Nielsen, in. particular, has come under fire by the TV networks for
allegedly underestimating its audiences by changing its sampling approach to households.
Smaller audience estimates mean lower advertising prices and thus decreased revenues
and profits.?® At all times, your focus should be on cost-per-thousand relevant readers, lis-
teners, or viewers (i.e., the cost-per-thousand in the target market).

Despite Nielsen’s problems, it is important to recognize that CPM or GRP may also
overstate numbers of actual ad readers or viewers, Most people do not read the many
pages of ads that fill the fronts of magazines, or study inserts in newspapers, or even stay
in the room during TV ads. Hence, adjusting total audience to likely readership or view-
ership levels is very important. This is why Nielsen has spent millions of dollars
improving its TV viewing methodology by introducing “peoplemeters” so subjects can
record when they are actually in the room viewing the TV,

One important aspect of targeting spending is product use. A number of services rate
media vehicles by product usage. Therefore, for strategies targeting heavy users of a
product, CPM can be weighted by such usage.

Another important aspect of choosing media vehicles is regional differentiation. Not only
does product usage vary by region and country, but so do features and cultural preferences.
Therefors, even though regional vehicles may cost mare in a CPM sense, it is often desirable
to focus on certain regions {especially if your share or distribution levels vary regionally)
and use somewhat different messages and media according to region or country.

Contextual fit It is important to choose vehicles that are a good fit for the product or
service being marketed. Contextuatl fit falls into two subcategories: media fit and program

Table 10.7
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"ers at a competitive CPM, does it make sense to advertise upscale products between

and ad context. The media fit issues are fairly obvious: it is difficult to demonstrate
operation of a machine on the radio, incorporate music or other sounds in print media, or
provide detailed information that will be recallsed in radio or TV ads.

A more subtle level of fit involves the context of the ad, including both the program
and other ads. Product fit involves the interaction between the praduct image and the
image of the vehicle. For example, even if professional wrestling delivers upscale view-

matches? This issus is magnified if a vehicle airs controversial topics that can lead to a
backlash or even a boycott against advertisers.

The interaction of the image of the immediate context is also relevant. For example, a
humorous ad may lose its effect if placed in the context of a comedy show or a series of
eight other humorous ads. In a serious vehicle, it may be perceived as tasteless.
Although it is impossible to control or predict exactly which other commercials will run
during a particular TV commercial break, educated guesses are both possible and recom-
mended. Competitive effects are serious when many products in the same category
advertise close together, with the result being that many consumers cannot distinguish
their claims from one another.

Duplication and wearout Depending on the advertising objective, duplication (multiple
exposures to the same ad) may be either desirable or undesirable. Apparently competing
vehicles commonly duplicate audiences. For example, a large amount of overlap ocecurs
among readers of Fortune, Forbes, and Bloomberg Businessweek. Multiple exposures of
the same ad are vsually necessary for attaining objectives. However, customers might tire
of exactly the same message fairly quickly, although evidence seems to suggest that this is
less a problem for complex messages than for simple ones. In contrast, some evidence
suggests that varying copy slightly, though somewhat expensive, slows down ad
wearout.?” Although the number of possible combinations of vehicles makes thorough
analysis difficult (though not impossible, given increased computer power), a reasonable
sense can be achieved by estimating the unduplicated audience of each vehicle and, when
reach is the objective, concentrating on vehicles with large unduplicated audiences.

Scheduling Advertising :
After selecting the appropriate vehicles, the next decision is the actual timing or sequenc-
ing of the ads. This decision is based on how your advertising objective responds to the
proposed advertising and how much decay is expected when the advertising is not pre-
sent. Three basic patterns of advertising can be used over a proscribed time period: '

1. Flighting, which alternates a burst of advertising with a period of no advertising.

2. A continuous pattern of advertising evenly distributed over the period.

3. Pulsing, or a basic level of advertising combined with regularly scheduled bursts
of advertising,

Research has not convincingly demonstrated that one spending pattern is best in meet-
ing all the advertising objectives that can be set. One well-known experimental study
found that flighting or pulsing led to a higher temporary peak in recall, whereas a con-
tinuous pattern produced higher total recall,*®

Another factor affecting advertising timing is the seasonality of the sales of the prod-
uct or service. Timing is affected strongly by the target audience. For example, retail
stores make decisions about ski equipment purchases long before consumers do.
Likewise, dealers make decisions about purchasing industrial goods long before their
customers do. In addition, issues of immediate relevance (which suggests advertising
during the buying season) and clutter (which may argue for off-season advertising) have
an impact on timing. Alternatively, for seasonal products such as cold remedies, a lead-
ing spending pattern is sometimes used that delivers messages before the majar usage
season (fall and winter) to get consumers to stock up on a brand.

In most cases, specialized media companies use sophisticated computer programs o
place ads in the most appropriate medium, within the budget allocated, and that meset
the advertiser’s objectives. A new approach for TV scheduling called media optimizing
takes advantage of the latest Nielsen TV viewing data based on its “peaplemeter” tech-
nology, which provides real-time information to companies and their media planners.
Peoplemeters attached ic TVs are turned on and off when people enter and leave the
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room and thus provide more accurate measures of actual TV viewing. The meters elec-
tronically deliver the viewing data instantly, thus providing the most up-to-date infor-
mation possible.?®

Budgeting

Because of the large amounts of money involved and the importance of advertising to
© marketers, one of the most important jobs of the marketing manager is to determine how
much to spend. Setting advertising budgets has an immediate impact on costs and
longer-term effects on sales. Consequently, advertising is just as much an investment as
R&D and new plants and equipment. Like spending on R&D, spending on advertising
has a long history and a weak record for measuring effectiveness precisely.

A crucial distinction exists between viswing advertising spending as an investment
and viewing it as an expense. Investments are expected fo generate returns over a long
period of time. Often, when advertising is viewed as an expense, the budget is cut near
the end of a quarter or fiscal year to achieve a profit target. In contrast, marketing-
oriented firms view advertising as a long-term investment in the brand.

Figure 10.12 shows examples of successful investments in brands. The two graphs
show a positive relationship between advertising investment (measured as cumulative

Figure 10.12
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Table 10.8

Best;

Walmart . 236.23
Bank of America 115,83
Kroger. Co. 82.2%
United Parcel Service 78.67
Albertson's 77.88
Worst:

Yisa International 1.06
Estee Lauder . 2.88
MasterCard International 3.38
LDreal o 3m
Schering-Plough 3.77

Source: Advertising Age (2005}, June 27, p. 5-18, Copyright 2005 by CRAIN COMMUNICATIONS INC. Reproduced with permission
of CRAIN COMMUNICATIONS INC in the format Textbook via Copyright Clearance Center.

advertising spending) and market share for the tobacco and antiulcer drug categories.
Consistent investment in advertising for products can lead to a superior market position.

However, the productivity of advertising can vary widely. One measure of productiv-
ity is sales revenues per monetary unit spent on advertising. Table 10.8 shows 2004
data from the highest 100 advertising spenders on the top five and bottom five advertis-
ers in terms of revenues per ad dollar. This ranges from a high of $236.23 for Walmart to
a low of $1.06 for Visa International. A number of factors can affect productivity
beyond the effectiveness of the advertising—the number of competitors, the degree to
which competitors are combative, product factors such as how much and what kind of
information is needed to make a purchase, the absolute level of spending which may
offer economies of scale, the allocation of marketing funds across different kinds of
programs, and others, '

In addition, the amount spent on advertising can vary between companies within an
industry, For example, in the vacuum cleaner industry, in 2004, Dyson speat $49 million
on advertising; Hoover spent $47 million; Bissell spent $22 million; and Electrolux,
Oreck, Eureka, and Dirt Devil spent under $10 million each.?® Interestingly, Dyson’ s
spending represented a quadrupling of its ad investment from 2003, which enabled it to
grab the lead in market share from Hoover. This is further support for Figure 10.12 that
there often is a relationship between ad spending and market share. In general, however,
intraindustry differences can reflect alternative emphases on advertising vs. promotion,
marketing strategies, or financial resources. For example, Apple and Microsoft spent
about the same amount of money on advertising in 2008, roughly $300 million. However,
Apple spent almost all of its budget on TV while Microsoft split its budget more evenly
over TV, print, and a substantial amount on the Internet.®!

The following are the mest commonly used methods for setting advertising budgets.

Objective and Tasl

Budgeting by advertising objectives and the tasks needed to achieve those objectives isa
logically appealing approach in that the marketing manager first determines the adver-
tising objectives to be achieved (e.g., target audience, awareness) and then chooses a
media plan to reach those goals. The sum of the costs of the media vehicles needed to -
achieve the objectives becomes a budget. In practice, the budget that results from this .
process is usually used as a starting point for negotiating within the organization, as
financial constraints and the needs of ather products become a part of the overall bud
geting process.
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Percentage of Sales

The manager using the percentage-of-sales method approaches advertising as a cost to be
borne and selects a percentage of sales, either past or expected, to devote to advertising.
This method seems to turn normal causal thinking—that advertising causes sales—aon its
head, Whether based on past or expected sales, it is clear that poorly performing brands
will subsequenily get lower budgets, lower sales, lower budgets again, and so on if one
applies this approach mindlessly, without adjusting the percentage appropriately. By
. using a percentage, the method views advertising almost as a variable cost, like raw
materials or direct labor.

Table 10.9 shows some advertising-to-sales ratios by industry for 2001, Although this
table is not meant to imply that all the companies in these indusiries use some kind of
percentage-of-sales method for setting ad budgets, the ratio for a product’s industry cate-
gory or SIC code is a useful starting point for trying to assemble a budget from scratch.
The range of the ratios is quite largs. The highest advertising-to-sales ratio is for sugar
and confectionary products (SIC 2060) at 18.1 percent; the smallest one is wholesale
computers and software (SIC 5045) at 0.1 percent.

Competitive Parity

This approach to budgeting attempts to spend at levels proportional to the competition’s
spending. One argument for the competitive parity method is based on the efficient mar-
ket hypothesis developed in finance: Firms that survive tend fo be those with more opti-
mal budgets, so the survivars’ budgets may offer an estimate of the optimal level in a
competitive market. In other words, a successful competitor may have a better idea of
how much to gpend than you do.

A useful way to implement this method is to consider share of advertising decllars
spent in the product category, also known as share of voice (SOV), rather than
absolute advertising dollars, and compare SOV to market share. Consequently, small-
share brands must usually have higher SOVs than market shares in order to rise above
the clutter and gat their messages out. Conversely, large-share brands gain economies
of scale with large advertising budgets, which enable them to purchase large blocks of
media time or space. Therefore, they can normally have SOVs lower than their market
sharss. One study found that the break-sven share level, at which SOV can be the
same as market share, is between 19 and 21 percent. Above that market share lsvel,
you can spend proportionately less on advertising; below that level, you should
spend mors.3?

- Advertising-to-Sales Ratios in. 2{"].01'--1_)3" SIC.Code -

Sugar and Confectionary Producis 2060 18.1%
Specfal Clean, Polish Preparations 2842 . 15.7
Wine, Brandy, and Brandy Spirits 2084 ' 15.6
Distilled and Blended Liquor 2085 15.1
Watches, Clocks, and Parts 3873 15.1
Computers and Software Wholesale 5045 0.1
Steel Works and Blast Furnaces 3312 0.2
Electranic Parts - 5065 0.2
Help Supply Services 7363 0.3
Auto and Home Supply Stores 5531 0.4

"Complied before the U.5. move to the NAIC system.

Source: Advartising Age (2001), September 17, p. 20. Copyright 2002 by GRAIN COMMUNICATIONS INC. Reproduced with permission
of CRAIN COMMUMICATIONS IMC in the format Textbook via Copyright Clearance Center,
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Affordability

The affordability method is the ultimate in “advertising as a cost of doing business”
thinking and is similar in spirit to the percentage-of-sales method, If you use this
method, you select an advertising budget that, together with projected sales, price, and
other costs, results in an acceptable income statement and profit level. Unfortunately,
like the percentage-of-sales method, as advertising becomes less affordable because a
brand is doing poorly, the role of advertising may becomse more important. In addition,
projected sales should be a function of the level of advertising and should, therefore,
vary with different budgets.

Experimentation
With this approach, you iy different levels of spending—either in different regions or
in more controlled settings—and monitor the results. You then use the results to
select among different advertising budgets and plans. Experimentation is increasing
in popularity and represents a step toward using a more scientific approach to setting
budgets,33

The case of the sugar substitute Equal highlights the use of experimentation for setting
advertising budgets.3* Managers for Equal used information from an IRI BehaviorScan
split-cable TV market to test alternative advertising budgets rather than testing copy as
described earlier in this chapter. When the brand was introduced, the marketing manager
tried two levels of media spending: $3.8 million and $5.7 million {extrapolated from the
BehaviorScan market ic national levels), After a 20-week test, there was no significant
difference between Equal purchasing rates by households on the two cables. Thus, the
lower spending level was chosen as being more appropriats.

Decision Calculus
Gomputerized decision support systems (DSSs) such as ADBUDG help structure budget
decisions systematicelly.®® Managers provide subjective inputs about, for example, the
sales or share impact of increasing or decreasing advertising spending by different levels
{e.g., 25 percent, 50 percent, and 100 percent). A computer program then estimates
likely customer response to various advertising spending levels and calculates the opti-
mal spending amount. Although using subjective data alone produces results that may
be hard to sell to others in the organization, DSSs that combine judgment with real data
have facilitated decision making and promise to be maore useful in the future.

Surveys of companies’ advertising budgeting practices have shown varying percent-
ages devoted to the different methods, but the top three msthods used are objective and
task, affordability, and percentage of anticipated sales.’®

Meastiring Advertising Effects

Given the amount of money spent on advertising, it is surprising how little effort is
spent assessing whether it is meeting the stated objectives. Volumes have been written
on topics such as copy-testing with focus groups and in theater settings. However, as we
discussed earlier in this chapter, these two methods tend to be used for making deci-
sions about different copy strategies rather than for post-implementation assessment.

However, given the ROl-intensive environment described in Chapter 1, companies
now are holding their advertising agencies’ “feet to the fire” in terms of better evalua-
tion of the return on advertising spending. In the United States, the Association of
National Advertisers, the American Association of Advertising Agencies, and the
Advertising Research Foundation have joined forces to create an initiative dubbed
MI4-—Measurement Initiative: Advertising, Agencies, Media, and Researchers—to focus
on -making advertising {and marketing, more generally) more accountable. The
Interpublic Group, one of the largest advertising holding groups in the world, has
formed a new business unit, the Marketing Accountability Partnership, that is devoted
to helping advertisers figure out the effectiveness of their spending.?” Some of the pop-
ular approaches to doing this are described here.

Tracking Studies
Conventional tracking studies are surveys that ask respondents two kinds of questions.
One type is “top of mind,” or, more technically, unaided recall, in which the respondent -
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is asked whether he or she can recall sesing an ad for the brand. For example, the
respondent might be asked, “Have you seen the advertising campaign that prominently
features frogs?” Uf the answer is yes, this technique follows up the question with a
request to repeat the main copy points to determine comprehension, If the respondent
indicates that the campaign is for Budweiser beer and features the frogs croaking “Bud-
weis-er,” then the campaign gets high marks. Attitudinal questions might also be asked,
The second type of survey uses aided recall; “Have you seen the Budweiser beer cam-
paign leaturing frogs croaking ‘Bud-weis-er'?” This method detects information not
actively in memory that can be important when primed at the point-of-purchase. Not
surprisingly, the numbers produced by aided recall are much larger than those produced
by unaided recail.

These studies then track the responses over time, often at constant time intervals,
using either the same sample of respondents (a panel) or a different, randomly selected
group. The manager can then view how awareness, comprehension, or interest builds,
plateaus, or never gets off the ground. Often, the percentages obtained from these studies
are also compared to norms derived from previous advertising campaigns.

If the advertising objective is more behavioral in nature, tracking studies may also fol-
low sales, inquiries, repeat purchases, or other measures over time, If the manager notes
when a new campaign starts, the measures can simply be plotted and inspected for any
movement. The major problem with this kind of tracking is similar to the problem with
using sales as an advertising goal: it is difficult to attribute movement in sales solely to
advertising, given the other aspects of the marketing mix as well as competitors’ moves.
In addition, except for sales, some of the variables tracked do not necessarily directly
link to ROL

Experimentation

In addition to its use in setting budgets and evaluating potential advertising copy, exper-
imentation as a means of assessing advertising eifectiveness has a long tradition in mar-
keting. Unfortunately, field experiments—using real producis in an actual setting—are
costly and time-consuming because they involve manipulating different levels of mar-
keting variables in different sales territories, in different stores, or to different groups of
custorners. This has to be over an extended period of time to detect any effects of the
manipulated variable. Moreover, field experiments are politically difficult from. an
organizational perspective, for although it is easy to get a regional manager to accept an
increased advertising budgst (or price cut), it is hard to obtain acceptance for a decreased
budget.

Most experiments focus on sales-related advertising objectives. A comprehensive
analysis of 389 split-cable TV experiments found that the average elasticity for new prod-
ucts (26 percent) was higher than for established products (5 percent). The researchers
also found that an examination of sucressful advertising spending tests {as opposed to
copy tests) showed that about two-thirds of the original increase pérsisted in the year
after advertising returned to normal levels and one-third persisted into the second year.
They also found that most of the increase was caused by greater purchases of the product
per housshold rather than an increase in the percentage of households that buy the prod-
uct (penetration). This suggested that the advertising reminded or encouraged consumers
to do something they were already inclined to do.%8

Objective Guarantees

Some advertising agencies, in conjunction with media in which they place ads, have be-
gun to give advertisers guarantees on achieving certain objectives. When these guaran-
teds are not met, the advertiser gets additional advertising space for free. An example is
the arrangement between the French advertising giant Publicis and the cable channel
Court TV, Court TV guarantees not only a certain number of ratings points (viewers] to
companies that advertise on. its channel but also a minimum number of “engaged” view-
ers.3® Although it is unclear what “engaged” actually means and it is not a financial
guarantee, such arrangements are closer to ensuring advertisers that they are getting
more for their money than just “eyeballs.”
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| j | Marketing-Mix Modeling: Linking Past Sales and Advertising

An approach to evaluating advertising effectiveness is to use historical data and statisti-
cal methods to estimate the relationship between advertising spending and market
response variables such as sales or market share. This is often referred to as marketing-
mix modeling. The statistical methods used are normally regression or some other
advanced econometric technique, Far example, given past levels of sales and advertis-
ing, you ¢ould use the following equation:

Sales = a + bAdv

where @ and b are unknown parameters that are estimated from the data, Although this
postulates a very simple (and probably incorrect) linear relationship betwsen sales and
advertising, the statistical significance of b tells you whether advertising spending levels
are importantly related to changes in sales over time. More sophisticated models enable
you to incorporate other marketing-mix variables besides advertising, and nonlinear
relationships permit the estimation of elasticities, competition, and interactions {e.g.,
the effects advertising might have on price sensitivity).

- A number of studies done in this tradition have yielded some generalizable results.?®
Averaging across 128 studies, it appears that the average elasticity of current advertising
on current sales is about 22 percent {i.e., a 100 percent increase in advertising leads to a
22 percent change in sales). The carryover effect (the elasticity of the impact of current
advertising on future sales) is about 47 percent, indicating that the long-run impact is
more important than its immediate effect.*!

A number of companies have created real-time systems combining marketing mix
modeling and decision calculus models. These systems take data being generated from
retail sales information, have statistical model “engines” that continucusly update
empirical links between the sales and advertising (and other marketing) spending, and
provide decision-makers with a computer interface that enables them to tinker with the
advertising spending (i.e., perform “what-ifs” in a spreadsheet] to adjust spending
according to sales response to advertising. An example is Marketing Management
Analytics (www.mma.com).

(/) Technology's Impact on Advertising

New technology is continuously being developed to deliver more creative and better-
targeted advertising. While it is impossible to predict what will succeed and what will
fail, here are a few examples of new approaches to advertising that are being tested:

a In Tokyo, Northwest Airlines (now merged with Delta Airlines) testad using
billboards on the streets and in subway stations with ads containing bar codes
that can be read by special readers on cell phones. These codes are unlacked by
snapshots taken by the phone’s camera, which then direct the phone’s Web
browser to coupons, games, or further information on the product.*?

= Time-Warner Cable Inc. tested a system using the digital cable box to target different
ads to different households. In fact, if a father and daughter are watching the same
TV show but on different TVs, they can see different commercials. 43

™ Some companies are developing new digital technologies for showing images.
Pulse (pulse3d.com) has online tools for turning a photo of any person or animal
into a lip-synched talking head for ad campaigns. Zebra Imaging (zebraimaging.com)
produces large promotional holograms that make tmages of objects or people three-
dimensional, without special glasses.44
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Executive Summary [j

Key learning points in this chapter include the following:

Underlying marketing communications decisions are theories about how
communications flow from sender to receiver.

The concept of integrated marketing communications (IMC) has become central to
the communications strategies of companies. The idea is that all communications
activities, including advertising, promeotion, and personal selling, must be coordi-
nated in order to send a consistent message {o customsrs.

There are six aspects to managing advertising (6M model of communications}:
selecting the target audience, choosing the appropriate goals for advertising to
achieve, deciding what message strategy is most appropriate for the product or
service being marketed, selecting media and developing a media plan, setting the
budget, and evaluating or measuring the effectiveness of the advertising.

New communications technologies have made the decisions about which media to
use much more complex,

Advertisers are using multiple methods to better understand whether they are
obtaining a good return on their communications spending.

Chapter Questions

1.

Integrated marketing communications (IMC) is an important concept in marketing.
What are the barriers to a marketing manager’s implementation of IMC? If IMC is
not achieved, what is the impact on the marketing strategy?

. Find two different ads: one with an emotional appeal and one with a raticnal

appeal, How would you design an advertisement for each of the two products with
the opposite appeal?

. Consider two different products: an industrial product and a consumer product,

How would the media for these products differ? What would affect the advertising
scheduling for these two products?

. Suppose that a new communications program is being developed for your school.

What would be the goals of this program? What information would you collect to
measure the effectiveness of the program?

. As noted in this chapter, although Web advertising spending has increased signifi-

‘cantly, low clickthrough rates have discouraged many companies from-expanding
their Web advertising budgets. Go to several sites with banner ads, and pick some
that you think are good and some that are not. Ignoring clickthrough, are they
effective at achieving other communications goals? Why or why not? :
Occasionally, compsnies will use media contrary to normal industry practice, For
example, a B-to-B product might he advertised on network TV and a frequently
purchased product would use no TV advertising. Under what conditions might
this happen?

3




Key Learning
Points

The purpose of this chapter
is to introduce the various

aspects of sales promotion

decision making. Key arsas
of learning are:

* How sales promotion
differs from advertising
and other modes of
communication

= The different types
of sales promotions
available to the
marketing manager

* Differences among
customer, trade, and
retailer-oriented
promotions

* Tssues in the
development of
promotional strategy
and objective-setting

= Allocating money
between advertising
and sales promotion
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Automobile manufacturers such as Ford are heavy users of promotional incentives like inexpensive
financing. ’ :
Source: David Zalubowski/AP Wide World Photos
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J,”' % eneral Motors made a dramatic turnaround in October 2000, increasing its
| IY,S. market share from 28 percent to 30 percent.! Although it should have
'\\ been a time for celebration, it was not, While sales increased, profits fell due

to generous promotional incentives such as five years of 0 percent financing,
7" costing the company about $3,000 for each car sold. GM was not alone;
DaimlerChrysler lost $534 million in its third quarter due to similar incentives,

How did promational incentives become so common in the aute industry? In the

1970s, the industry started offering them as a one-time incentive pregram as a reaction to consumer

“sticker shock” from rising car prices. These continued unabated into the 1990s, where the rationale

was to help the industry through the recession. However, by 2000, the industry recognized the hard

truth. Tt is addicted to sales promotional incentives that lower prices. DaimlerChrysler, for example,

tried to lead the industry in early 2000 by reducing such promotions, but when competitors did not
follow its lead, the company tost market share.

In 2002, the trend toward rebates continued, particularly among the “Big 3 U.S. competitors:
GM, DaimlerChrysler, and Ford. GM offered $2,000 cash back on certain models, Ford offered a
$1,000 to $1,500 loyalty “bonus” when a lease is renewed, and Chrysler was giving $2,500 cash
back on certain models. The incentives drove the companies’ marketing costs out of control. Ford's
marketing expenses as a percentage of sales rising to 16.7 pescent in the final quarter of 2001, lead
to a ~5.8 percent pretax profit margin. The promotional programs are viewed as a way to keep man-
ufacturing plants running, driving customers into car retailers and maintaining market share, albeit
at a cost to the bottom line. While these programs were seen as a necessity after 9/11, when visi-
tors to showrooms became scarce, observers were wondering if they were necessary later in 2002

In 2005, the U.S. auto companies discovered a new kind of prometional program. Traditionally, the
companies have given employees significant discounts on new cars. In 2005, Ford, General Motors,
and DaimlerChrysler's Chryster division instituted a program whereby anyone could get these employee
discounts, Although the Big 3 considered eliminating these programs in favor of everyday low pricing
with no discounts, the large rise in gasoline prices in late 2005 and the subsequent drop in sales in
SUVs possibly meant a return to the cycle of raising sticker prices and cffering significant discounts.

Fast forwarding to 2010, the U.S. auto companies are, of course, in terrible shape with Chryster now
a unit of Fiat, GM having just recently paid back its loan from the U.S. government, and Ford gamely:
continuing to operate independentty. This is due to a combination of poor historical marketing deci-
sions and the global recession, The average incentives offered by the major auto manufacturers for
July and August 2069 are shown in Table 11.1. As you can see, GM’s are in the same range {around
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sales promotion

Sales promotion is an
action-focused marketing
event whose purpose is to
have a direct impact on the
behaviar of the firm's
customers,

Source: Neslin, Scott A., Sales
Promotion, Copyright & 2002
Marketing Science Institute.
Reprinted with permission of
the author.
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Table 11.1

Chryster Group (Chrysler, Dodge, Jeep) C$3,018 $ 4,218
Ford (Ford, Lincoln, Mercury, Volvo} $ 3,182 $3.311
General Motors {Buick, Cadillac, Chevrolet, GMC, $ 3,343 $ 3,647
Hummer, Pontiac, Saab, Saturn)
Honda (Acura, Honda) $ 947 $1,281
Hyundai {Hyundai, Kia) $ 2,504 $ 3,027
Missan (Infiniti, Nissan) $ 2,620 $2.608
Toyota (Lexus, Scion, Toyota) $1,543 $ 1,310
Industry Average $ 2,475 $ 2,706

Source: Reutars,com, September 1, 2009, # 2010 Edmunds,com, Inc, Reprinted with permission,

$3,500) as they were in 2000. However, the desperation level is much greater with the company’s
survival on the line. In addition, we had the “granddaddy” of all sales incentive programs in. -
August 2009: the government-sponsored “cash-for-clunkers” program that was first tried in -
Europe. The program was so successful that the government’s initial pool of funds was quickly
exhausted and had to be replenished, ' ;

The marketing communications program most commonly invelved with boosting sales in the short -
term is sales promotion, usually just calied promotion. Foliowing is a definition of promotion:?

Sales promotion is an action-focused marketing event whose purpose is to have a direct
impact on the behavior of the firm's customers.

This definition can be broken down to shed some light on specific promotional activities and .
their purposes:

m Sales promotions are action focused. They are intended to get customers to purchase.
This is parhaps their most distinguishing feature. In addition, they normally attempt to get
customers to purchase within a limited period of time, For example, coupons are intended
to encourage customers to purchase the brand by the expiration date, '

® Promotions are marketing events. More precisely, they are discrete programs with well-
defined beginning and ending dates that offer incentives to customers to purchase or use
the product. A coupon campaign has a beginning or drop date as well as an expiration date.
Contests and sweepstakes also run over a limited peried of time. Both are considered events. °

m Sales promotions are intended to have a direct impact on behavior, As we noted in
Chapter 9, advertising usually works through a series of steps, or a hierarchy, from awareness
to purchase. Promotions work directly on behavior. As a result, there is no question about
how to evaluate the effectiveness of a promotional campaign or event: sales is almost
always the measure of effectiveness. Although coupons do affect consumers’ psychological
processas, the objective is purchase or trial, not atfitude change.

w Sales promotions influence both consumers and customers. It is important to note that
customers include both end consumers and any channel members. Thus, certain promotional
devices are appropriate for getting consumers to buy. Others, such as quantity discounts, are
targeted toward channel members, :
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OBJECTIVES
.CUSTOMER TARGET(S)
_________________ R |
_COMPETITOR TARGET(S)
. N I S :
CORE STRATEGY
4 I
IM_PLE‘!_.-‘!ENTAT!ONi MARKETING MIX
L [ o
Price | Communlcations { Product Channeis of Customer-
and Promotlon Palicy Distribution | Relationshlp

Management

Although promotion is most closely related to price and logically follows the chapter
on pricing, it is also part communications and part channels of distribution. We have
already seen from the auto industry illustration how it is a pricing mechanism. Coupons,
contests and sweepstakes, and other promotional devices not only have a pricing impact
but they communicate information about the product as well.

To see how promotions interact with channels of distribution, Figure 11.1 shows a
simplified channel structure in which the manufacturer sells to a channel (here a
retailer), which in turn sells to the final customer {the consumer}. In this situation, pro-
motion falls into three categories: :

1, Consumer promotion.
2. Promotion to the channels, or trade promotion.
3. Channel-originated promotion, or retailer promotion.

Figure 11.1

Manufacturer 1 Manufacturer 2

Customer @ .:.Charinel A ~{.~ \ _“Channel A - | Customer
Promotion | © :}(Fijiﬁlér_ AY. - _:-'-(He_'}ta_ilér-A)_-__ Promotion

Retall
Promation

Consumers <—




316  part three Marketing Decision Making

P

Customer promotion comes directly from the manufacturer, Trade promotion, in con-
trast, is directed at intermediate channels of distribution in an attempt to get them to
stock more of a product and to commit their own efforts {e.g., sales force) to move the
product through the next channel and ultimately to the consumer. Channel-originated
promotion events are run by the channe! itself, either to the next channel in the distribu-
tion chain or to final customers.

Therefore, sales promotion is related in an important way to the distribution channel
issues we will discuss in Chapter 12, where Figure 12.1 shows the value-added chain
used to develop the motivation for establishing a channe! systern, Promotion is used for
both push and pull activities and is the primary vehicle for the former. Trade or push
activities give the intermediaries incentives to carry and sell the product, whereas
consumer-oriented or pull promotion gives customers a reason to come to the point of
purchase and request the product.

For consumer-product companies that are the heaviest users of advertising and promo-
tion, there has been a significant shift over time away from media advertising toward pro-
motion. In 2008, promotion was 61 percent of the advertising/promotion budget while
media advertising was only 32 percent, and these proportions have remained relatively
constant over time.? Of the 61 percent, 24 percent was trade and 37 percent was con-
sumer promotion. This significant proportion allocated to trade promotion is due to the
increased power of the retail frade (to be discussed in Chapter 12), increased competition,
and the mature state of many of these products (which increases the need for trade pro-
motion to retain shelf space). The almost 2:1 ratio of promotion to advertising refiects the
short-term, sales-volume focus that has pervaded the industry for many years.

Although sales promotion is usually associated with consumer products, B-to-B
companjes also spend a considerable amount of money on sales promotion activities.
For example, when Microsoft launched its database software product, SQL Server 7, the
company spent hundreds of millions of dollars for short-term promotions. This included
a 50 percent discount to any customer that durnped IBM, Oracle, Sybase, or Informix
and four months of the services of one of its database experts.* .

Even though there is heavy spending on sales promotions for both consumer and
business-to-business products and services, there is considerable debate about their
sffectiveness and efficiency. For example, Procter & Gamble is attempting to reduce its
use of coupons because of their inefficiency (about 1 percent are redeemed) and costs of
printing, distribution, and processing. Similarly, H. J. Heinz is attempting to reduce its
dependence on trade-oriented promotion and make greater investments in advertising.
Many companies complain about the problems of sales promotion but find it difficult to
stop using it because customers have become used to the incentives. For example, when
Procter & Gamble announced in January 1996 that, as a test, it would end all coupons in
the upstate New York cities of Syracuse, Buffalo, and Rochester, the company encoun-
tered boycotts, public hearings, signature drives, and an antitrust suit from the state of
New York accusing it of trying o get other companies to stop couponing as well. The test
ended in April 1997. In addition, long-term studies of the effects of promotions show
that consumers become more sensitive to price and promotions and less responsive to
brand-building activities such as advertising®

'Types of Sales Promotion

Table 11,2 provides a list of specific retailer, channel, and consumer promotions.
Figure 11.2 provides some examples of coupons that have been clipped from maga-
zines or newspaper supplements. The one that is visible is a manufacturer coupon for
savings of $1 on a purchase of two packages of the promoted product. Table 11.3
shows the kinds of consumer promotional events run in the major appliance industry.
As can be seen, nearly all of the events are price oriented. These promotions are
described in further detail here. '

Consumer Promotions

_The marketing manager can choose from three different types of consumer-oriented pro-

motions. These are those that focus on price such as coupons, those that involve the
product such as free samples, and special events such as contests.
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Types cf Promotions :

1. Product based I, Product based Price cuts
A. Additional volume or bonus pack A. Free goods I1. Displays
B. Samples . B. Consignment and return III. Feature advertising
1, Central location : policy IV. Free goods
{e.g., supermarkets} I1. Price based V. Retailer coupons
2. Direct {e.g., mail} A. Buying allowances YI. Contests and premiums
3. Attachment (in- or on-pack) B. Firancial terms
4. Media placed (clip-and-send {I1. Place based
COURONS) A, Slotting allowances
II. Price based B. Display allowances
A, Sales price C. Warehousing and delivery
8. Coupons assistance
1. Central location IV. Advertising and promotion
{e.q., in-stori) based
2. Direct (mail} A, Co-op advertising
3. Attachment {in- or on-pack} B. Selling aids
4, In media C. Co-op selling
C. Refunds and rebates V. Sales based
D, Financing terms’ A. Bonuses and incentives
E. Frequent users B. Contests and prizes
IIL. Premiums
I¥. Place-based promotions (displays)
Y. Special events

Figure 11.2

Source: Xim Barber/Shutterstock
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Table 11.3 G D C R
~ Typical Promotional Events Held in the Major Appliance Industry
Buy & Try promotion offers Selected washers, dryers, Through December,
40-day money-back guarantee refrigerators, and ranges,
with appliance purchases. ’
frigidaire Frigidaire Savings Spectacular Savings Spectacular Selected  Savings Spectacular:
offers consumer rebates of Frigidaire and Frigidaire October 13-November 9,
up to $100 with selected Gallery appliances, Sweep- Sweepstakes: Through
purchases, Also, Yacation stakes Precision Wash December 31,
Sweepstakes offers 4-day/ - dishwashers,
3-night vacation getaways
to a choice of 80 resorts
with purchases,
General Flectric Bring your Kitchen To Life Bring Your Kitchen To Life Through December 1,
promo offers consumer rebatas  selected ranges, washers,
of $20 to $100 with selected dryers, microwave ovens,
purchases, Also free icemakers and dishwashers, Free
and water pitchers with icemakers/water pitchers.
purchases of selected 12 refrigerators, Finance
refrigerators. GECAF offers no offer, Selected GE and GE
payments, no finance charges Profile appliances.
until April 1957 on appliance
purchases.
Kitchenaid Cash-back offers with laundry Cash back. Selected laundry Cash-Back: November 24-
appliance purchases, also, appliances. Finance offer. December 28. Finance offer:
6-month, zere-percent Selected dishwashers and ~ Movember 3-December 14,
financing on selected compactors, '
purchases,
Maytag Free icemakers offered with Free icemaker. Refrigerator Free icamaker: Through
purchases of two refrigerator medels RTB1900 and December 15. Rebate:
models. Also, consumer rebates  RTDZ2100. Rebate selacted Through September 30.
of $20-$100 on selected dishwashers and
appbiances, refrigerators.
Whirtpool Censumear rebates of Selected washers, dryers, Rebates: November 24-
$20-430 with appliance and dishwashers. Finance December 28, Finance offer:
purchases. Also, 6-month, offer, Selected fraestanding November 3-November 14.
zero-percent financing with gas and electric ranges and :
purchases of selected over-the-range microwave
cooking apphiances, overs,
Source: Tivice (1996}, October 7, p, 23, Used by permission, courtesy of TWICE.
Price-Oriented Promotions
couponing The dominant form of price-oriented promotion is couponing, The first coupon, an
a price-oriented promotion that offer for a free glass of Coca-Cola, was distributed in the mid-1890s. In 2007, companies
offers a discount off the price distributed $201 billion worth of coupons in the United States.® Unfortunately, as

of a product and is accompanied 1. earlier, only 1 percent were redeemed. However, their use is widespread because
by a physical or electronic

document indicating the amount 9% Percent of all U.S. households report using a grocery coupon or some other coupon

of the discount targeted toward supermarket products.” This high number has clearly been aided by the
economic recession. In addition, most coupon usage is from a small percentage of U.S.
households. One report indicates that 81 percent of the units purchased using manufac-
turer coupons came from just 18 percent of U.S. households over a six-month period in
2009.% As shown in Table 11.4, coupons are delivered to houssholds in a variety of
ways including mail, in newspaper and magazine advertisements, in the stores at the
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T Table 11.4
Where Coupans are Distributed
Free-standing inserts 88.1%
Handouts 4.7
Direct mail 2.2
Magazines 2.1
Newspapers 1.2
In/On-pack 1.2
Internet . 0.4

Source: Patricia Odell (2008), “Dishing Cut Discounts,” Promo Mag

point-of-purchase, on or in the packages, at the checkout counter, and electronically
via the Internet. However, the largest distributicn chanmnel for coupons is by far free-
standing inserts (FSIs), which aceounted for 88 percent of all coupons delivered in
2008. A popular way to deliver FSIs is in Sunday newspapers. Many people just shake
them out of the paper, but many others clip them religiously. The coupons shown in
Figure 11.2 ars from an FSL

Although not used much yet, new coupon distribution methods are being developed

based on new technologies. For example, the widespread diffusion of smartphones such
as the BlackBerry and iPhone with wireless and Web capabilities have led to testing of
coupon delivery via text messages. Two companies experimenting with this approach
are Walmart’s Sam'’s Club chain and JCPenney.® One application is to deliver a bar code
which can be scanned at point-of-purchase. '
With their high cost and a 1 percent redemption rate, why do marketets use coupons
s0 heavily? There are two main reasons. First, coupons are an effective way to targst dis-
counts and other incentives to households that are particularly semsitive to price.
Depending on how they are delivered, coupons permit marketing managers to price-
discriminate, that is, charge different prices to different households. For example, by
combining a computer database of purchase histories with a direct-znail program, mar-
keters can target price-sensitive households. As any basic textbook in microeconomics
shows, if consumer segments differ in price sensitivity, profits are maximized by charg-
ing high (regular retail) prices to price-insensitive customers and lower prices to price-
sensitive customers, Second, coupons are flexible in that they can achieve different
kinds of goals. Some, like the coupons shown in Figure 11.2, are simply discounts off
regular price, Some discounts apply io larger sizes than the consumer normally buys.
Some focus on product trial and repeat. More details about the many ways consumesrs
obtain and use coupons are shown in Table 11.5.

E-coupons delivered through the web have become popular, People who surf the Web
“clip” {print out) Web coupons from sites such as thecouponclippers.com, coolsavings.
com, and coupondispatch.com. Virtual coupons have a much higher redemption rate
than those delivered in the old-fashioned way, as high as 13 percent.!® However, they
are less than 1 percent of all coupons delivered. Nearly 57 percent of those who click
on them or receive them via e-mail redeem them. Even using more conservative redemp-
tion estimates, the resulting promotional costs per product seld are less than half of
those using offline distribution methods,*! The four most popular product categories for
e-coupons are groceries, boaks, health, and music.

There are also several drawbacks to coupeons. First, because they are so common,
there is no way to gain a competitive advantage using a coupon program. In fact, many
product categories are characterized by the prisoner’s dilemma described in Chapter 6.
No competitor will reduce the amount of couponing for fear of a precipitous drop in
market share. Second, the response rates are very low, so the expense per redemption is
high. Third, there is considerable potential for fraud, ranging from counterfeiting to
misredemption (merchants may intentionally or mistakenly take a coupon for the wrong
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Table 11.5

." ;oupoﬁ Diﬁtn’butﬁib'ﬁ and Obj_ecﬁves__

Media distributed
Free-standing insert. A leaflet of coupons for various products that can be inserted into a (usually Sunday) newspaper,

Run-of-press (ROF) newspaper, Coupons that appear on the actual pages of newspapers rather than heing inserted
as a separate page or section. Often these coupons appear in-an advertisement for a brand (these are called in-ad
coupons).

Sunday supplements. Coupons that appear on the pages of a newspaper Sunday supplement magazine such as
Parade and Family Weekly.

Magazine. Coupons that appear in magazines other than Sunday supplements, such as Good Housekeeping, The
coupons can be actually on a page, or attached using special tip-in or pop-up cards.

Direct mail. Coupons are mailed directly to consumers using the U.S. Postal Service. One mailing usually includes
several coupons from various manufacturers, although much more expensive solo mailings are possible.

| Package
On-package, The coupon appears on the outside of the package and can be used for a subsequent purchase.

Instantly redeemable. The coupon is on the outside of the package and can be removed easily and used on the
current purchase,

In-package. The coupen is inside the package and can be used for a subsequent purchase, -

Cross-ruff. The coupon is for anather brand, manufactured by the same or a different firm, The coupon itself can
be in- or on-package. '

Retailer distributed

Retailer coupons. Coupons distributed by the retailer rather than the manufacturer. The coupons can be
distributed by ROP newspaper, included in “Best Food Day” dirculars, or handed aut in the store.

Coupon-dispensing machines, Manufacturer coupens are distributed by a machine located in the store,
The machine displays which coupons are available and the shopper specifies which coupons he or she wants.

Attract new triers Gain in-store Reinforce or enhance Preempt the

Attract brand switchers promotional support print media advertising " competition

Increase category Increase distribution Synergue. w1tAh other Price discriminata
consumption Motivate the sales force marketing instruments Cushion a price increase

Maintain or enhance More directly control Reach the appropriate
repaat purchase rages retzil price target group

Defend market share _ : Grain trial for another

product

Sotrce: Robert C. Blattberg and Scott A. Nestin (1989), “Sales Promotion: The Long and the Short of It,” Markebing Letters,
1 (Dacember), pp. 266, 269; with kind permission from Springer Science and Business Madia,

brand). For example, the CEO of one coupon clearinghouse (companies that do the
coupon redemptions for supermarkets and obtain the maney from manufacturers) has
been indicted on charges of cheating companies out of $250 million.??

Manufacturers run many other price-oriented promotions. These include price, _-
value, or bonus packs, which may offer larger sizes for the same price as a smaller size,
or two-for-one kinds of promotions in which the products are shrink-wrapped together
Refunds or money-back offers allow customers to get money back with proof of pur-
chase. Not only automobile manufacturers but consumer durable manufacturers use -
these kinds of programs extensively. They are called rebates in many cases and offer
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© substantial discounts from the normal retail price. Sometimes, these durable goods
" companies couch the discount in financing terms such as “no payments for 12 months”
~ or simply lower financing rates. Even financial institutions provide such price-criented
. deals to customers through special low-interest loans or reduced customer equity require-
- ments. In‘store discounts are also frequent and are promoted in end-of-aisle displays,

shelf “talkers” (price signs posted on the shelf), instant pull-off coupons, and a variety of
- other ways. _

Price-oriented promotions are obviously effeciive ways of motivating customers to
~ buy your brand. However, such promotions may have negative effects on consumer
behavior. First, price promotions can dilute brand equity because it is difficult to use
advertising or other communications to trumpet the quality of your brand while you are
discounting it. Second, product categories with frequent price promotions lead cus-
tomers to be more price-sensitive. For exarnple, 2009 data show that in the frozen bagél
category, nearly 30 percent of all purchases were made using some kind of price promo-
tion.'* A third problem we have seen with the auto industry illustration is that cus-
tomers become accustomed to manufacturer deals and time their purchases to coincide
with them. The astute car buyer knows that it is only a matter of time before almost any
manufacturer starts to offer incentives—instead of buying now, why not wait?

/. .
|rl' B3

Appﬂﬁcaftﬁmﬂ Vaiassis

One of the largest companies behind the FS1 coupon distribution method is Valassis. Its revenues
during 2008 were $2.2 billion. The company derives its revenues from selling space in the FSls to
the leading packaged-goods companies (see Figure 11.2 for an exampie). The company’s
founder, George Valassis, invented FSls in 1972, and they quickly became popular because they
enabled companies to target custorners with coupons by city and, eventually, by neighborhood.

Although this seems like old-fashioned technology, the company uses modem database mar-
keting tools io Detter target the ads. By capturing detailed coupon redemption and loyalty-card
data from supermarkets (whose loyalty programs are managed using Valassis software), the
shopping habits of 38 milion households can be tracked. This allows the company to identify hot
consumption areas for products and then provide manufacturers with that information so highly
targeted coupon programs can be developed. Figure 11.2 provides an illustration of a Valassis-
distributed FSI. In many geographic markets, Valassis is shifting from newspaper-celivered FSls
to direct mail due to the decline in circulation of many newspapers in major geographic markets
iike Los Angeles and Detroit.

Product-Oriented Promotions .

Product-oriented promotions give away either the product itself or a
closely related product. Giving away the product free is called
sampling. Sampling is clearly useful when a new product or brand is
being introduced. Free samples are delivered to the home via the
mail or delivery, in supermarksts, and on the street. Not anly are gro-
cery items sampled, but computer hardware and software companies
often give free copies of their products to select customers as beta test
sites to eliminate any bugs in the software or other product prolilems
and stimulate early word-of-mouth. For example, Oracle was so
interested in getting into the customer relationship management
(CRM) business that it offered some of its sales force free contact soft-
ware. Drug companiss spend a substaniial amount of money in fres
samples to physicians, In the cholesterol-reduction category in 2001,
Pfizer spent $171.5 million on sampling programs for Lipitor, Merck
spent $85.5 million on Zocor, and Bristol-Myers Squibb spent $76
million on Pravachol.1* Overall, drug companies spent $18 billion on
free samples to doctors in 2008, Services use sampling extensively.
For example, the Web-based DVD rental company Netflix inserts free
trial certificates in new DVD players. Amazon allows potential CD
buyers to listen to free samples of songs. Most large consumer foad
companies like McDonald’s, Dunkin’ Donuts, Starbucks, and Coca-

product-oriented promotions
consumer promotions that give
away the product itself or a
closely related product

sampling

a product-orientad promotion in
which a product is given away
for free

Sampling is particularly effective
in gaining recommendations for
new prescription drugs.

Source: Chip £ast/CORBIS-NY

Cola use sampling programs extensively.
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Figure 11.3
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Sampling has the obvious benefit of stimulating product trial because it gives the cus-
tomer the opportunity to try the product free. A survey has shown that sampling is much
more effective than coupons, advertising, and games or contests in helping consumers
evaluate products.® However, it does have some serious shortcomings. First, sampling
is obviously very expensive (however, small trial packs may be sold at cost to afford the
company some revenue). Second, a sampling program may not target the right potential
customers. Paople wha distribute free samples are not discriminating about who receives
them. This is particularly a problem for tobacce companies because trial packs could be
given illegally to teenagers under 18 years old.

As is the case with coupons, free goods available as samples can be obtained through -
the web. Some sites that offer samples are:

u TheFreeSite.com (see Figure 11.3),

® Free-samples.com.
» Freecenter.com.

While this is fun for consumers and some paying customers could be created this way,
the problems for the companies are that many people who are not in the target market -
for the samples are obtaining the merchandise and the kind of customer drawn to these
sites does not want to pay for the product.

(@ Application| Lcafe

The Lcafe looks like any other fashionable and trendy café in Tokyo's Shibuya district,’® Although
the usual tood and drink is servéd, the café has a side purpose; introducing new products to
affluent and Influential young Japanese women.
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It's called a marketing café; Sample Lab Ltd, opened the café to reach Japanese women in
. their 20s and 30s with information about and samples of new products. The idea is that once a
- woman tries and likes a new product, she will spread word-of-rmouth and influence other women
to buy. The women have to-register via mohile phone and provide some personal informaticn
such as age and marita! status. Once they are registered, the women earn tokens by purchasing
food and drink. The.tokens can then be redeemed at a “sample bar,” where they get free sam-
plas of products such as a new vitamin-infused drink, skincare products, or a pretzel stick that
comes Iin different flavors. White men are not prohibited, they are not allowed in the after-
midnight hours (it is open until 4;30 a.m.) called “Cinderetla Time.” The company has plans to
expand the Lcafe concept to other major Japanese cities including Yokohama, Nagoya, and
Osaka and perhaps even internationally,

A second kind of product-oriented promotion is premiums. These might be free mer- premiums
chandise provided with the purchase (e.g., the toy in a Cracker Jack box) or some free or  a product-orientad promotion in
reduced-price item for which the buyer has to send proof-of-purchase, with or without ~Which free merchandise is
money. Some of these promotions are quite elaborate. The soft-drink brand Mountain pm“c}fd mmgpué:hae_.e or
Dew sponsored a promotion focused on teenagers that oifered a pager and free service ?:E:dee:vzzf:blgcs "price ftem
for 12 months with a certain number of labels from two-liter bottles. The company then
paged the customers with a number they could call for reduced prices on a variety of
teen-oriented merchandise sold by other vendors. These kinds of promotional programs
are popular but have low response rates and uncertain impact on sales, In addition, in a
world increasingly populated by such promotional events, it is becoming more difficult
to find unique concepts. Fulfillment can sometimes be a problem. Procter & Gamble ran i
a repeat-purchase-oriented promotion for its Pampers brand of disposable diapers,
where parents obtained points from each purchase redeemable for Fisher-Price toys.
Unfortunately, too many parents participated and the company ran out of the toys. This
angered many customers, some of whom subsequently switched to Kimberly-Clark’s
Huggies. The fact that the snafu was widely publicized possibly hurt the brand more
than the promotion helped.!”

(3 Application| MeDonald’s

In April 2002, McDonald's staried a promation featuring the Madame Alexander doll, the most ;
expensive toy in the history of the Happy Meal.'® Little girls who ate at McDonald's received the :
toy, a miniature version of the eight-inch dell that sold for $50 or more at FAO Schwartz and '
Neiman Marcus. For $1.99, girls received a burger, fries, and a drink, plus a 4%/4-inch doll that
was available in eight characters including Little Red Riding Hood, Peter Pan, and others. Boys
received a Matchbox class car that retailed for as litile as $1.2%. '

What was interesting about this promction was that the company offered a bstter toy in the
girls’ version of the Happy Meal in order to attract thermn over the long term. The most loyal and
heaviest consuming group of McDonald's customers is young men. However, the company has
had problems retaining girls. The data show that 45 percent of 6- to 8-year-old girls say
McDonald's is their favorite restaurant, while only 22 percent of 9- to 11-year-cids say that. On
the other hand, 47 percent of 6- to 8-year-old boys prefer McOonald's to other hamburger
chains; the number drops only to 37 percent in the 9- to 11-year-old group. The doll promotion
was part of an overall push by the company to target young females and include changes to
the menu.

Special Events .

Contests and sweepstakes fall into this category of promotions. Every year, Publishers’
Clearing House runs a sweepstakes in which the product being sold is magazine sub-
scriptions but the main enticement is the opportunity to win a million dollars. Contests -
involve competition among consumers (e.g., the first customer to name a song after hear-
ing a few seconds of it on the radic wins a prize). These activities obviously create .
excitement and may get some new customers to try your brand. However, the response _ :
rate to these promotions is often low and they usually do not attract large numbers of
entries. In addition, sweepstakes have a bad image because many consumers are suspi-
cious about the prizes actually being awarded (by law, consumers can obtain a list of the
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trade promotions

sales promotions oriented
toward the channels of
distribution in an effort to

get the channels to carry and
promeote the product, often
including devices such as sales
contests, quantity discounts,
and training programs

market development funding

any money a company spends
to help channel members sell

their products

Slotting allowances are effective
at gaining retail shelf space,
particularly for areas like the
freezer display in supermarkets,
which have limited capacity.

Source: Martin Diebel/Getty Images,
Inc.—Liaison

. movies are usually accompanied by merchandising involving toys at fast-food chains,

winners) and whether they have a chance to win even if they do not buy the product.
(by law, they do}.

Other special promotions are tie-ins to sports events and movies. Corporate sponsar-
ships of tennis and golf tournaments, car races, and other events provide not only cor-
munications opportunities but also merchandise giveaways (i.e., sampling}. Blockbuster

Such promotions stimulate interest in the movies and sales at the retailer or restaurant.

More and more companies are using events and sampling simultaneously to create
word-of-mouth or “buzz” about their brands. The companies employ people in the target
audience to make contact with other targets and encourage them to talk fo their peers. As
an example, when Ford introduced the Focus, the company recruited some people it
considered to be trendsetters in a few markets and gave them free use of the car for six
months, Other than the free use of the Focus, the recruits falked up the car and handed
out Focus-themed trinkets ta anyone expressing an interest.'®

Trade Promotions

Like customer-oriented pramotions, trade promotions, or incentives offered to the mem-
bers of the channel system, can also be divided inte groups based on their characteristics,

Product-based promotions inctude free goods and generous return policies. Return
policies allow the channel to return unsold merchandise for a full or partial refund,
raducing the risk of carrying the product.

Price deals include various velume discounts and allowances, as well as financing
terms such as a long period of time before payment is due or below-market interest rates.
The most commeonly used trade promotions are off-invoice allowances. The purpose of
an off-invoice allowance is to give the channel member a discount on orders for a fixed
period of time. Sometimes there is a performance requirement in which the channel
member must sell a certain amount of the product during the promotion. Another vari-
ant of the allowance form of promotion is count/recount, which provides an allowance
based on sales and is therefore given after the promotion period rather than before.

Place-based allowances are especially important for consumer packaged-goods com-
panies. Often, the money a company spends to help the channel members sell its prod-
ucts is called market development funding. Display allowances compensate retailers for
prominently displaying and promoting goods. An excellent example of a very effective
sales tool is the egg-shaped display for L'Eggs hosiery. Another example is the efforts by
Zenith to help sell digital video disc (DVD) players. Zenith arranged a countertop mer-
chandising display stocked with two copies of six DVD movies at cost ($199) to demon-
strate the video quality of the machines.

The largest amount of market development funds is spent on slotting allowances,
which are payments to store chains for placing a product on a shelf. These have become
increasingly important as power
has shified from manufacturers o
retailers. About $60 billion per year
is spent on these promotions.
Slotting fees, charged to manufac-
turers, have reduced the number of
competitors in many product cate-
gories and have been particularly
hard on small companies, for
which the fees, up io $25,000 per
item per chain, can become prohib-
itive. The retailers claim that the
slotting allowances are risk pay-
ments for new products: because
most new products fail, the pay-
ments compensate the retailers for
their low sales.?’

Prior to 2002, it was impossible
to know how much money compa-.
nies were spending on slotting:
allowances, because the amounts
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were bundled into other expenses subtracted from gross sales. However, a change in U.5.
accounting practices in 2002 provided a one-time opportunity to see how much money
companies were spending on slotting allowances, as they had to take a charge on earnings.
The results were pretty startling. For example, Kraft spent $4.6 billion or 14 percent of
sales, PepsiCo $3.4 billion or 13 percent of sales, and Kellogg $1.3 billion or 15 percent of
sales on slotting allowances.?! Unfortunately, companies have not had to permanently
break out slotting fess on their financial statements, which will make it very difficult to get
good numbers on how much is being spent on this type of trade promotion in the future.

Companies often provide cooperative advertising money to retailers. In this arrange-
ment, the company and the retailer share the expense of the retailer advertising the com-
pany’s products in the local market, The retailer sends the company tearsheets of the
print ads or the tapes of TV and radio ads to prove that the advertising was actually run,
and the company reimburses the retailer for a percentage of the expense. The most com-
mon arrangement is a 50-50 sharing and the second most common is the company
paying 100 percent of the local expense. These two arrangements account for about
95 percent of all co-op contracts.?®

Finally, there are sales-based incentives, such as bonuses to the channel for meeting or
sxceeding a quota. Sales incentives can also take the more controversial (and in some cases,
forbidden) form of direct prizes or bonuses (sometimes called “spiffs” or “push money”) to
the channel’s sales force. The problem with spiffs is that the salesperson’s financial inter-
ests in selling a particular brand or model can outweigh the customer’s needs.

Of all of the trade promotions mentioned, price-based ones carry the most risk to the
company. In some cases, a company running a price-based promeotion gives an incentive
to the retailer to carry the product but also would like the retailer to pass some or all of
the savings along to the end-customer (the amount a retailer passes along to the customer
is called the pass-through). By law, the company cannot force the retailer to do this.
Therefore, in many instances price-criented promotions simply result in the retailer or
distributor “forward buying,” or stocking up on the product at a discount while the pro-
motion is running and then selling the inventory at the regular price. The company gains
sales at the time the promotion is run, but this bump in the sales curve is temporary
because the channel must sell the inventory eventually, resulting in lower sales by the
company later. Only if the promotion has long-term effects (i.e., if a customer switches
because of the promotion and continues to buy the brand) will the company be better off.

(B Application| Clorox

Just as consumers and companies have become addicted to prometions in the automobile
industry, retailers and distributors in packaged goods have grown accustomed fo receiving
trade promoiion money and manufacturers to giving it.

The Glad family of products was purchased by Clorox from First Brands in 1998.% Under its
former management, Glad received little media advertising support but heavy trade prometion
and couponing. Clorox managers felt that the brand could be revitalized with an increased
emphasis on advertising and a reduction in trade promotion. The company commissioned its
advertising agency to create a new campaign that would remind consumers of the classic
“Don't Get Mad, Get Glad” campaign that had been developed in the 1970s. Along with new ad-
vertising and increased spending, Clorox added new praducts to the Glad line, including a
“Stand-and-Pour” freezer bag and an “Odor Shield” garbage bag.

In 1399 and again in early 2000, Clorox cut trade promotlon doliars for Glad to compensate
for rising materials costs. However, competitors did not follow its lead. As a result, retallers
reacted by withdrawing merchandising support, and Glad sales dropped precipitously. By
October 2000, Glad's sales were down 10,3 pereent in trash bags, down 10.6 percent in food-
storage bags, and down 23.2 percent in lawn and leaf bags. Clorox finally decided to restore the
trade promotion and couponing money while keeping the new ad budget. ’

Retailer Promotions

Through retailer promotions, retailers often provide direct incentive to customers to
buy, Most of these are simply the retail version of either the customer or channel promo-
tions described previously. For example, a retailer can provide its own coupons or price
reductions (see Figure 11.1). In addition, retailers have embraced loyalty or continnity

retailer promotions
short-term financial incentives
to purchase provided by retail
channel members
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End of aisle displays or endcaps
are a popular form of retail
promation.

Source; David Young-Wolff/
PhoioEdit Inc.

point-of-purchase (POP)
advertising

a form of retailer promotion that
includes information related
displays and other company-
paid advertising inside the store

programs designed to get customers to be stare loyal.
For example, some price reductions are available only
to holders of Price Chopper’s Diamond Value Card,
The customer’s card is scanned in after the groceries
have been scanned and the customer receives the
discounts (in addition to any coupon discounts} on
the spot. )

Another form of retailer promotion is the special
display. There are four general types of displays, End-
of-aisle displays, or endcaps, are popular and may
feature an.accompanying price cut. Displays in the
fromt of the store are seen as the customer enters,
Some displays are in the store aisles themselves. A
fourth kind is a shelf “talker,” a sign hanging on the
shelf with information, usually about a special price.
These special displays and other company-paid ad-
vertisements inside the store (e.g., announcements for
contests and sweepstakes, information about recipes,
etc.) are called point-of-purchase (POP) advertising.

Like the price-oriented promotions run by compa-
nies, retatler promotions can be effective in getting
customers to increase their purchase quantities,
switch brands, and change their purchase timing. Of
course, retailers are focused more on their own stores than on the company’s brands,
and company-distributed coupons can be redeemed at any retailer. However, these pro-
motions have the same drawbacks as any price promotion. Although volume is generally
increased, brand names can be diluted, brand loyalty eroded, and price sensitivity
increased.

Although retailer promotions are effective, some grocery stores are beginning to
reduce them because they are finding that busy consumers are less willing to spend time
searching for deals in different stores. As a result, they are resorting to an EDLP (every-
day low pricing} strategy. This is also an attempt o be more competitive with Walmart
and other stores that reduced prices during the recession.,

Promotion Strategy, Objectives, and Evaluation

Promotion decisions involve strategic considerations in terms of when it is and is not
appropriate to use them. In addition, marketing managers should set objectives for pro-
motional programs and, based on those objectives, evaluate whether or not the promo-
tional program achieved the stated goals. These considerations hold for both customer
and trade promotion.

Customer-Oriented Promotions

Strategic Issues :
Because of the short-run nature of customer-oriented promotions and some of their prob-
lems (particularly those of price promotions), it may not be in a company’s hest interest
to engage in heavy customer promotion spending. When a new product is being
launched, customer-oriented promotions are critical to creating awareness and gaining
customer trial, and are thus very valuable. Promotions for existing products have hesn
found to have a large impact on sales and other abjectives, but most evidence shows that
these effects are temporary and are lost when a competitor retaliates with an in-kind
promotion. _

The promotion dilemma is similar to the prisoner’s dilemma discussed in Chapter 6.
If category sales are fixed—that is, if marketing expenditures do not increase primary
demand and, in the short run, dropping expenditures does not cause demand to decrease
to the benefit of other product categories—and marketing managers are interested in’
profits and margins rather than market share, all companies are obviously better off at a.
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low level of expenditure. However, short of collusion (which is illegal in the United

" States), cooperation is risky. As a result, because each participant is wary of losing mar-
ket share, category promotional expenditures remain high. As a result, managers should
approach the use of price promotions with caution and an understanding of the costs as
well as the benefits.

Objectives

As we noted earlier, promation typically takes the short-run view. Even when the mar-
keting manager has longer-term interests such as a sustained increase in market share,
the operational objective of most promotions is {o generate an immediate increase in
sales. Table 11.6 shows some goals that are particularly relevant for prometion.

For example, if awareness is a problem, a company can run a promotion such as a
game or sweepstakes designed to increase awareness of a product rather than to increase
immediate sales. Similarly, a company can run & tie-in promation (e.g., with a movie)
that may improve brand image in addition to raising current sales. However, such

~ relationship-building motives account for only a small percentage of promotion money
spent.

By far the most common objective of a consumer promotion is a short-run transac-
tional goal. The objective is usually stated in specific terms, such as “to increase sales 20
percent in the March—April time period.” This statement should be qualified in two
ways. First, you need to specify from what level sales should increase. Second, you must
select the target customer. You can focus on getting current customers to buy more vol-
ume (expanding the market through a market penetration strategy), capturing occasional
but not loyal customers {improving share of customer’s wallet), or generating sales from
current noncustomers (market penetration if customers are diverted from the competi-
tion or market development if they are new customers to the category). Many promo-
tions focus on current customers, attempting to get them to buy more through a volume
discount, to be more loyal (using coupons or frequent-user programs), or to accelerate
their purchases and buy soon (rebate-type promotions).

Aftracting occasional customers, typically through temporary price cuts such as
coupons and rebates, is effective but also expensive. This expense not only produces
lower margins on the sales to occasional customers, but may also lower margins on sales
that would have been made in the absence of the promotion te occasional or regular cus-
{omers. As a result, a major concern is how to target promotions to competitors’ cus-
tomers alone.?* Promotions to noncustomers ars generally used when a product is new
(or “new and improved”) or when there is a need to induce brand switching, as when
the brand of interest has low market share. For example, Pepsi might run a promotion
where consumers receive a coupon for its brand when Coke is purchased. Promotions

Table 11.6

I. Short-run (transactional}

A. Current customers
1. Buy more
2. Buy more often
3. Buy now
B. Occasional customers (brand switchers)
1. Capture next purchase

C. Moncustomers
1. Trial

I1. Long-tun (relationship building)
A, Awareness enhancement
B. Image enhancement
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Figure 11.4

can be effective devices for generating such trial behavior. In a sense, targeting noncus-
tomers implies a long-run, relationship-building objective, not the usual short-term
objective. However, most marketing managers will accept a short-term gain in switching
and hope that preduct satisfaction leads to more purchases down the road.

Evaluating Customer Promotions _
As we have emphasized earlier in this book, marketing managers are becoming more
accountable for their expenditures because senior managers are demanding accountability
for this money in terms of return on investment. In the trade promotion area, for example,
Nestlé is demending accountability from retail stores that take $80 billion annually from
all companies. The company plans to enforce new minimum-performance requirements
that retailers must meet to receive promotional funds that were given away freely in the
past. The move by Nestlé is similar to those made by Kraft Foods and Hershey Foods.?
The most appropriate way to evaluate promotions is to develop measures consistent

~with the objectives that they are supposed to attain, A price promotion that increases

sales 30 percent but fails to attract a substantial number of new customers may be a
failure, because it mainly rewarded existing customers when the goal was to abtain
new ones.

The easiest approach to evaluating customer promotions is to look at the incremental
results of the variable that has been set as the promotion’s goal. This method provides a
useful starting point, but may lead to an overestimate of the benefit of promotion as it
ignores both where the sales come from and the long-run benefit of promotion.

A standard approach to measuring the impact of a sales promotion is tracking the
before-and-after results. Assuming a sales objective for the promotion, Figure 11.4 shows
a typical tracking study, with point A on the horizontal axis representing the time when
the promotion (e.g., a coupon drop) is given to end-customers. Tracking studies such as
these are common because the effects of a sales promotion often show up guickly. .

Unfortunately, marketing managers tend to look at the shaded area above point A in
Figure 11.4 as the only measure of the impact of the promotion. This kind of simplistic
analysis has several problemae:

m The gain could be offset by the dip at point B, representing the possibility that
consumers have merely increased their home inventories and will not need to buy
again soon.

m The gain must be compared to a base amount—the amount of sales that would have
been generated had the promotion not run. This baseline is difficult 1o calculate
because it can change depending on iime of year, competitive conditions, and other
factors. '

® The analysis does not account for other factors in the marketplace such as advertis-
ing and other promotions run simultaneously, sponsored by both the product in
question and the competition.

Sales
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Thus, although the return-on-investment of promotions are easier to analyze than
advertising, there are still complicating factors.

Sales increases from customer-oriented promotions may reflect accelerated purchases
by loyal buyers (who would have bought the brand anyway) rather than new sales vol-
“ume from brand switchers. One approach to evalnating coupon promotions, for example,
looks at purchase acceleration and brand switching as well as the impact of consumer
promotions an regular purchasing.’® A coupon can have several incremental impacts in
the period in which the program is launched:

» Accelerated regular purchases. Regular buyers of the brand simply buy socner.

s Accelerated captured purchases. Purchasers who would not have bought at
the timme or bought the promoted brand are persuaded by the promotion to
do both,

8 Unaccelerated regular purchases. Regular buyers use the coupon as a “bonus”
Price cut.

» Unaccelerated captured purchases. Purchasers of other brands switch to the
promoted brand because of the promation.

Obviously, accelerated and unaccelerated captured purchases are pluses for the market-
ing manager because they are new business. However, for unaccelerated regular pur-
chases, the amount of the coupon (plus redemption costs) comes out of revenues.
Accelerated regular purchases are potentially but not necessarily negative. If subsequent
sales are depressed as a result of increased inventory, there is no benefit except for a slight
time value of money advantage. If most of the purchases fall in this category, it would
explain the post-promotion dip found in Figure 11,4. One possible benefit of promotion is
that captured buyers will remain loyal and purchase the promoted brand again later. It is
also possible that purchase quantity could increase if the coupon was focused on larger
package sizes. In any svent, the point is that in evaluating such a program’s effectivensss,
it is necessary to estimate both the overall magnitude of the impact {i.e., sales} and the
source of the additional sales.

Trade Promotion

Strategic Issues

As we noted earlier in this chapter, trade promotion is the largest part of the advertising/
promotion budget. Most firms feel that such promotion expense is simply a cost of doing
business. However, given its high cost, it is useful to approach trade promotion from a
strategic perspective, with some ideas about when it may or may not be useful.

Such a framework is shown in Figure 11.5. The two axes of the figure are the hold-
ing costs to the channel member (i.e., how much it costs the channel member to hold
inventory) and the promotional elasticity of the end-customers. When holding costs
and price elasticity are high, the manager should use trade deals. This is because the
channel member will not want to keep a large inveniory and the deal gives the member
an incentive to stock the product. Given the price elasticity, the channel member will
pass the savings on to customers to help clear the inventory. Paper products, soft
drinks, and personal computers fit this cell. The lower-right-hand cell is straightfor-
ward. There is no incentive to trade deal when the channel member will simply for-
ward buy to build inventory at a low cost and the customers are not interested in price
promotions, so there will be no pass-through of the savings. An example of this kind of
product is laxatives. Products with high holding costs and low price elasticities also
should not have much trade promotion. It is clear that neither the channel member nor
the company has an incentive in this cell. Produce items such as cheese, lettuce, and
bakery items fit this cell. With low holding costs and high elasticities, the channel wiil
want deals for forward buymg There is also more likely to be pass-through of the deal
because price elasticity is high. In addition, even if the company does not want to use
trade deals in this situation, competition will probably force it anyway. This describes.
canned tuna and many other supermarket items that are not bulky and have low eco-
nomic value.
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Figure 11.5

Table i1.7

High

Promotional Elasticity

Low

High Low
Holding Costs

Sotrce: Robert C, Blattberg and Scott A. Neslin {1990), Sales Fromotion (Englewood Cliffs, M3: Prentice Hall). Reproduced by permission
of Pearson Education, Inc

Objectives

Common goals for trade promotions are shown in Table 11.7. Perhaps the most impor-
tant irade promotions are those that motivate the channel memher to market your
product through advertising, selling, or display. By taking the channel member’s per-
spective (ses Chapter 12), you can see that the channel member will be more proactive
in promoting the products of companies that are giving more incentives for doing so.
Recall that both push and pull activities are necessary for a successful channel system.
Promotional incentives are also given to the retailer’s sales force. A recommendation
by such a salesperson often affects a customer’s purchase decision if the customer does
not have a brand name in mind when entering the store. Some retail promotions are

Induce retailers to offer a price discount.

Induce retailers to display the brand.

Induce retailers to advertise the brand.

Offer incentives for the retailer’s or dealer’s sales force to push the brand to fhe customer,
Gain or maintain distribution for a model or item within the product line.

Gain or maintain distribution for the brand.

Load the ratailer, dealer, or distributor with inventory to aveid out-of-stocks,

Shift inventory from the manufacturer to the channels of distribution and the consumer.
Avoid permanent price raductions.

Defend the brand against competitors,

Induce price fluctuations into the market.

Finance retailer inventories.

Source: Robert . Blattberg and Scott A. Neslin (1989), “Sales Promotion: The Long and the Short of It,” Marketing Letters,
1 (December}, p, 314; with kind permission fram Springer Science and Business Media,
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intended to load the retailer or channel member with inventory. This makes out-of-
stocks less likely, gives the channel member an incentive to push the product further
down the channel system, may account for seasonal surges in demand, and reduces
the manufacturer’s holding costs.

A particularly important purpose of retail-oriented promotions is to gain or maintain
~ distribution. When a new brand is introduced or when the product category is new,
. gaining distribution is critical to giving customers access to the product. When a product

category is in the decline stage of the life ¢ycle or when a brand’s sales are declining, the

channel member will begin to consider replacing it with a product that provides greater
- profit. In order to maintain the profit level of the product to the channel member and

keep the product on the shelves, the marketing manager often uses price-oriented pro-
- motions to compensate for the decline in sales.

Evaluation

One approach to evaluating trade promotions is tracking before-and-after results, In this
. case, the baseline sales level is defined as the volume that would have been sold to the

channel member in the absence of the promotion. Although it is subject to most of the

same limitations of the analysis of customer promotions, one advantage in this context is

that few other marketing-mix elements target the channel members, so it is not necessary
_ to separate the effects of different programs. For example, advertising normally targets

end customers, not channel members.

An important criterion for evaluating trade promotions is how often a retail promo-
tion is run when the channel members receive some kind of deal. The company’s sales
force must convinee retailers not to load up in inventory and pocket the discount, but to
pass it along to end customers. Majers, a subsidiary of A.C. Nielsen, has a service that
helps companies track pass-through from trade deals. Majers records all retail promo-
tions in a geographic market for different consumer product categories. Reports indicat-
ing the company’s share of promotion by retailer and for the total market are generated
and used by the sales force to gain cooperation from retailers. These reports evaluate the
performance of both the retailers and the sales force.

) Application| Precter & Gamble

As a result of the strategy and objectives set by the marketing manager, a promotion plan or

schedule for a planning period is developsd. A ternplate for such a plan is shown in Table 11.8,

It is based on a new product introduction by Procter & Gamble and it shows the range and num-

ber of kinds of promations typically considered by a large packaged-goods company. The con-
~ . sumer and trade promotion options for introducing the brand include:

B Trade allowances. The sales force advised the brand manager that a $2.70/case irade
allowance on all sizes in the first three months was necessary to stimulate initial stocking,
in-store displays, and newspaper feature advertising by the channels.

® Sampling. P&G considered sampling, particularly through the mail, to be the most effective
trial-inducing promotion devics.

= Coupaoning. The brand manager could mail them directly to the target audience, deliver
them through a co-op program mailed with other product coupons, place them as free-
standing newspaper inserts (FSIg), put them in magazine print ads, or offer them through
Best Food Day (BFD} editions of local newspapers.

® Special pack prometions. Four options consldered were trial-size packs (small containers
the consumer bought at deep discounts), prepriced packs (ttiai-size packs of the smallest
container), price packs (discounts offered in special displays), and bonus packs (extra
cletergent for a smaller-package price).

® Refunds: The brand manager could develop a program whereby consumers received
money back for multiple purchasss.

® Premiums, These include on- or in-pack {on or in the package), near-pack (displayed on
a shelf near the product), free-in-mail (merchandise offered with proofs-of-purchase), and sslf-
liquidators {consumers send in money for a premiur, which-covers the costs of the promotion),

®m Sweepstakes/contests.
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In addition to the particular promotions that would be run, the brand manager has to be con-

cerned with the timing of the promotions over the introductory year. The sales promotion plan

. template shown in Table 11.8 can be used to schedule the different promotions in the appropri-
ate months and track their costs.?’

Table 11.8

Sales Promotion Plan e

Stocking aflowance
$/Physical case

Trade atlowance
$/Statistical case

Sampling
6 oz
30z
1.5 0z
2% 0.75 0z

Couponing

Mail
Single
Co-op
Extended

FSI
Single
full page co-op
2/5 page co-op

BFD

Magazine

Special pack
Price pack
Bonus pack
Trial size

Refund
Print
Point-of-sale
Direct mail
In- or an-pack
Own brand
Other brand

Presmium
On- or in-pack
Near-pack
Free-in-mail
Self-tiquidator
Partial tiquidator

Group .promotion . :

Seurce: John A, Quelch (1983), “Proctor & Gamble {B),” Harvard Business School case §9-584-048, p. 24. Copyright ® 1983 by the President and Fellows of Harvard College.
Reprinted by permission.
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Sales Effect of Deal Discount, Feature Advertising, and Displays

No merchandising 100 : 177 313 '555
Display 113 201 356 631
Major ad 185 T3y 580 1028
Display and {ine ad 254 451 795 1414
Display and major ad - 309 543 971 1719

100 = Base sales when no promotions occur.

Sowrce: Robert €. Blattberg and Scott A. Meslin (1929), “Sales Promotion: The Long and the Short of It,” Markefing Letters,
1 {December), p. 83; with kind permission from Springer Science and Business Media.

Retail Promotion

Because they are mostly intended for end-customers, retail promotions have the same
strategic aspects, objectives, and measurement approaches as ather end-customer pro-
motions discussed earlier in this chapter. However, the focus of retail promotions is on
the retail store or chain rather than a specific brand.

One unique feature of retail promotions is the impact they can have on purchasing
decisions right in the store. The Point-of-Purchase Advertising Institute (POPAI) pe-
riodically studies the in-store habits of customers in mass-merchandise stores and
supermarkets. Its 1995 study found that 70 percent of supermarket shoppers and
74 percent of mass retailer shoppers chose purchases in the store, in what are often
called impulse purchases. The categories most sensitive to POP advertising and dis-
plays are film/photofinishing, socks and underwear, dishwashing soaps, and cookies
and crackers.?®

A particularly interesting aspect of retail promotions is how they can interact with
each other and with consumer promotions to create larger effects than each one would
on its own. An example of such interactions between retail promotions is shown in
Table 11.9. In this case, the retailer manipulates five retail promotions: a short-term
price cut or discount, a special in-store display, a major newspaper ad for the brand, a
smaller line ad and a display, and a major ad with a display. As can be seen, the base
case is no price cut and no promotional activity for the brand (referred to in the table
as merchandising). The sales performance of the brand in this base case is set o an in-
dex of 100. Across the top row of Table 11.9, the significant impact of increasingly
larger price cuts by themselves (i.e., with no accompanying nonprice promotions) can
be found. The table shows that, for this brand, offering a 10 percent discount increases
sales 77 percent over the base case. Down the first column (no discounts), the impact
of the separate merchandising policies and two pairs can also be seen. A special
display with no price cut increases sales by only 13 percent, whereas a major ad
increases sales by 85 percent. The inner figures of the table show the interaction
effects between price cuts and merchandising. Whereas a major ad increases sales by
85 percent over the base case and a 10 percent price cut increases sales 77 percent
when they are run separately, when both are in force together, the increase in sales is a
whopping 227 percent.?®

Promotion Budgeting

Table 11.9

Setting a budget for sales promotion generally follows the same approaches discussed
for setting advertising budgets (see Chapter 10). Again, the major distinction is between
analytical methods {e.g., objective and task, optimization) and convenient guidelines
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There are a variety of coupon
delivery mechanisms,

Source: Susan Van Etten/
PhotoEdit Inc,

(e.g., percentage of sales, competitive parity). However, two guestions must be consid-
ered: How much money should be spent on the total advertising and promotion budget?
Of this amount, how much should be spent on promotion? '

Advertising and Promotion Budget

Seven conditions have been found to affect the total budget for advertising and sales
promotion. for manufactured products.*® Companies spend more on advertising and pro-
motion relative to sales under the following conditions:

1. The product is standardized (as opposed to being produced or supplied to order).
2. There are many end-users.

3. The typical purchase amount is small.

4, Sales are made through channe] intermediaries rather than directly to end-users.
5. The product is premium priced. '

6. The product line has a high contribution margin.

7. The product or service has a small market share.

Note that the first four conditions are typical of consumer products and services. This is

consistent with the fact that the marketing managers for these products spend much mare
money on sales promotion than do their counterparts managing business-to-business
products and services.

-

Allocating Money Between Advertising and Promotion

The second important question is how to allocate money between advertising and sales
promotion, In organizations in which the overall marketing budget is set, rather than
specific amonunts for advertising or promotion (or other expenditures), this may be the
most important question.

Several factors affect this allocation decision. First, the total amount of resources
available has a major impact. If the marketing budget is smell, major media advertising
is usually not worthwhile unless the target market is local and can be reached by media
such as radio and newspapers. This is because advertising usually needs to meet & mini-
muin or threshold amount to have any impact at all. Beneath the threshold value, the
money is wasted, In such cases, spending the money on sales promotion results in a
greater market impact than advertising.

Second, customer factors affect allocation deci-
sions. Knowing the behavior of customers can help
you determine whether advertising or promotion

makes more sense. One relevant aspect of customer
behavior is the degree of brand loyalty. As noted ear-
lier in this chapter, promotion money spent on a
product or service exhibiting high levels of loyalty
primarily rewards existing customers. Although this
may be what the marketing manager wants to do, it is
usually not the best way to spend the money. if cus- -
torners are not loyal, the marketing manager should
try to understand whether their behavior is typical of
the category. If so, there may be an opportunity to at-
tract brand switchers with promotions. However, it is
also possible that the product manager has created
nonloyal customers through frequent price-based pro-
motions, and so all that happens is a temporary swap-
ping of customers. :

A second relevant aspect of consumer behavior is
the type of decision required of them. If the product
is complex and therefore requires a fair amount of in-
formation processing, more money should be spent
on advertising because it is a better communication
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device. Alternatively, most sales promotion money is spent on product categories in
which decision making is routine and invelves little processing of information about
the product.

The third factor affecting allocation decisions is whether advertising and promotion
dollars highlight the unique aspects of the product, called consumer franchise building
(CFB).3! CFB activities are those that build brand equity, including advertjsing, sam-
pling, couponing, and product demonstrations. Non-CFE activities focus on price alone
and include trade promotions, short-term price deals, and refunds, In this approach, the
marketing manager must track the following ratio:

CFB ratio = CFB$/{CFB$ + non-CFB$)

The CFB ratio should stay above 50 or 55 percent for the brand to remain healthy. The
concept behind CFB-based budgeting is obvious. Unless the marketing manager is care-
ful, the funds spent on price-related activities that detract from brand equity and build
price sensitivity can dominate the advertising and promotion budget.

sales Promotion and Information Techneélogy

consumer franchise building
(CFB)

activities that build brand equity,
including advertising, sampling,
couponing, and product
demonstrations

As with other areas of marketing discussed in this book, the rapid improvements in
information technology have had a significant impact on promotion decision making.

In-Store Information Technology

For supermarket and mass-merchandiser shoppers, the combination of universal prod-
uct codes {UPCs or bar codes) and improvements in information technology has pro-
duced a number of ways to deliver promotiions directly to shoppers in the store.

The best example is Catalina Marketing Corporation’s Marketing Services unit, which
produces red-bordered coupons (with UPC codes) right at the cash register after a cus-
tomer rings up the purchases. These coupons are tied to purchases that have been
scanned as part of the customer’s order. A company buys time on the coupon delivery
system (say, one month) when coupons for its brand are produced and competitors’
coupons are not.

For example, suppose you are the marketing manager for the number-two brand of
peanui butter. Some steps you might follow to increase shars are:

1. For a 12-week period, every scanned purchase of the number-one brand produces
a high-value (say, $1) coupon for your brand.

2. When the $1 coupon for your brand is redeemed (scanned), a repeat purchase
coupon for a slightly lower value (say, $0.75) is issued, This helps build continuity
or repeat purchase.

3. Simultaneously, a medium-value coupon (say, $0.50) is issued whenever a com-
plementary product (e.g., grape jelly) is purchased.

4. A six-month Checkout Direct program is then launched in which customers who
use an ATM or check are tracked for their purchase frequency of peanut butter.
Customers who purchase peanut butter every six weeks are given a coupon afier
shopping in the fifth week between purchases (i.e., the week before their fore-
casted regular purchase).

(D Application| Yaull versus Mountain Dew

Because Coke's Vault brand has only 4 percent of the citrus soft-drink segment compared to
Pepsi's Mouniain Dew brand, which has 80 percent, Coke launched a promotion where they
gave away free samples of Vault to anyone purchasing a Mountain Dew. Coke used Catalina
Marketing to distribute point-of-purchase coupons good for a 16-, 20-, or 24-ounce Vault free
with any purchase of a 20-ounce Mountain Dew. The offer was billed as the “Vault Taste
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Challenge.” Coke was taking advantags of the fact thai coupon redemgption was on an upswing
in 2009 as well as the fact that unlike most companies, Coke's marketing budget is sufficiently
large to support such an expensive promotion,32

The large number of in-store prometions from both manufacturers and retailers have
led to a surge in the length of cash register receipts. Store receipts now have coupans,
return policies, loyalty poinis, advertisements, and other information. For example, a
consumer shopped at a CVS pharmacy in Atlanta and paid $25.39 for two prescriptions,
a beverage, and a roll of toilet paper. These purchases produced a receipt that was
almost two feet long!*?

Executive Summary

Key learning points in this chapter include the following:

m Sales promotion is generally focused on the short term, with promotional devices
being the main tools marketing that manegers use to change customsr behavior in
the short run.

m There are three kinds of sales promotions: promotions run by companies
targeting end-customers; promotions run by companies targeting channel
members; and promotions run by channel members, usually retailers, targeting
end-customers.

» Customer-focused prometions are most often price related (e.g., coupons), but may
also involve the product (e.g., sampling} and special events (e.g., contests and
sweepstakes). Customer promotions are incentives to buy the product, but can also
increase purchase volume, induce customers to switch brands or use larger sizes,
and achieve other purchase-related goals.

8 Trade promotions are intended to give incentives to channel members to stock and
promoie the product. Like customer promotions, the vast majority are price related.
However, some also give marketing assistance (e.g., co-op advertising).

u Retailer promotions involve both price and special displays and other forms of
point-of-purchase (POP) advertising,

® The most popular way to evaluate the effectiveness of sales promotion is to track the
goal of the promotion (e.g., sales volume) and compare the relevant data before and
after the promotion is run. This approach does not control for other marketing fac-
tors that affect the data and can be confounded if multiple promotions are being run
simulianeously.

» Increasing numbers of promotions are being run on the Web and delivered using
information systems (e.g., point-of-purchase systems coordinated with bar-coded,
scanned purchases).

Chapter Questions

1. How are advertising and sales promotion similar? Different? Which do you think
is a more effective communications tool and why?

2. Are particular kinds of customer-oriented sales promotions more liksly to have
long-term effects on buying behavior than others?

3. Consider Figure 11.5 (“Strategies for Trade Dealing”). What other products or ser-
vices would fit inta the four boxes?
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4, Summarize the factors that affect the allecation of money between advertising and
promotion. Considering the consumer franchise-building approach, when would
you want the CFB ratio to be below the 50 to 55 percent recommended? When
might you want it to be much higher?

5. A number of new in-store coupon-delivery systems other than the Catalina system

are being developed [e.g., free-standing kiosks). Compared to coupons delivered

through the mail or newspapers and magazines, what kind of impact do you

expect these coupons to have on consumer behavior other than simply inducing a

one-time trial?

What ars the pros and cons of trade deals from the perspectives of (a) the marketing

manager, (b) the distributor, and (c) the retailer?

=




Key Learning
Points

The purpose of this chapter
is to introduce metheds of
distributing products and
services to customers. Key
learning points include:

* The functions of channels
of distribution

= Key factors affecting the
choice among alternative
channel structures

* Channel options

¢ Managing channels of
distribution, particularly
resolving conflicts
between channel
members

* Special topics in
channels of distribution,
including the Web,
changes in supermarket
retailing, and multilevel
marketing

Microsoft recently developed its first retail stores to compete with Apple.
Source: Joshua Lott/CORBIS-NY

» (Channe! decisions in
global and high-teth
contexts
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Channels of Distribution

Chapter Brief

he Microsoft Corporation is one of the werld's largest companies with

more than $50 billion in revenues.! While the company is best known for

its operating system, Windows, and its suite of office products, Office, it
\ also markets a number of other products and services including:

~ B The Web browser, Internet Explorer.
® Entertainment and news services such as MSN and MSNBC.
B Hardware such as computer mice, keyboards, and servers,
® The Xbox game device.
® The Zune MP3 player, _
m Software developer tools such as its \NET framework and Visual Basic.
® [ducational and home software such as Money.

While this list does not fully cover the range of Microsoft offerings, suffice it to say that the com-
pany is in many product markets in most countries in the world.

Traditionally, Microsoft has used 2 wide variety of distribution channels to enable customers to
buy its products, These include the company's Web site, Microsoft.com; independent electronics
stores such as Best Buy; its own sales force; direct marketing approaches such as telemarketing and
direct mail; and others.

However, Microsoft has followed the huge success that Appte has had with its own stores. By
2010, Apple had more than 200 stores that permit customers to purchase iPhones, Mac computers,
and iPads in a retail “bricks-and-mortar” environment. These stores have attractive architecture,
“genius” bars that give expert technical advice, and a highly trained, enthusiastic staff. Not only do
the stores generate sales for Apple, they create an experience for users of Apple's products that can-
not be duplicated on a Web site or in a Best Buy.

As a result of Apple’s success and the damage to Microsoft's brand from the disappointing perfor-
mance of its Vista operating system, in 2009, Microsoft decided to open a few stores of its own, The
company hired a former executive from Walmart to oversee the operation, which began with only
two stores—ane in Scottsdale, Arizona, and the other in Mission Viejo, California. The stores will
sell almost all Microsoft products, including the Windows software and Xbox with its compatible
games, The goal is to deliver an Apple-like experience by allowing customers to touch and feel
Microsoft-branded products in a company-controlled environment.

There are, of course, a number of challenges. Unlike Apple, which controls both software and
hardware, Microsoft software is used on many different hardware platforms. In addition, the retail

v
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“environment has become more difficult (e.g., large electronics chain Circuit City shut down in
2009). Other computer companies have faited at this; for example, Gateway closed its 188 stores in
2004 due to weak sales. Finally, how will Best Buy react to a key supplier becoming a competitor?

While the idea of opening company-owned stores presents a unique set of challenges, many of
these issues facing Microsoft in managing its channels are typical. As this illustration shows, dis-
tribution is a key element of the marketing mix and an important part of the marketing strategy
(see the marketing strategy diagram) because they provide customers access to a company's
products and services. Key questions that must be addressed when making channel decisions are:

= Given the various functions that channel members can perform, what system of channel
members warks best for your product or service? Should you sell directly to customers or
use intermediaries such as retailers and wholesalers?

= How can you use the channel system to perform important tasks such as physical distribu-
~ tion and marketing research?

® How do you manage channel members that have business and personal goals different from
yours?

® How do you motivate the channel members to carry and promote your product?

® How can you use emerging channels such as the Internet and hybrid systems (combining
several alternative channel structures) to capture sales when the customers are changing?

w If you use company-owned and independent channels, how do you manage channel
“conflict,” that is, the problems that can arise from unhappy independent channels with
whom you are competing?

® What are the channel issues facing glebal businesses?

These questions and others are addressed in this chapter.
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The Importance of Channels of Distribution

chapter twelve Channels of Distribution .
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" The importance of channels of distribution in the marketing mix is simple: custemers

“must have access to your product or service to he able to purchase it, The purpose of a
system of distribution chanriels is to provide an efficient means of getting your products
1o customers and customers to your products. All companies use channels of distribu-
tion, whether they sell directly to end customers using a sales force or use a multilevel
system made up of many different entities.

In many people’s minds, channels imply physical distribution, or what is uwsually
calied logistics. They may, therefore, assume that the concept of channels does not apply
to services. Howevaer, it is clear that companies that are marketing services must solve
the same distribution problems as those that market tangible products. Thus, airlines
use company-owned telephone systems or their own Web sites to allow customers to
make reservations directly. At one time, travel agents were the most important distribu-
tion channel for airlines, but with the elimination of commissions, this will undoubt-
edly change. Banks have retail branches but also allow customers o bank cnline,

A useful way to think of channels of distribution is as a value-added chain. This con-
cept is shown in Figure 12,1, The beginning of the chain consists of suppliers that pro-
vide raw materialg, labor, technology, or other factors of production. The firm then uses
channels or intermediaries that enable customers to gain access to the product or ser-
vice, Importantly, these intermediaries are used only if they add value to the system and
are compensated for the added value. In other words, Unilever, Procter & Gamble, and
Colgate-Palmolive would not use wholesalers and supermarkets if it did not believe that
the value of these two intermediaries’ services was worth the cost.?

A more subtle point made by Figure 12.1 is that channels of distribution are cus-
tomers, just like end-customers such as consumers. Indirect channels, those not con-
trolled by the company, must be convinced to carry your products, just as end-customers
must be convinced to buy them. The marketing manager attracts indirect channels in
two ways. First, as we described in Chapter 11, you must use a varisty of promotional
devices to induce channels to carry your product and motivate them to sell it. Second,
you must realize that channels want to distribute your product only to the extent that
their customers want the product. Retailers or other distributors want to be assured that
you will spend sufficient money and pay attention to persuading the customers to want
your brand, These two activities draw an important distinction between two kinds of ba-
sic activities of channel management: push (getting channels to carry and sell the prod-
uct) and pull (motivating customers to ask for your brand by name).

A final point made by Figure 12.1 is that channel members are an extension of the
firm, but not a substitute, Particularly in the case of independent, indirect channel mem-
bers, customers may associate problems in the channel with you even if they are not your
fault. For example, a customer may buy a Hewlett-

channels of distribution

the system by which customers
have access to a company'’s
product or service

logistics
physical distribution of goods
from one location to another

push ' :

one of twa kinds of basi
activities of channel
management that requires getting
channels to carry and sell the
product

pull

one of two kinds of basic
activities of channel
management that requires
motivating customers to ask
for your brand by name

This Subway store in a Walmart
demonsirates how many retail-

ers have offered distribution
opportunities for other companies.

Source: 1. D. Pooley/Getty Images,
Inc-Liaison

Packard perscnal computer at Best Buy and have prob-
lems setting it up or learning {o use it. Much of this
difficulty may stem from inadequate information pro-
vided by Best Buy (the channel). However, the image
of the manufacturer, Hewlett-Packard, may be nega-
tively affected by problems created by the retailer.

This issue relates to another common myth about
channels: that the channel stops at the loading plat-
form and what happens afterward is the buyer’s re-
sponsibility, This is clearly false. It is in the best
interests of the company to motivate the channels to
act in both of their interests. Thus, in the Best Buy
example, it is in the best interest of Hewlstt-Packard
to invest in training praograms for Best Buy employees
to ensure that end-customers are satisfied with their

- purchases. )

The following two illustrations show how chan-
nels are critical to the success of a business and there-
fore must be treated like customers.
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Figure 12.1

) . Suppliers —— Firm [—- Channel — Channel

& Application| Snapple

I 1993, Quaker Oats paid $1.7 billion for the Snapple brand, outbidding Coca-Cola and other
interested parties. In 1997, Quaker sold Snapple to Triarc Beverages for $300 million, & drop in
value of $1.4 billion in only three years. This disaster is widely credited with costing both the
chairman and president of Quaker their jobs, and it helped to end the company’s independent
existence, as it was later purchased by PepsiCo. Further, in October 2000, Triarc sold Snapple
to Cadbury Schweppes for about $1 billion (the brand is now part of Dr Pepper Snapple). What
happened during this period to cause the brand's value to diminish so significantly under
Quaker's management and then rise dramatically under Triarc's?

While there are a number of reasons advanced, ane of them is the problems Quaker created
in the channel of distribution system. Snapple grew from a small company in the 1870s through
funky prometions (e.g., sponsoring the shock jock Howard Stern) and unconventional distribu-
tion channels, The brand started through what is called the “cold” channel. Small distributors
served thousands of lunch counters and delicatessens that sold single bottles from refrigerator
units, which were consumed on the premises. These many distribuiors and retail outlets created
a large business, and eventually, supermarket accounts were added. By 1994, sales were $674
million, up from just $4 million 10 years earlier.

Quakers plan was to replicate Snapple's success with Gatorade. The idea was to use
Snappie’s contacts in the cold channel to help Gatorade and Gatorade's power in the supermar-
ket channel to further help Snapple. Quaker asked Snapple's 300 distributors to give up their
supermarket accounts to Quaker in exchange for the right to sell Gatorade to the cold channel.
However, the distributors did not want to give up their hard-won supermarket accounts. They
ware s0 upset with Quaker that they began to lessen thair support of Snapple In favor of other
companies’ brands. When Triarc tock over, its marketing personnel sent a clear message to the |
distributors that they were crucial io Snapple’s success and not an inefficiency to be eliminated.
By gaining thair trust and through other measures, Triarc resuscitated the brand.

App!ioation‘ hew England Confectionary Compary

The New England Confectionary Company, better-known as Necco, has been making its trade-
mark Necco Wafers since 1847, which is the oldest continuously marufactured preduct in un-
changed form made in the United States? The company also makes the “conversation
hearts"—finy candies in pastel colors stamped with brief sweet nothings—that have become
identified with Valentine's Day since 1867. The company does ne consumer marketing and has
besn privately held since 1963 by UIS inc., an old-fashioned conglomeraie that also markets
Champion oil filters, Necco's annual revenues of $100 million are small by today's candy manu-
facturing standards set by companies like M&M Mars, Hershey's, and Nestlé.

Although old-fashioned in many respects, the company's skills lie in delivering large quantities
of custom candy to retailers just the way they want it. A large retailer, Dollar Tree, asked the com-
pany to create a 4.5-ounce bag of the company’s Clark bars in packages that had holes, to hang
on peg boards. The company gave the retaller what it wanted at the necessary price and received
an order for 800,000 bags. Another large retailsr, Family Dallar Siores, llkes all of its products
prepriced so that its value-conscious customers know exactly what price they will pay before arriv-
ing at the cash register. Necco did that for them as well as, giving Family Dollar the product at a
price point it wanted by slightly changing the package size. None of the large candy manufactur-
ers would do that for them. Thus, without spending any money on advertising and promotion,
Necco has become successful by treating its channel members—retail stores-—in a way that satis-
fies their needs in the same way it creates products that satisfies its end-customers’ needs.
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Table 12.1

Major Types af Marketing Intermediaries

Middleman: an independent business concern that operates as a link between producers and ultimate consumers
or industrial buyers,

Merchant middleman: a middleman who buys the goods outright and takes title to them.
Agent: a business unit that negotiates purchases or sales but does not take title to the goods in which it deals.

Wholesaler: a merchant establishment operated by a concern that is engaged primarily in buying, taking titte to,
usually storing and physically handting goods in large quantities, and reselling the goods {usually in smaller
quantities) to retail or to industrial or business users.

Retailer: a merchant middleman who is engaged primarily in selling to uttimate consumers.

Broker: a m_iddleman who serves as a go-between for the buyer or seller. The broker assumes no title risks, usually
does not have physical custody of products, and is not seen as a permanent representative of the buyer or seller.

Manufacturars’ agent: an agent who generally operates on an extended contractual basis, often sells within an
exclusive territory, handles noncompeting but related lines of goods, and has limited authority with regard to
prices and terms of sale. '

Distributor; a wholesale middleman, especiaily in lines where selective or exclusive distribution is common
at the wholesaler level in which the manufacturer expects strong promotional support; often a synonym for
wholesater.

Jobber: a middieman whe buys from manufacturers and sells to retailers; a whotesaler.

Facilitating agent: a business that assists in the performance of distribution tasks other than buying, selling,
and transferring title {e.q., transportation companies, warehouses).

Source: Dased on Peter D. Bennett, ed. {1995), Dictionary of Marketing Terms, 2nd ed. (Chicago: American Marketing Association).

Technical definitions of marketing intermediaries are provided in Table 12.1 and
some general channel structures for industrial and consumer products are shown
in Figure 12.2. Note that “retailers” in the top part of Figure 12.2 could include a
number of options including bricks-and-mortar retailers, Web sites, and mobile
phones. Likewise, in the bottom half of Figure 12.2, the “direct” link between a man-
ufacturer of an industrial product and its customers could also include options like
the company’s Web site. A more concrete example, from the food service disposable
industry (e.g., paper cups, napkins), is shown in Figure 12.3. As can be seen, even
without the Web channel, this particular system is complex, involving many kinds of
participants:

A direct sales force.

Brokers or agents.

Wholesalers.

A company-owned distribution center.
Industrial/institutional buyers.

Cash-and-carry outlets {small, limited-function wholesalers that may also be open to
consumars). : )

s Small, independent distributors.

Note that we use the term system to describe distribution channel networks. The mar-
keting manager must think in terms of maximizing profits for or meeting the goals of the
entire system. You become successful only if your channel members are successful.
Because the ultimate goal is to get a customer to choose your brand, your job is to design
and manage the system to aitract customers profitably.

You can look at channel decisions from two perspectives. The natural perspective
involves planning how to best design and manage a system for your products and services.
Another perspective involves planning how to make money acting as a distributer for an-
other product. Because channel members are compensated for their value-added services,
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Figure 12.2
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you might take advantage of access to particular market segments or other expertise. Some
examples of this are:

& The Safeway supermarket and drug store chain has begun to sell Intuit’s TarboTax
software.

® Rental car companies like Budget and Avis are putting counters in retail store chains
(Walmart and Sears, respectively).

® eBay set up a store for General Motors in 2009 for the company to attempt to sell
cars through its enormously popular eBay Motors.

Thus, Safeway, Walmart, Sears, and eBay added products and profit that they would not
otherwise have, by using their existing capacity.

Channel Pynamics

Another common myth about channel systems is that once they are designed, the basic
structure does not change (of course, individual retailers or wholesalers may). This is
simply not true. Channel structures must adapt to changes in the environment. In addi-
tion, innovation in distribution can create new marketing opportunities, Microsoft,
highlighted at the beginning of this chapter, is a good example of how channels of distri- -
bution can change over time, with. its addition of retail stores to its set of distributors. -
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Figure 12.3
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Source: Center for Research and Education in Wholesaling, University of Morth Florida, 1994.

The online retailer Amazon.com took the reverse path when it launched a hard-copy cat-
alogue. A number of franchisors such as QuickSelllt and OrbitDrop have set up consign-
ment stores for eBay, by extending the company’s reach into bricks-and-mortar channels.
Some changes in distribution channels represent structural changes to the industry in
question. The persenal computer industry is a good example, Traditionally, mainframe and
minicomputers have been sold through direct sales forces. These channels were used dur-
ing the early days of the persomal computer industry
(the 1970s). However, new distribution chanmels also
developed, Computer retailers became widespread,
dominated by companies such as ComputerLand and
Businessland. These retailers targeted both households:
and small businesses, sold hardware as well as soft-
ware, and gave service and instruction to novice users.
A critical change in the market oceurred in the mid-
1980s: customer knowledge about PCs grew as the
micreprocessor and the operating system was stan-
dardized, and increased numbers of competitars made
price and availability the most highly valued product
atiributes. The change in the market resulted in three
major changes in distribution channels. First, a new
channel developed, consisting of mass resellers. These
companies purchase large quantities of PCs at a dis-
count and resell them to large corporate purchasers.
Second, the Internet has become a very large and im-
portant channel for some manufacturers. For example,
Dell Computer expanded its highly-successful direct

Big box retailers like this Best
Buy have grown significantly,
Source: B, 0'Kane/Alamy Images
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business model using the Internet. All of the other major PC competitors, including
Hewlett-Packard, Acer, and Lenovo, also sell large quantities on the Web. Third, PCs have
moved so mainstream that dedicated computer stores such as CompUSA have gone out of
business and the largest retailers are more general consumer electronics stores such as
Best Buy and office supply stores such as Office Depot.

Why has this happened? Although a number of factors underlie the changes in chan-
nels in this example, the key reason is that customers’ buying habits have changed. In
particular, as the products sold through a channel structure mature, customer knowledge
of product variants, attributes, and technology also increases. Many computer buyers are
now on their second, third, or fourth PC—or mors. As customer knowledge increases,
their information needs change and often decrease, so the need for personalized service
also decreases. This change leads to an increase in sales through outlets (the Web, dis-
count stores, superstores) that do not provide such information but do offer wide product
lines and low prices. In sum, channels must evolve as the customers evolve.

An additional change, of course, is due to technology. As every reader knows, the boom
period for the Internet from the Netscape initial public offering (TPO) in the middle of 1995
to the crash of early 2000 brought dramatic and permanent changes to the marketing land-
scape (not to mention some individuals’ and venture capitalists’ financial conditions),
From a marketing perspective, the major uses of the Internet are as a communications
medium, including advertising, promotion, and information dissemination (Chapters 10
and 11); as a vehicle for community building (Chapter 14); and, of course, for e-commerce
or as a channel of distribution. In particular, as we noted in Chapter 10, the Internet facili-
tated the change in the tradeoff between message richness and reach by allowing a com-
pany to have the richness of a personal sales message sent to many potential customers.

A considerable amount of B-to-C (business-to-consumer] and B-to-B {business-
to-business) commerce is conducted on the Web, Online retail sales in the United States
were about $134 billion in 2009 or about 3.6 percent of all U.S. retail sales.’ Much of this
total is from four categories: travel, media (books, CDs), electronics, and apparel, but
cosmetics, jewelry, and flowers are growing rapidly. E-commerce sales in 2010 are
expected to be about $150 billion in the Asia-Pacific countries of Australia, China, India,
Japan, and South Korea® The B-to-B markst is also strong. W.W. Grainger, one of the top
B-to-B distributors of machine maintenance, repair, and operating supplies, had $1.5 bil-
lion in sales through its Web site, www.grainger.com, in 2008.7 More will be said on this
topic later in this chapter. As a result, the Internet today is considered by marketing
managers to be one of the standard channel options. '

Differential advantage can also be obtained through channe] structure decisions that
deviate from conventional wisdom. Direct-distribution consumer packaged-goods compa-
nies such as Avon in cosmetics and Amway in housshold cleaning products chase to avoid
the conventional retail channels—supermarkets and drugstores—used by their competi-
tors. Almost any econornic analysis would show how expensive it is to sell detergents door-
to-door. However, these companies found that some segments of the population enjoy their
personal approach to selling these low-priced products, and they have created very large
niches for themselves throughout the world.? In the United Kingdom, the Korean company
Daewoo Group eschews traditional car deslerships and instead sells from a chain of auto-
motive accessory stores, called Halfords. The company salespeaple are in booths inside the
stores and cars for test driving are in the stores’ lots. Halfords handles service. This arrange-
ment permitted Daswoo to instantly build a retail network with more than 120 outlets,
Dreyer’s Grand Ice Cream'’s differential advantage in its industry is its distribution system. It
is so efficient that the company derives one-third of its revenues from competitars such as
Héagen-Dazs, Ben & Jerry’s, and others that use Dreyer’s as a wholesaler.®

(@ Application| Online Groceries

The size of the retail grocery business and the growth of the Internet naturally led companies to
view the latter as a new distribution channel.’® By 2001, oniine grocery services such as.
Webvan, Peapod, Streamline, and Homegrocer were suffering huge losses, merging io stay
alive, or going bankrupt. The highest-profile failure was, of course, Webvan, which went through
more than $1 billion before shutting down in July 2001, While the prevailing modal in the United
States is to either form a joint venture {Peapod and Stop & Shop) or for the supermarket chain 10 :
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. go it alons (Safeway, Albertson's), given the explosion of the Internet, there are many op-
. tions today for ordering food online (e.g., see http:/fmashable.com/2008/06/05/online-grocery-
" sheppingd), including the very successful New York-area company FreshDirect.

_ There is, however, a major exception. The most successful home grocery venture can be
found in the United Kingdom. Britain's largest grocer, Tesco PLC, is profitable and expanding to
other internatlonal markets. Unlike Webvan, which had its own very expensive distribution sys-
tern, Tesco started its online business in the mid-1990s with a simple model that relied on its own
stores. Because the company did not need to build new warehouses and distribution centers,
the Initial investment was a modest $56 million. When a customer placed an online order through
Tesco.com, the order was forwarded to the store nearest the customer’s home. A store
employee called a "picker” gathered the items into special trolleys equipped with a.computer
that gulded the trolley through the store te the location of each item ordered. Trolleys could han-
dle up to six orders. Once the order was filled, it was stored in an area behind the store and then
loaded on to a van for delivery in two-hour time slots. The company charged £5 per order.

The results have been impressive. In the first six months of 2009, Tesco.com had saies of
more than £1 billion and served mors than 1 million customers while expanding into e-diets, per-
sonal loans, music downloads, and clathing. Interestingly, Tesco reports that one-third of its
online shoppers had never set foot In one of the physical stores. Thus, much of the business is
incremental, not just cannibalizing existing sales. The total onfine business in the United States
is around $3.5 billion and growing.

f@ Application‘ Movie Rentals

The movle rental industry changed channels in 1998 with the birth of Netflix.'! Netflix took
advantage of the the new video technology, DVDs, which were just beginning to replace VHS
tapes. The company developed its patented ingenious defivery system, which is tailor-made for
the U.S. Postal Service. By making it simple for customers to obtain the DVDs they want through
the Web-based queuing system and the self-contained pestage-paid return envelope, the com-
pany has grown to more than 10 million subscribers and has seriously crippled the bricks-
and-mortar industry leader, Blockbuster. In 2007, Netflix changed the industry's distribution
model again by permitting customers to stream videos to their PCs from the company’s Web
site. More than 20 percent of the company’s customers use that feature of the Web site.

However, today, Netflix is facing its own serious threat from a company named redbox.
Founded ag a division of McDonald's in 2002, redbox delivers DYDs to customers through its dis-
tinctive red {no surprise) kiosks located in supermarkets. Now owned by Coinstar, the company
has 15,000 kiosks with plans to grow that to 20,000 by 2010. The kiosks offer fairly limited choice, . i
typically 150 to 200 DVDs, but at a very low price, $1 per night. While the idea seems fairly low-
tech, it is quite the opposite. Each machine is connected io the Internet, which permits customers
{o browse its Web site, redbox.com, to reserve a movie and pick it ug later (customers can also
rent one on the spot). Each machine has a sophisticated inventery management system that
determines how many copies of a movie to carry based on the rentals of similar previous films.
The kiosks send ths inventory orders io redbox, which then sends representatives out to stock
the machines. Revenues for the first six months of 2009 were $344 millicn, and Coinstar claims
that redbox accounts for 13 percent of the movie rental market.

Like the grocery and many other businesses, the movie rental business is dynamic and will
certainly change again at some point in the future.

Channel Functions i (]

Channe! members provide a wide variety of functions and services for a firm. Although.
not every member of the system performs sach service, the decision about what channel
structure to use is based on a matching of company and customer needs, who can satisfy
thern best, and how much the firm is willing to pay for them.

Marketing Research

Because channel members often have direct contact with customers, it is an ideal situa-
tion for collecting information about customer and competitor behavior. Salespeople
can include such information on their call report forms, Market research surveys can be
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distributed at retail outlets. Telemarketing representatives can not only baok orders but
ask additional questions such as, “Where did you first hear about us?”

Communications

An important role of the channels is to communicate information about the product or
service to customers. In supermarkets, for example, end-of-aisle displays can be used to
feature a brand. Sales literaturs and product brachures are distributed through whole-
salers and retailers. In some cases, the channel may develop independent marketing pro-
grams. For example, a local hardware store may run a print ad in a newspaper featuring
a particular manufacturer’s lawnmower. In this case, the store would be partially or fully
reimbursed for the cost of the ad through cooperative (co-op} advertising.

Contact

Some channel members seek out and interact with customers. Independent agents and
wholesalers develop retail accounts for products.

Matching/Customizing

A valuable service provided by the channels is matching or attempting to tailor the
product to a customer’s needs. For example, autormobile dealers try to match customers’
desires for particular colors and option packages. Whalesalers try to deliver products to
custornears in lot sizes that match their needs.

Negotiation _
In many cases, the channels also negotiate the final price. This is obviously true for the
automobile dealers, although many dealers are moving to a one-price, no-negotiation

system. An important job of a salesperson is to work with the customer and his or her
superiors on the transaction price.

Physical Distribution

For physical products, channels also provide basic logistical services. For example,
Unilever distributes its products through wholesalers, whose job is to supply the super-
market regional warehouses (for large chains, Unilever may ship directly to the ware-
houses). Ultimately, the products have to get to the supermarkets.

Financing

For durable goods such as TVs and video cameras, an advantage of using a retail system
is that the burden of financing falls on the retailers rather than the manufacturers. Thus,
Philips, Sony, Matsushita, and other manufacturers do not have to he concerned about
how customers pay for their products. Wholesalers may establish credit programs, leas-
ing schedules, or cther means of customer financing.

Risk Taking

When the distribution system is characterized by the channel members purchasing and
therefore taking title to the preducts, risk is shifted from the manufacturer to the channel
members. This is why both push and pull programs are important. Pull programs such
as customer-focused communications help to reduce channel risk. In fact, distributors
usually require them before agresing to carry the product.

Service

Channels can also provide repair service, answer customers’ questions about how to
use the product, and provide warranty support. Often this service supplements a com-
pany’s own service operation. For example, Sony has regional service centers through-
out the world. However, consumer electronics retailers also service Sony products to
make it more convenient for customers and to reach geographic areas that the service .
centers do not.
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Relationship Management

As we noted earlier, the channel is often an extansion of the firm, the organization the cus-
tomer sees when gaining access to the product or service. Thus, the channel member
. can enharice {or harm) the quality of the relationship between the selling firm and the cus-
tomer. For example, a retailer can enable a customer to sign up for a layalty program.

Product Assembly

For some products, the channel may actually be part of the manufacturing process, per-
forming assembly or other “finishing” parts of the process. For example, when IBM was
in the personal computer business, it signed a deal with its largest distributor, Inacom.
Inacom had traditionally shipped finished IBM PCs to large corporate customers.
However, a wholesaler who wanted to answer every customer need would have to stock
2,200 combinations of components and features. Inacom built a new $20-million plant
to make PCs from IBM-supplied parts. This cut down total system time (from order to
delivery) from two days to four hours and reduced the overall costs by 10 percent.!?

Framework for Choosing among Channels

A mairix like that shown in Table 12.2 can be used to help determine which alternatives
are most attractive at a given time. For example, you can assign a set of weights to the
importance of the different functions provided. You then rate each channel option on,
say, a 1 to 7 scale, evaluating the ability of the option. to provide the function. By multi-
plying the importance weight of the function by the channel evaluation and adding
across all the functions, you can give each channel a score. Although you should not
rely solely on a mechanical scoring procedure for making important decisions such as
which channels to use, the process of assigning the importance weights and assessing
how the different channel options perform the functions shown in Table 12.2 is very
useful.

Table 12.2 can also be used to assess the characteristics of a current channel struc-
ture. By putting your current channel members across the top of the table and then
indicating which channels are doing a good job of performing the functions, you
obtain a nice picture of whether the system is performing all the essential services for
your product.

Channel Functi

Marketing research -
Communications
Contact
Matching/customizing
Negotiation

Physical distribution
Financing

Risk taking

Service

Relationship management
Product assembly

QOverall attractiveness

Table 12.2

349




350

part threes

Marketing Decision Making

Factors Affecting the Channel System

The channel functions noted above impact the channel system as the marketing manager
should choose those channels that perform the functions in a superior way compared to
competitors as well as satisfy their customers’ needs, In addition, your marketing strat-
egy and resources impact the design of the channel system. These factors are summa-
rized in this section.

Customer Behavior

A careful analysis of customer behavior, as described in Chapters 4 and 5, leads to a bet-
ter understanding of what kind of channel structure is necessary to satisfy the different
segments. One question of the customer analysis, “Where do they buy?”, helps in under-
standing current purchasing patterns. However, this does not necessarily help you
redesign the channel structure because it does not indicate whether custamers are satis-
fied with current access to your products and whether it could be improved. Electrolux,
the Swedish manufacturer of vacuum cleaners, has discovered that people have become
more reluctant to buy products from deor-to-door salespeople. As a result, the company
has introduced specialty retail storss in shopping malls. As we noted earlier in this
chapter, channels must be designed with the customer in mind. Thus, understanding the
other customer analysis questions [Who why, how, and when) are vital inputs to the -
channel structure decision.

A good example of the need to structure channels around customer needs is Coors’
and Kirin’s distribution systems, designed around customers’ perceived need for fresh
beer, By starting with a key consumer need, the two companies built their logistics to
satisfy that need by relocating plants, using refrigerated delivery trucks, and working
with retailers to ensure that the beer remained refrigerated and fresh,

Table 12.3 shows an analysis of primary consumer wants and needs that drove
Saturn’s original distribution system design (before General Motors divested the divi-
sion). It is clear from the eventual design of the system that the middle section of the
table, “Buying Wants and Needs,” had a significant impact. Consumers surveyed wanted
a fair price, a fair negotiation process, convenience, honest and courteous treatment, and
inventory availability. A key shopping want or need was lack of pressure and a non-
threatening environment. Thus, Saturn’s No Hassle/No Haggle policy and well-known
low-pressure environment fit the needs well.

The rapid growth of automated teller machines (ATMs) reflects a shift in distribution
channels by banks, to account for changes in customer behavier. The increased conve-
nience of ATMs took advantage of an increase in the number of dual-career couples and
increased technological awareness of the populations around the world, along with an
increase in the vahue of the time that had previously been spent queuing in the banks.

A channel system can also be augmented to reflect the desire to reach a new customer
segment. For example, Dell Computer’s traditional customers have been businesses that are
either reached through the company's direct sales force or that buy through the company’s
Web site. However, Dell decided that it wanted to make a bigger push to reach the home PC
market. As a result, the company has begun selling its PCs on the home-shopping channel
(QQVC as well as in retailers such as Walmart. Who watches QVC? The company claims &
broad and varisd audience that is interested in jewelry, clothing, and sports memorabilia.
Dell is not alene in using home-shopping networks as a channel. The Home Shopping
Network (HSN) lists Hewlett-Packard, Acer, Toshiba, and Lenovo among its partners.

Competitois

As we noted earlier in this chapter, a key reason for picking a particular channel system 1s
to differentiate your product or service from the competition. In this sense, the product in-
cludes service, packaging, and the place of purchase, Therefore, even though Amway’s
floor cleaner may not be any better than Procter & Gamble’s, the personal selling approach
adds a dimension to the product that differentiates it from those purchased in retail outlets.

In other words, in choosing the channel structure it is important to include the com-
petitor’s channels in the competitor analysis. These channels are part of the competitor’s
marketing strategy. The key decision you have to make is whether to emulate it (because
that is what customers expect} or try something new and different, If the segment of




chapter twalve Channels of Distribution 351

—— R , : Table 12.3
- Cansumer Wants and Needs Driving the Saturn Distribution System

Shapping wants and needs

High-quality information
Comprehensive, including competitors
Accurate, credible, objective
Current
Easy to understand and compare

Comfortable, convenient access fo information
Low pressure, nonthreatening

Evaluation assistance

Buying wants and needs
Fair price
Fair negotiation process
Free of pressure
Easy to understand, all costs clear
Free of deception, dishonesty
Convenience
Honest, courtecus treatment
Inventory availability

Service wants and needs
Quality of work
Do right the first fime
Use high-quality parts
Guarantee quality of work
Convenience
Timetiness
Honest, courtecus treatment
Diagnose and recommend needed repairs accurately and honestly
Fair price

Source; Presentation at Northwestern University by Saturn executives in May 1992.

customers who want the “new and different” channel is too small, then it would be dif-
ficult to be profitable by changing your channels in that direction. The onty way Calyx &
Corolla can be successful selling flowers by mail order is if the convenience segment is
large enough, Otherwise, the traditional system of flower distribution and retailing will
prevail,

Competitive distribution structures can differ in the same market. In electronics dis-
tribution, the two major competitors are Hamilton-Avnet and Arrow. Hamilton believes ‘
that customers want local delivery, so it has inventory ‘at more than 50 locations
throughout the United States. Arrow takes a different path: it has a few central locations
but promises to ship overnight.

The Marketing Sirategy

Clearly, as a result of the customer and competitor analysis (and the environmental
scan), the marketing strategy developed has a large impact on the channe! structure. As
we noted in Chapter 2, the value chain can be used to determine various bases for differ-
ential advantage:

Inbound logistics.

Operations.

Outbound logistics.

Marketing and sales.

Service.
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Each of these factors has implications for the channel structure. If you are the market-
ing manager for Steinway and you differentiate on the materials you use to make the
pianos (inbound logistics), you have a high price and a few, exclusive distributors,
FedEx differentiated itself by having the most efficient operation in the package delivery
industry, Its distribution setup included using its own planes, so that every package
stayed in its own system. Walmart sustains low prices by having the most efficient sys-
tem for providing stock information to its warehouses and replenishing supply (opera-
tions and outbound logistics). Companies such as Amway, Tupperware, and Mary Kay
Cosmetics differentiate on the basis of door-to-door as opposed to retail sales (outbound
logistics, markating), Lexus differentiates itself from other luxury car brands by its slav-
ish devotion to high levels of customer service, which is manifested by the investment it
makes in its retailers’ facilities and parts distribution.,

Although flexible and dynamic, channel systems cannot be as easily changed as a
marketing strategy. Thus, the key to linking the marketing strategy to the distribution
channels is through the value proposition, that is, the core or basic way you intend to
differentiate your product from the competition. Normally, the value proposition does
not change as often as implementation or marketing-mix issues do.

Resources

It is abviously critical for products to have distribution, becatse no one can buy some-
thing that is not available. However, particularly with new products or an existing prod-
uct being launched in a new market domestically or overseas, the amount hudgeted for
channels may be lower initially. For example, when the Japanese copier company Savin
entered the 1.5, market, it used independent agents to sell its products rather than set-
ting up its own direct sales force. Why would the company do this? Because agents are
compensated only when they sell, based on a negotiated commission rate, the channel
costs become variable costs rather than fixed. This method may be important when
demand for the product is uncertain. If the product becomes successful, further invest-
ments are made in consolidating the market position. Thus, if resources invested in the
product are insufficient to create a captive distribution system, you should look for
lower-cost alternatives to give customers access to your products.

Clearly, resources are always a constraint. It makes little sense for every brand to
invest in a fully company-owned system down to the retail level. IBM developed its own
retail stores in the 1980s. However, the company quickly discovered that it is expensive
to develop and market a retail network and that was not the company’s strength. Apple,
on the other hand, has made its retail stores a key point of difference compared to.
Windows-based machines due to the way the stores communicate the Apple “experi-
ence.” As we noted at the beginning of the chapter, Microsoft is attempting to emulate
Apple’s success. At some point, mast companies have to make a hard decision about
how much of the channel system to own and how much of it should inciude indirect or
noncompany components,

Changes in Technology

The rapid changes in information technology are adding channel options and hroadening
the set of channels from which a brand manager can choose. Besides the Internet discussed
earlier, emerging technologies such as wireless mobile platforms through “smart” phones
(Blackberrys, iPhones, and the like) are opening up new channel possibilities. The iPhone
application RedLaser allows users to place the phone near a bar code on any product and
then be transported to a variety of Web sites where the product can be purchased. A mabile
service called Gifticon (http://www.mobileinkorea.com/tag/Gifticon) developed in South
Korea permits users to send gifts via text messages. The receiver saves the text message and
shows it to any store in Korea to obtain the gift. Although it has been in development for a
number of years, interactive TV shopping is likely to be a reality soon. Someone watching a
TV show will be able to highlight & product on the show using a remote device that will
then take the consumer to a Web site where it can be purchased. These are onty a couple of
ways in which technology is rapidly increasing the number of ways companies can reach
customers enabling purchasing,

Twa channels that are becoming more widespread in use are fres-standing kiosks and
vending machines. New-generation kiosks are equipped with sophisticated technology




chapter twelve Channels of Distribution 353

that is faster; more reliable; and easier to maintain, administer, and upgrade. Some
examples of their uses include the following:

» BestBuy has instailed kiosks in a number of U.S. airports. Products include media
players, unlocked cell phones, digital cameras, portable gaming devices, many
varieties of chargers, flash drives and other storage, cell phone and computer
accessories, headphones (important!), and Best Buy gift cards.

» Discovery Channel Stores have kiasks that allow customers to view more than
700 videos and access additional inventory of specialty gifts offered at
DiscoveryStore.com.

w In the past, Kmart had in-store kiosks hooked into BlueLight.com, Kmart’s e-tail
Web site. Customers could order products and specify delivery from the site. The
company found that 20 percent of the shoppers at BlueLight.com came from inside
Kmart stores.

While there is some potential for cannibalization of sales in these laiter two examples,
the kiosks introduce customers to the Web sites and offer the possibility of greater sales
from a combination of the retail and Web channels. Even the good old-fashioned
vending machine is being used to sell some unusual products. While these machines
have sold a wide variety of beverages and food items in Japan for many years (including
lcbsters!), it is possible to buy iPods and even Reebok sneakers now.

Channel Options

Direct and Indirect Channels

There are two broad categories of channels: direct and indirect channels. A direct chan-
nel is one where the product or service remains under the control of the company from
production to customer. A corapany may have independent parties participate in direct
channels; for example, you may outsource telemarketing activities. However, these par-
ties are usually transparent to the customer, who perceives that it is the company mar-
keting the product that makes the contact. Indirect channels are independent partiss
paid by the company to distribute the product. In this case, the channel member and not
the company has direct contact with the end-customer. Specific channel institutions
such as retail stores, Web sites, and a sales force can be either direct or indirect, depend-
ing on whether the company or an independent entity controls it.

Returning to our example of Microsoft, the company uses both. direct and indirect
channels of distribution. Its own sales force is obviously a direct channel as are the new
stores. The use of business partners, such as Toys ‘R’ Us, Walmart, Best Buy, and other
consumer electronics and toy stores {for Xbox}, show how indirect channels can be use-
ful to reach customers that the direct channels cannot.

At one time, the trade-off between the two was clear. Direct channels tended to imply
a sales force. The main advantage of a sales force is that it is under your control and ded-
icated to your company’s products. You can train the salespeople to deliver a particular
message to potential customers and change that message when the marketing strategy
changes. The downside to the sales force is that it is expensive to train and maintain and
its reach is limited by its size. Indirect channels can reach more customers and perform
functions that the sales force cannot (Table 12.2). However, as we discuss later in this
chapter, they are not necessarily working exclusively for you, This loss of control is im-
portant; when you are not controlling the message given to customers, you must depend
on the chanmnel to deliver one that is consistent with your strategy.

Today, the limited reach of the direct sales channel is mitigated by the widespread
use of telemarketing, direct mail, and the Internet (recall the discussion in Chapter 10
about the trade-off between richness and reach). All of these methods can reach large
numbers of customers efficisntly. You can control the messages as well. However, some
functions that may be necessary for the product or service you are trying to market can-
not be performed by these three methods.

The choice between direct and indirect channels, like any other decision, nltimately
rests on the relative profitability of the two methods. How much is it worth to use

direct channel

is one where the product or
service remains under the
control of the company from
production to customer

indirect channel

is an independent party paid by
a company to distribute the
product; in this case, the channel
member and not the company
has direct contact with the end
organization
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disintermediation

the pracess by which companies
are eliminating intermediate
chanmnels of distribution through
the use of information
technology

distributors that give customers access to your products emd services? Direct appears to
be better than indirect in the following cases:

Information needs are high becauss of technical complsxity, or for other reasons.
Product customization is important.

Quality assurance matters,

Purchase orders are large.

» Transportation and storage are complex,t?
In contrast, the following cases tend to lead to the use of indirect channels:

® One-stop shopping for many products is important.
® Availability is important.
» After-sale service is important.

Thus, the automobile, farm equipment, and similar industries have used independent
distributors for many years. However, it is also the case that companies have gained dif-
ferential advantages by violating some of these general guidelines.

Another factor to consider in choosing between direct and indirect channels is the
level of commitment you might expect to obtain from potential intermediaries. Channel
members must be motivated to sell your product when they have multiple products to
sell. Even when a significant amount of pull money has been promised, there is no guar-
antee about the dedication you can get from indirect channel members. From your per-
spective, you use multiple channels to get your product or service ta customers and the
focus is on your company’s product alone. However, from the channel member’s per-
spective, she or he has products from multiple companies to sell and is not necessarily
focused on yours {unless the channel carries noncompeting product lines),

How do you get higher commitment from an indirect channel other than through
promises of money directed at the end-customer? Of course, higher profit margins are
important. Giving the channel member exclusive rights to distribute or sell the product
in a particular geographic area is ancther approach. For example, Paul Mitchsll hair
products were originally sold only through beauty salons, so the company knew it
would not have to compete with drug stores or other retail outlsts. Providing sales train-
ing programs, promotions such as cooperative advertising plans, and sales contests are
other ways to gain commitment from indirect, independent channels,

Another factor in the decision between direct and indirect channels is customer loy-
alty. For some kinds of products, the customer builds loyalty ta the channel member
rather than to the company. This loyalty can pose a long-term problem if the channel
member drops the product. For example, customers are often more loyal to their stock-
brokers than to the brokerage firm. As a result, if the broker leaves Merrill Lynch and
joins UBS, the customer will often shift his or her buginess along with the broker. When
Microsoft’s products are distributed through “third parties” such as Radio Shack (now
The Shack) or Staples, the client sees and communicates with the latter, not Microsoft.

Sometimes the choice between direct and indirect channels is based on the liketihood
that the channel member will compete with your product. Most channel members are in
business solely to act as an intermediary between firms and customers. However, some-
times channel members become competitors. Store brands or private labels are examples
of channel-manufacturer competition, and during the early 1990s they gained share at

. the expense of national brands, The Gap started by selling Levi’s jeans and other similar

leisure wear. However, it switched to selling its own brand of jeans and eventually
dropped Levi Strauss as a supplier. :

Finally, advances in information technology are disrupting the channel structure of
many industries, Not only are more channels heing added to the channel mix as we de-
scribed above, but in some circumstances, channels are being bypassed. This is referred
to as disintermediation, A classic example is Walmart, the largest retailer in the wozld,
which used its investments in information tachnology to create direct links betwesn its
own warehouses and manufacturers, thereby eliminating the need for 1ndependent
wholesalers in its system.
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Multiple-Channel Sysiems

Most multipie-channel systems, like those shown in Figures 12.2 and 12.3, use a combi-
nation of direct and indirect channels. For example, a common approach is to use direct
sales for large national or international accounts and a wholesaler for smaller accounts
for which direct sales are not cost-effective. Or a company may use a direct sales force to
sell to intermediaries such as wholesalers. Thus, multichannel systems take advantage
of the strengths of alternatives.

In today’s marketing environment, using multiple channels or multichannel marketing
has become a necessity, not a choice. As we have noted, different channels have the ability
to reach different segments. As we noted in Chapter 10 concerning communications, seg-
ments are becoming more difficult to target due to their widely varying behavior with
respect to their daily activities (i.e., Web surfing, TV watching, playing videogames, text
messaging, and other mobile activities). Thus, designing channel systems with multiple
channels is the norm, not the exception. In addition, companies are encouraging cus-
tomers to use multiple channels. Retailers like Eddie Bauer have stores, catalogues, a Web
site, and a phone number to call to encourage customers to shop in different ways (see
www.EddieBauer.com). Some research has found, in fact, that multichannel customers
spend 20 to 30 percent more money on average than do single-channel customers.'*

The main problems with using a variety of channels ars:

® Coordination and management issues become more important. A particular problem
is confusion about who should receive a commission on a sale or how it should be
divided when several channel members are involved. For example, a distributor
may provide a lead on a sale that is then closed by a salesperson.

® Loss of control can be frustrating. The marketing manager can exert control over
direct channel members but not independent ones. For example, Microsoft cannot
control what its technology partners (PC manufacturers) say about the company or
the expertise wiih which they describe the company’s products.

A particular problem occurs when a customer can buy a product at several different
channels for different prices. A consumer interested in buying a camera can try out vari-
ous models at a local camera shop and then purchase it from a mail-order company at a
lower price. Although the channels are intended to focus on different segments of the
market (service-sensitive versus price-sensitive, as we showed in Chapters 4 and 5), seg-
ments are not always so distinctly separated and there is considerable overlap and
movement between them,

This problem is illustrated in Figure 12.4. The problem is the area between the price-
sensitive and service-sensitive customers, those who wear different hats on different

No-Frillsf : Full-Service/
Low-Cost Channe! : Ful-Cost Channel

Source: V. Kasturi Rangan (1994), "Reorienting Channels of Distribution,” Harvard Business School case §#9-594-118, p. 7.
Capyright # 1994 by the President and Feltows of Harvard College. Reprinted by permission,

multiple-channel systems

a channel of distribution that
uses a combination of direct and
indirect channels and in which
the multiple channel members
serve different segments

multichannel marketing
marketing using muitiple-
channels of distribution
simultaneously

Figure 12.4
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Figure 12.5

purchase occasions. If the local store offers sufficient service to warrant the price, the
customer will still patronize it. For example, the camera store owner may service the
cameras bought in his store and provide occasional tutorials on improving photos or
other specialized advice that the mail-order firm does not provide.

(€ Application| Ingersoll-Rand

Ingersoll-Rand is one of the feading firms in the stationary air compressor industry and owns a
pumber of other well-known industrial brands such as Trane (heating and air conditioning)
(see Figure 12.5 for the company's Web site).'®> Compressed air has a wide range of applica-
tions, from powering tools and other machinery (plant air), powering and controlling pneumatic
systems in certain types of equipment {special machinery), and supplying air for manufacturing
processes (process air), The company markets three types of compressors: reciprocating, rotary
screw, and centrifugal.
The company uses four different kinds of channels for marketing its products:

® A direct sales force, The sales force is responsible for sales to users of alt centrifugal comn-
pressors, rotary compressors above 450 horsepower, and reciprocating compressors
above 250 horsepower. The sales force sells directly io Ingersoll-Rand's largest customers,

® Independent distributors. These channel members sell reciprocating compressors below
250 horsepowet and rotary compressors below 450 horsepower. Thease distributors sel|
mainty to smaller customers. The rafionale is that these customers are more numerous and
geographically dispersed, so it makes more economic sense to use indspendent distribu-
tors rather than the direct sales force.

= Company-owned air centers. These are similar to the independent distributors but have
territories that do not ovsrlap. Independent distributors and air centers sell identical
Ingersoll-Rand products and accessories at identical prices. However, the former carry
other manutacturers’ lines, but the air centers carry only Ingersoll-Rand products,
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‘@ Manufacturers’ representatives, These people are charged with selling the
do-it-yourself {DIY} products, mainly reciprocating compressors less than five horsepower.
These products are sold through consumer channels such as hardware stores.

Besides the economic advantages of using channels other than direct sales, the multiple-
channel design is motivated by underlying differences in segment buying behavior. Large
customers such as automobile companies require a great deal of technical sophistication and
coordination, and their requests for price quotations contain detailed specificatlons that have to
be met. These customers tend to require the largest machines, have longer selling cycles
requiring mutiple contacts, and have large buying centers {see Chapter &), with multiple people
" invelved in the decision process. Customers requiring smaller machines do not require as much
technical assistance and have fewer peopie involved with the decision, but need faster delivery
and parts availability that a wider dealer network can provide. Finally, customers using air com-
pressors for filing their tires can satisfy their needs at local retailers.

Thus, this is a good exarnple of a company selling a large product line to muitiple segments.
Both economics and segment needs drove the design of the channel of distribution system.

Hybrid Systems

A modification of the muitiple-channel system is the hybrid system.'® In a hybrid sys-

tem, rather than serving different segments, the channel members perform complemen-

tary functions, often for the same customer. Some channel members may contact the
. customers, for example, while others perform service functions. The purpose of a hybrid

system is to permit specialization and thereby improve levels of performance for the dif-

ferent complementary functions. Figure 12.6 shows this kind of system.

As shown in this figure, the key difference between hybrid and more conventional
multiple-channal systems is that hybrids are more horizontal; that is, tasks are parceled
out among the channel members. In a conventional system, the tasks are often vertical:
as each member of the channel gets the product, it performs some function and then
gives it to the next member.

A more detailed view of a hybrid system is given in Figure 12.7, The channels vary in
the tasks they perform. These tasks include generating the lead, qualifying sales leads,
presale marketing, closing the sale, postsale service, and account management (main-
taining relations with an existing account). The various methods and channels that can
be used to accomplish these tasks are listed down the side of the figure. In this example,
direct mail is used to generats leads; telemarketing to qualify leads, for both presale
activity and posisale service; and direct sales to close the deal and manage the account
once the sale is made. The grid can also be useful for identifying points of overlap and
conflict in a channel system.

Figure 12.7 omits the Internet from the channel mix. Companies use their Web sites to
complement their other channels in a number of ways, such as customer service, provid-
ing timely new product information, and so on. Some companies use the Web site to
enhance the customer experience in ways that the off-line presence cannot.

Own S Demand
Sales Force Generation
P . i .. . e . . .
. : QOutside : Physical ;
Suppller . ——— S T
~ p p L Distributor = ; Distribution
Inside or Outside After-Sales
Service Specialists’ Service

Source: . Kasturi Rangan (1994), “Reorienting Channels of Bistribution,” Harvard Business School case §9-594-113. Copyright ® 1994
by the President and Fellows of Harvard College. Reprinted by permission,

hybrid system

a modification of the multiple-
chanmnel] system in which
members of the channel system
perform complementary
functions, often for the same
customer, thereby allowing for
specialization and better levels
of performance

Figure 12.6
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Figure 12.7

Figure 12.8
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Source; Rowland Moriarty and Ursula Moran (1990), “The Hybrid Grid: The Elements of a Hybrid Marketing System,”Harvard Susiness
Review, November-December, Copyright ® 1990 by the President and Fellows of Harvard College. Reprinted by permission,

f Application| JCPenney

The retailer JCPenney has three main channels of distribution: stores, catalogues, and the
Internet. Until recently, the three channels had been run independsntly without concern for how
the three can create important synergies for cusiomers.

.Within the fast few years, however, management decided to treat the distribution system
as one unified channel. This is a different perspective and resulted in several innovations.
First, the company developed an innovative service called “Know Befare You Go,” which
permitted customers to chaeck the company’s inventory of a particular product on the Web
site before they went 10 a local store. Second, the company developed a service called

Source: UPI Photo/Monika Graff/Newscom
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. “Dorm Life” targsting the parents of college students. With this service, parents could order
furniture, lamps, and so forth from the JCPenney Web site or catalegue and request availabil-
ity at a store near the coliege the student is attending for local pick up. Third, the company
expanded its use of insiore kiosks where customers could viriuaily “browse” the entire store
(see Figure 12.8). Thus, JCPenney has significantly improved the coordination between its
channels to upgrade its customers' experiences and benefits.

Channel Power and Management _ I C]

In this chapter, we have described a variety of channel arrangements the manager can
use to structure a system. However, for every channel system, a different set of problems
will be encountered in managing the system and maximizing profits, market share, or
whatever chjective you have set.

Channel Power

Because of the many goals that exist within channels and because few marketing man-
agers consider channel members as customers, members of a channel system are unlikely
1o coordinate their activities spontanecusly; it usually takes a crisis to bring solutions to

channel conflicts. It takes channel power to coordinate activities in a system: chaunnel power
. " the ability of one channel
Power is the ability of one channel member to get another channel member-to do member to get another channel
what it otherwise would not have done.*” member to do what it otherwise

: 1d not have d
What factors are in control of who has the power in a channel relationship? Channel o ot have done

members are likely to have significant bargaining power over the marketing manager in
the following cases:

® The channel’s sales volume is large relative to the product’s total sales velume. In
this case, channel members with high sales volumes are going to be more effective
in extracting terms such as delivery and push promotions.

® The preduct is not well differentiated from competitors. i the product is perceived
10 be a commodity by customers, then channel members can play your product
against others; that is, they can appear to be (or actually be) indifferent to keeping
your brand on the shelf.

m The channel has low switching costs (i.e., it is easy to find an alternative to replace
your product).

® The channel poses a credible threat of backward integration or competition with
you. A good example is the increase in private labels sold by supermarkets in the
United States and Europe. This is one reason supermarkets have increased their
power in their relationships with manufacturers.

a The channel has bstter information than you about market conditions. This can
happen when channels are good at collecting market information and nsing it to
their advantage.

This latier point has become very important in channel relationships, particularly
with the significant inroads that information technology has made in many industries.
This has led to the problem of disintermediation facing many distributors, particularly
“middlemen,” the wholesalers and distributors “between” the manufacturer and the
retailer. Other examples exist besides Walmart (mentioned earlier). If you break the
windshield of your car, your insurance company will probably ask you to dial the toll-
free phone number of a national nefwork of aufo glass installers. The local glass compa-
nies that are not connected are bypassed in this application of information technology.
Travel, health, music, and many other industries have heen dramatically affected by a
shift in power between elements of the distribution system as computers and communi-
cation networks change long-standing supplier-buyer relationships. The effects have
been the elimination of intermediaries, the collapse or shortening of inefficient supply
chains, and allowing customers and companies to be linked directly. :

Retail marketing in the United States has changed dramatically as Walmart’s sirategy has -
spawned a large number of “category killers” or “big box” retailers. These retailers sell
products in a particular product category at a discount in huge stores. Examples are Home
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Apple has been very successful
with its own retail stores.

Source: Charles Eshetman/Getty Images,
Inc-Liaison

Depot (hardware], Toys ‘R’ Us, Office Depot (office
equipment), Best Buy (consumer electzonics), PetSmart
(pst products and services), and CarMax (used cars).
They all rely on information-intensive operations fo
keep costs down and ensure the lowest prices. They
also deal directly with the companies that make the
products, to eliminate the intermediaries. Obviously,
the category killers pose a significant threat to smaller
retailers. Category killers have been so successful in
changing the landscape of retailing that in some parts of
the country, local retailers have enlisted the help of
politicians to keep them out. The largest problem facing
these mega-retailers is how to keep from competing
against themselves.

On occasion, channel power is manifested in
obvious hardball tactics. Dentsply International has
more than 70 percent of the market for false teeth, The company demands that distribu-
tors give it exclusive coverage and do not sell any compstitors’ products. If a distributor
violates this rule, it can be dropped by the company. The Justice Department claims that
this is illegal and has filed suit under antitrust law.1®

Channel Management

Channels need to be actively managed by the marketing manager, An important problem
that can arise without sufficient attention is channel conflict, that is, situations where mul-
tiple channel systems (e.g., retailers and a company Web site} are selling your product or
service. It is crucial to recognize when such problems can arise and how to resolve them.

Channel Conflict
Managing a channel system usually involves resolving conflicts in which one member of
the system believes that another member is impeding its ability to achieve its goals.
Such conflict is characterized by the different levels of intensity, frequency, and impor-
tance of the disputes that arise. Figure 12.9 illustrates these levels of conflict and divides
them into three increasingly fractious intensities,

The four major sources of conftict are:1¢

1, Goal divergence, Clearly, your objective and the objectives of channel members
can differ. You may be rewarded on the basis of worldwide market shere, but the
local retailer stocking your product wants to make enough money to send her kids
to college and retire comfortably. Often, the sales force is rewarded on a commis-
sion basis. It wants to sell quantity and is willing to be fiexible on price, whereas
your strategy is high quality, high price.

2, Domain dissensus. Conflict can arise when the perception of who owns a particu-
lar domain differs between channel participants. The domains can be:

The population to be served.,
The territory to be covered.
The functions or duties to be performed.

The technology to be employed in marketing (e.g., who is responsible for attach-
ing coupons to packagest).

3. Differing perceptions of reality. This is a basic human frailty; one side believes it
has been wronged and the other believes it has acted in good faith. For example, a
retailer may not think that the manufacturer’s support in terms of cooperative
advertising and training is sufficient while the manufacturer believes that it is
offering the same level to that retailer as to others that have been successful.

4. Misuse of power. Supermarkets that have gained power now charge fees for stocking
products, called slotting allowances. This is a nuisance for large companies, but ant
even larger problem for small ones trying to break into that channel. In Florida,
Disney does not allow tour operators who work with rival Universal to distribute
tickets to Disney World.
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Figure 12.9
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Source: Allen J. Maarath and Kenneth 6. Hardy (1928}, “A Strategic Framework for Diagnosing Manufacturer—Reseller Conflict,”
Marketing Science Institute report no. 88-101 {Cambridge, MA: Marketing Science Institute), p. 3.

As noted earlier in this chapter, the domain issue is particularly a problem with mul-
tiple channels. The camera retailer is upset that customers can come into his store, try
the camera, obtain advice, and purchase the same model at a discount electronics store
or by mail order, The retailer feels that the manufacturer is not protecting him. Similarly,
Hallmark traditionally distributed its cards through specialty card shops. However,
because it has lost market share to competition at discount stores, supermarkets, and
drug stores, the company decided in late 1996 to sell Hallmark-branded cards to mass
merchandisers such as Walmart, Kmart, and Kroger. This angered many owners of the
card shops, who formerly had the exclusive right to sell Hallmark cards and other mer-
chandise. Several years ago, Avon decided to sell its makeup and creams through Sears
and JCPenney. The decision obviously made its 500,000 sales reps nervous.

The rise of the Web as a channel has only exacerbated channel conflict as many com-
panies have decided to sell their products on the Web in potential conflict with their
channel members. Apple Computer has been notorious for creating channel conflict. Not
only does it sell its computers at its Web site; but, as noted at the beginning of the chap-
ter, in 2001 the company decided to open some Apple retail stores. Many companies,
however, avoid such conflict either by referring Web site visitors to retail locations or by
using the Web to offer increased levels of dealer support,

(2 Application| Goodysar Tirss

In 2000, when Firestone recalled 6.5 million tires that were linked to SUV accidents, Goodyear
found it relatively easy to convert many Firestone retail dealers to its brand.?° However, many of
these converted dealers switched back to Firestone within one to two years or are pushing other
brands. The dealers found Goodyear difficult to deal with and were unimpressed with the quality
of iis tires.
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Importantly, Goodyear also started selling its tires through majot retailers such as Sears,
Walmart, and Sam's Club. These retailers often undercut the dealers in terms of price, While
other tire manufacturers have done the same thing, Goodysar's *fill rate” {the ratio of the number
of tires deliverad to the number ordered) has been as low as 50 percent. In addition, the larger
retailers were getting bulk discounts, which resulted in some smaller dealers paying mors for
their tires than what Sears was charging at retail. Clearly, Goodyear did not manage this channej
conflict situation very well,

Conflict Resolation
The conflict arising in channel systems can be resolved in many different ways. The
basic approach is to determine where such conflict exists, then try to understand the
channel members’ concerns. This approach requires research on the channels (remem- -
‘ber that they are customers). You can do this by talking to channel managers, employees,
the sales force, or any other person who has contact with the channels. Understanding
" the channel members’ concerns requires semsitivity. Once you know the locus and
source of the problem, you can devise an effective remedy. Even then, however, you may
make limited progress toward solving the problem. ’ :

Let’s return to the Hallmark sitnation. There are two sources of conflict. The first is goal
divergance, Hallmark wants fo increase its U.S. sales and profits; the card shop owners want
the same, but for their stores only, not across all possible outlets. Haltrnark’s original “solu-
tion” to its problem created conflict between the card shops and discounters, The company
then devised a two-part solution. The first part was to launch a new product line called
Expressions from Hallmark, which is pricsd lower and sold only in the discount stores. The
card shops still get the preminm Hallmark brand. The second part of the solution was to
launch an expensive advertising campaign promoting its Gold Crown retail stores.

The first part of the solution—demarcating products and product variants or brands
by channels—is a cormmmon one. Such a strategy makes it more difficult for the camera
shopper to use the camnera specialist only for information, For example, if Nikon sells its
better products only through specialiy stores, the information seeker cannot purchase a
similar model at a discounter or through mail order, Similarly, golf club lines are usually
demarcated between pro shops and sporting goods stores. Although Avon did introduce
its products into Sears and JCPenmney, it created a new, higher-priced line that did not
conflict with what the sales representatives were selling. Goodyear also took this
approach by giving a hot new product, the Assurance, only to its dealers.

Let us return to the Ingersoll-Rand illustration discussed earlier. The company uses
four channels to distribute its air compressors: direct sales, independent distributors,
company-owned air centers, and manufacturers’ representatives. Even though the chan-
nels appear to be defined clearly, sometimes they compete directly with each other
A. salesperson might submit a bid on a 400-horsepower compressor while a distributor

_would submit a bid to the same customer for two 200-horsepower machines. For smaller
compressors, distributors and air centers compete with the manufacturers’ representa-
tives for the under-5-horsepower compressors. To reduce interchannel competition,
Ingersoll-Rand intrcduced its Full Partner Program, in which comimissions were given
for referrals as well as sales. For example, if a direct salesperson refers an inquiry to a
distributor or an air center, she or he will get a 1 percent commission if a sale is made
and 2 percent if the salesperson actively assisted in the sale,

Finally, in 2000, Matte} began selling a wide range of toys and children’s clothing at
the Barbie.com Web site. Some of these overlapped with products sold at large retailers
like Walmart, Kmart, and Toys ‘R’ Us. Mattel claimed that the purpose was to increase
the -visibility of the brands and not to create channel conflict. To emphasize this, the
company set prices 15 percent higher than those at the retailers.?!

Thus, from these illustrations, we have seen different ways to resolve conflict: \

1. Demarcating product lines (i.e., separating product offerings by channel to help

reduce domain problems),

Working with the channel members to develop joint solutions.

Putting more money into push and pull activities.

Developing financial arrangements such as commissions and higher margins.

Charging higher prices in the direct channel.

o1 I
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Channel power can also be used as a conflict resolution tool. If such power exists, the
channel member can influence another channel member’s behavior. Power sources can
be converted into persuasion through: :

s Threats.

m Legalistic pleas.

m Promises,

s Requests.

s Recommendations.

» Information exchange.

Of course, not all of these approaches will work; their success depends largely on how
the channel member with the power chooses to exercise it.

Channels Issues in High-Tech Marketing
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Marketing managers for technology-based products use all of the traditional channels of
distribution: retailers, various middlsmen, direct sales, telemarketing, and so on. The
channel design and management issues discussed earlier in this chapter are therefore
relevant to the marketing of these kinds of products and services. _

What makes channel issues unigue in this context is the use of two different kinds of
intermediaries: original equipment manufacturers (OEMs) and value-added resellers
(VARs).

OEMs

A company typically uses ariginal equipment manufacturers when an ingredient is used
in or as part of another company’s products. For example, Canon is the world’s largest
manufacturer of the engines in laser printers {the part of the printer that produces the
copies). Not only does Canon make the engines for its own brand of laser printers, but it
also sells them to Hewlett-Packard as an OEM channel for its LaserJet line. Hard disk
drive manufacturers such as Quantum and Seagate sell through OEM channels such as

Dell, Lenovo, and other PC manufacturers. Software companies also use the PC OEM -

channel because many PCs come bundled with software. The Logitech illustration at the
beginning of Chapter 7 is another example of a company that heavily uses the OEM
channel for its computer mice. Microsoft, the subject of the introductory case in this
chapter, uses PC manufacturers such as HP and Dell as an OEM for its Windows 7 oper-
ation system.

Table 12.4 highlights some of the differences between OEM and branded marketing
for products such as hard disk drives, A branded product is sold on a stand-alone basis
(rather than as an ingredient) to end customers. For example, as we noted earlier in this
chapter, hard disk drives are sold through both OEM and regular retail (both mail order
and computer store) channels.

The general characteristic of OEM marketing is that it is a technical sell, with you
talking directly to engineess. The customer is interested in how your product fits into its
laptop computer, printer, or other device. Thus, knowledge of technical aspects of the
product is important. In addition, the sale is usually very price oriented because the cus-
tomer has a good idea about your cost structure. Because your product is only an ingre-
dient, the brand name is not generally visible (“Intel Inside” notwithstanding) and is
therefore not a key selling point for obtaining a higher price. OEM selling is usually
more like a traditional sales job versus the branded mass-marketing approach. Terms of
supply such as delivery quantities, timing, and quality are of paramount importance to
the OEM. As a result, strong negotiation skills are required.

VARs

A value-added reseller (VAR) is an organization that buys products from a variety of
vendors, assembles them in a package, and resells the package to specialized segments,

value-added reseller (VAR) -
organizations that buy products
from a variety of vendors,
assemble them in packages, and
resell the packages to specialized
segments; part of the channel of
distribution for technology-based
products
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Table 12.4

Marketing Decision Making

Customer

Hgavy engineering influence
Cross-functionat decision making
Muitimillion-dollar account size
Horizontal market orientation
Promotion

Executive selling

Key industry analysts
and influencers

Word of mouth

Pricing

Usually cost based

Negotiated by each OEM

Detailed pricing schedutes

Senior executive invalvement
Frequent pricing action

Product

System compenent

Requirements often set by customer

Close engineering coordination with
customer

Integration testing a major element
of sales cycle

Place
Direct sales dominate
Product fulfilled by manufacturer

Account teams deliver service and
support

Not necessarily a technical sell
Individual decision makers
Thousands of customers

Vertical market orientation

PR activities: articles, white papers
Advertising
Events: trade shows and seminars

Channel programs

Valiue based

Standard price lists and discount
structure

Marketing ownership

Periodic pricing adjustments

A stand-alone product
Ease of use very impertant

Market orientation and product
position determine specification

Short evaluation cycle

Mix of indirect and direct sales
channels

Channels change with product life
cycle

Product fulfilled at several lavels

Competition

Similar product

Overtapping customer set
Business won or lost at design
Support and relationship key
Cost . _

Many hidden costs

Significant engineering effort in
cost reduction

Customers often know your costs

Communication
Direct marketing and sales contact
Emphases on relationship building

Marketing effort spans several
organizations

Ongoing communication

Summary

Great general management training
Technical background 2 ptus
Program management role

Strong interpersonal skills,
one-on-one selling

Business creativity
Know your customer’s business
Sharp negotiating skills

Execution drives success

Feature set differentiation

Narrow product line

Alliances commen

Company and product awareness
key

Large non-product-related expenses

Product positiening and feature
set drive product costs

Customers care about price,
net cost

PR and advertising play a major
role

Simple, clear messages
Marketing control

Heavy competition for end-user
attention

More classic marketing
Product knowledge required

Convey market requirements
ntemally

Strong communication skills
Product and program creativity

Know the vertical markets for your
product

Channel knowledge

Strategy and marketing intelligence

Source: Bill Rossi, Google,

often called vertical markets. For example, a VAR focusing on the law firm segment
would purchase personal computers from a company, bundle together special software
designed for client management and law firm accounting, and then sell the package as a
turnkey (i.e., simply “turn the key” to start) system to customers. Similarly, a telephone
company would work with companies selling lacal area network software (e.g., Novell)
and hardware (e.g., Cisco) to design a system to install in large office buildings, This
would enable the builder to buy an external and internal data and phone system as a
package. In this case, the phone company is a VAR to Novell and Cisco. Cisco, in fact,
differentiates its VARs as Silver, Gold, Premier, or Global according to the techmicat
expertise of the VAR’s engineering staff.
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Differenceslbetween OEMs and VARs

One difference between an OEM and a VAR is the number of ingredients: an OEM nor-
mally has a much larger number of suppliers, whereas the VAR has a few discrete com-
ponenis to its system. Occasionally, the components of a VAR system are identified to
the customer. As a result, the VAR must be particularly sensitive about who is responsi-
ble for customer service. A law firm may experience a hardware problem with its. cus-
tomer management and accounting system, Who is responsible: the hardware company
or the VAR? This is not usually a problem with an OEM channel. If a Dell computer has
a hard disk problem, the customer doss not contact Seagate or Toshiba, but Dell.

Another difference beiween a VAR and OEM is that the former is more like a joint
venture, Therefore, selling through a VAR is more like a partnership relationship than a
supplier relationship. An OEM sale is usually the snd of the transaction until the next
supply is needed.?? With a VAR, there are longer-term issues such as customer service
and joint marketing. Companies using VARs as a key channel often spend a considerable
arnount of money working with the VARs to help them sell systems to customers. For
example, Kana Communications works with companies selling telephone call centsrs to
help them better sell the total CRM system to potential customers.

Finally, companies selling through VARs also have well-established markets into
which they can also sell by themselves. Thus, marketing managers for products using
VARs also have to have significant branded marketing skills. Although some OEM prod-
ucts, such as hard drives, are alsc sold on a stand-alone basis to end-customers, most are
not. As a result, products sold through OEMs are significantly driven by derived
demand; that is, their markets expand only to the extent that the markets for OEM prod-
ucts axpand.

Global Channels Issues

One of the issues raised in Chapter 7 is the limit to true globalization, the concept that
you can market a product or service around the world in the same manner.?® The same
question can be asked about distribution channels, Is it possible to have a global channel
strategy? In this chapter, we discussed the fact that channel structures exist to serve the
company'’s customers. Throughout this book, we have noted that not only do customers’
habits and tastes vary around the world, but so do economic, regulatory, and other con-
difions. Thus, cuitural and other country differences affect strategic decisions such as
positioning and branding, but they also affect tactical decisions such as channels. No
matter how you choose to enter a foreign market, whether through a joint venture, inde-
pendent agents, or a wholly owned subsidiary, you have to consider global vagaries in
retail and wholesale custorns that restrict your ability to develop a truly global approach
to channels.?* Seme of these country and regional differences are the following.

Western Europe

The European retailing scene today looks much like that of the United States. Increased
price sensitivity has resulted in the proliferation of private label or “own” brands in the
major chains such as Sainsbury, Safeway, Tesco, and Carrefours. Superstores such as
Price/Castco have established footholds, as have well-known retailers such as IKEA,
Toys ‘R’ Us, and Staples.

Howaever, local regulations still exist and must be considered. For example, Portugal
has limited the establishment of new hypermarkets to protect small retailers. Germany
has a large number of retail laws. The number of hours stores can remain open is signifi-
cantly restricted, although the government is experimenting with relaxing those laws,

Russia and Other Former Soviet Bloc Countries

The lack of a high-quality distribution structure, not to mention a shortfall of disposable
income, has hampered the development of retail activity in these countries. In addition,
a significant amount of purchasing (up to 25 percent of grocery purchases by some esti-
mates) is done on the black market. Excise taxes can make the prices of consumer
durables sold through conventional retailers (such as cars) prohibitively expensive (it is
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not surprising that the black market thrives). Brand loyalty is notoricusly low. At the
same time, foreign companies are entsring major cities such as St. Petersburg, Moscow,
and Warsaw. A first-time visitor to Prague or Budapest will be amazed at how “Western”
the cities are (if you consider Pizza Hut and McDonald’s representative of Western cul-
ture), sometimes to the detriment of their former charm.

Japan

Japan is a difficult country for foreign companies to penetrate because of its maze of
importation and operational laws. For example, the Large-Scale Retail Store-Law can
delay a store’s opening, reduce its size, force it to close early, and restrict the number of
days it can be open. The retail market is extremely fragmented, with mom-and-pop aper-
ations dominating. As a result, there is little price competition. However, these barriers
are dropping as discounters in a number of categories, from men’s clothing to toys, are
springing up.

China and Other Asian Markets

In China, foreign firms are often forbidden to set up their own distribution networks. In
fact, the Chinese Army (the People’s Liberation Army) has a thriving subsidiary that dis-
tributes a variety of goods throughout the country. As in Japan, the retail market is
extremely fragmented, with most Chinese living in rurel areas. In thess areas, personal,
door-to-door selling is very comunon. However, in the cities such as Shanghal and
Beijing, the retail scene looks very familiar to Westerners.

Several examples already provided in this chapter indicate that Southeast Asia is
undergoing rapid economic development. Shopping malls have sprung up in Manila,
Ho Chi Minh City, Singapore, and many other cities. However, frequent currency fluc-
tuations demonstrate hew vulnerable these economies can be to short-term economic
problems.

Appiicationl Procter & Gamble

Procter & Gamble has been successful in entering both Japan and China, although it has been
in the former country for a long time.2® it is instructive to read this example showing how the -
company used different approaches to distribution in sach country by adapting to the local retail
structure and consumer needs.

In 1995, P&G sold $450 million worth of shampoo and detergent, becoming the largest
daily-use consumer-products company in China, China has a poor infrastructure and is years
away from having a national distribution system. How did P&G get its products into the millions
of small and large stores throughout the country? The company targeted the 228 Chinese cities
with more than 200,000 pecple and determined the location of every store in those cities. Then
they sent in their "ground troops,” thousands of trainees whose job was to get P&G products on
the shelves of every store, into every kiosk, and even into street stalls. Thus, in a switch from
traditional econemics, the company substituted labor for capital: the distribution system is
based on human beings, not trucks or rail cars shipping vast amounts of products into ware- .
houses. In addition, the company used an old Western distribution strategy of linking its Arfel
and Tide brands with washing machine manufacturers, who pass out free products when a
cusitomer purchases a machine. Promotions such as free samples have been distribuied
generously.

Untit 1895, P&G did not sell dish detergent in Japan. By the end of 1997, the company had
Japan's best-selling brand, Joy. Not only is the market for the product mature, but thers are 1wo
giant Japanese competitors, Kao and Lion. The success was driven by introducing a new, tech
nologically advanced product (a more concentrated product reguiring a smaller amount to be
used) and through popular TV commercials.

However, the product was also successful in winning over Japan's notoriously difficult retail-
ers, Not surprisingly, retailers in Japan care about the same thing that retailers everywhere aré
concerned about; profitabiity of the category. Simply put, Joy Is the most profitable product on
the market. The Kac and Lion products were sold in fong-necked bottles that wasted space. Joy -
is sold in a compact cvlinder that takes less space In trucks, stores, warehousss, and, importantly, -
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on the shelves. This permits retailers to increase the number of units on the shelves, leading to
lower restocking rates. That the product is sold for somewhat higher prices, giving higher mar-
gins per unii, does not hurt either.

Gray Markets

The gray market is where trademarked goods are sold through channels of distribution
that are not authorized by the holder of the trademark. It is common that gray markets
develop across couniry lines. This phenomenon is often called paraliel importing.
Parallel importing is most often found when thers are significant currency-exchange-rate
or price differences between countries that make it profitable to purchase goods in one
country and then import them into another for resale. Most 1eaders are familiar with
friends from foreign countries who find some products cheaper to buy in the United
States than in their home countries and who load up before returning home. Parallel
importing is exactly this behavior, except that institutions are involved in the purchas-
ing and shipping and the products are resold in the home market. For example, an auto-
mobile dealer in Europe may find it prohibitively expensive to purchase and resell
BMWs by going through normal channels, However, the dealer could purchase some in
the United States and ship them back for resale at a lower price than legitimate BMW
dealers can. Such gray marksts are initiaied by intermediaries known as diverters. These
agents either purchase products or arrange for their purchase and divert the products
away from normal channeis.

It looks like a gnod deal for both the manufacturer and the customer. The former sells
more producis and the latter enjoys lower prices. However, legitimate channel members
become agitated when a significant amount of gray market goods flood their markets.
This leads to decreased goodwill in the channel. In addition, warranty support is not
necessarily equivalent to that of goods bought through legitimate channels. Finally,
brand image and equity can be diluted by gray marketers focusing on low prices.

Some Special Topics in Channels of Distribution
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gray market

a market in which trademarked
goods are sold through channels
of distribution that are not
authorized by the holder

of the trademark

- parallel importing

the development of gray markets
across country lines, often as

a result of significant currency
exchange rate or price
differsnces beiween countries
that make it profitable to
purchase goods in ons country
and import them into another
for resale

diverters

in international marksting,
middlemen who purchase
products or arrange for their
purchase and thereby divert
the products away from normal
channels

Some Supermarket Issues

With the increased power retailers have obtained in the distribution channel system,
particularly for grocery items, the difference between manufacturers’ and retailers’ per-
spectives is magnified. Due to industry consolidation, the five largest retailers’ share of
the grocery business rose from 26.5 percent in 1980 to 45 percent in 2008.%® Retailers’
scarce resource is their selling space, and they care less about how a particular brand is
selling than what is happening to the sales of a product category, department, or store as
a whole. Of course, the reverse is true for manufacturers.

This category perspective can be coupled with the data explosion that has given re-
tailers, manufacturers, and data suppliers a microscope with which to analyze the
performance of different product categories in different parts of the country, different
parts of a state, and different areas within a city. To optimize their product mix,
retailers want to offer the appropriate brands in a category, and they want the mix of
brands and product varieties to be appropriate for the ethnic and socioeconomic com-
position of the shopping areas in which particular stores are located. In addition,

manufacturers are seeking ways to move some of the channel power back in their.

direction, :

Thus, in the early 1990s, the category management concept was introduced and has
since been dramatically expanded. In category management, product categories are
considered io be the business units that should be customized on a store-by-store basis
to satisfy customer needs. Retailers have category managers, who are empowered to
operate their categoriss as separate businesses. The idea is that retailers plan market-
ing and strategy for an entire group of products rather than brand by brand. The
category management system has been found to increase retailers’ prices and profit
margins.?’

Under a category management system, manufacturers must be concerned about
mesting not only their objectives but also the retailer’s. Within the manufacturer’s

category management

a process that considers product
categories to be the business
units that should be customized
on a store-by-store basis in a way
that satisfies customer needs
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Yoplait is the category captain

for the yogurt category in many
supermarkets.

Source: Jim Mone/AP Wide World Photos

organization, the product management, sales, and marketing research organizations

must work as a team because, typically, a salesperson sells a large number of a com- -

pany’s products, managed by an equivalently large number of product managers,
Salespeaple work closely with prodict managers, and marketing research managers
and management information specialists provide information to both marketing and
sales. Interestingly, in this era of category management, the salesperson is really the key
person because she or he is the link between marketing managers interested mainly in
their brands and retailers interested mainly in their categories. The job of the salesper-
son in this environment is to become intimately familiar with the needs of both the
retailer and the customer, so that he or she can adapt the company's offérings to the
needs of a particular store. For example, Kraft has one customer manager for each ma-

“jor chain in a city or region. Additionally, because grocery chains operats on slim

profit margins and consumer tastes change rapidly, the chains have came to rely on
mannfacturers to help plan category strategies because they spend considerable sums
on marketing research and have considerable marketing expertise. In turn, manufac-
turers and retailers rely on market research firms like A.C. Nielsen and its software
Category Business Planner to take market data and make it accessible in real time to
managers,

Some companies have developed their own category management systems to aid
retailers. Clearly, category leaders such as Anheuser-Busch are very interested in helping
the retailers manege their categories, which helps manufacturers consolidate and
enhance their own positions.

f Ap»p[ﬁaation! General Mills Yoplsil Yogurt
The dairy aisle is one of the top-performing areas of the supermarket 2 Space is at a premium
due {o the constraints of the refrigerated displays, and there are many new products introduced
almost daily, particularly with the “natural” and “organic” trends exploding. While other areas of
the store may receive mare attertion, the “guiet” dairy department serves 99.6 percent of house-
hoids and generates 47.4 store trips per year. |t is the largest aisle by dollar volume and has the
highest growth trends, :
General Mills and Yoplait won Progressive Grocer's 2008 Category Captain award based
on the work its category advisors did with 24 major retailers to increase yogurt dollar volume
by 10.6 percent versus 7.9 percent at retail accounts without the new aisle strategy. The
company has worked with grocers
to increase the yogurt "footprint” to
eight feet and has generated a
9 percent increase in yogurt voiume
nationwide,

To achieve thess results, Generafl
Mills tried to answer several gues-
tions: (1) How should a grocer allo-
cate space within the aisle? (2) How
can grocers maximize dairy sales
by placing yogurt near to other -
complementary  dairy  products?
(3) What customer segments shop
the dairy aisle? These are typical

* questions that category captains
have to address. In addition, General
Milis has developed virtual store |
technology linked with store-level
sales data io permit grocery store -
managers to envision the impact on
category sales from changing the
layout of the aisle on a 30-foot longd
screen.

——}
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Another development in supermarket retailing is the increased need to control costs -

and operate efficiently to compete with category killers. This need to be efficient has
driven category management and created two concepts initially introduced in the
United States in the early 1990s: efficient consumer response (ECR) and the
continnous replenishment program (CRP). ECR is the process of reducing costs
throughout the entire distribution system, resulting in lower prices and increased con-
sumer demand. Part of this process is CRP, in which the members of the supply chain
partner with supermarkets.

In CRP, retailers, wholesalers, and marketing managers work together to atfempt to
accurately forecast demand. These forscasts drive the electronic inventory replenish-
ment system. When it works, CRP can reduce inventories at both the retail and ware-
house levels by 15 to 60 percent. The difficult part is getting manufacturers and retailers
" to work together, because both must be open about their strategies and performance.
When they do not work together, third-party consultants try to predict sales in particular
markets by counting individual stock-keeping units (SKUs).

Strategies for Intermediaries

" With the rapid growth of the Internet and other information technologies directly link-
ing manufacturers and other companies with their retailers or the channel reaching the
end-customer, many business observers have predicted the ultimate demise of “middle-
men” and a trend toward disintermediation. These middlemen compose the vast net-
work of largely invisible (at least to consumers) companies that move products in the
channel system,

Despite the dire predictions of their ultimate fate, many of these companies are of
significant size. For example, the largest food wholesaler serving supermarkets,
SuperValu, had more than $43 billion in sales in 2008.2¢ In fact, 6 of the top 50 private
companies in the United States are involved with food wholesaling.?® Ingram Micro,
the largest distributor of information technology products, sells mors than $30 billion
worth every year.

How have some intermediaries remained successful? Here are some examples:

® Auto dealers are focusing on customer service to combat sales through independent
Internet sites and manufacturers who use the Web to permit customers to order
direct from them. Some dealers permit customers to schedule service appointments,
order parts, and check inventory through their own Web sites and use their e-mail
lists to send out discount coupons by e-mail.

» Information technology equipment distributors like Ingram Micro and Tech Data not
only sell PCs but also offer peripherals, inventory management services, next-day
delivery, financing, and technical service support.

w Tn health care distribution, companies like Cardinal Health offer services to both
upstream suppliers and downstream customers by packaging drugs for pharmaceu-
tical producers and offering contract manufacturing services and alternative
drug-delivery formulations, It also leases automated drug dispensers to hospitals
and nursing homes,

Thus, the key for middlemen is to offer services to suppliers and customers that no one

else in the channel system is willing to provide and to take advantage of being in the
middle rather than seeing it as a handicap.

(3

App!ica‘li@n‘ Arrow Electronics

Arrow Electronics is an $11 billion company that supplies computer chips, capacitors, and many
other electronic components to 150,000 customers that make subsystems for personal comput-
ars, cell phones, and autos.3' Its main competitor, Avnat, is about the same size. However, large
contract manufacturers such as Flextronics and Solectron are buying more parts directly from
manufacturers cutting out both cormpanies.

As a result, the company is extending its business to services beyond matching suppliers
with end-customers. These include financing, on-site inventory management, parts-tracking
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efficient consumer response

(ECR)

a process seeking to raduce
costs throughout the entire
distribution system, resulting
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consumer demand

continuous replenishment
program (CRP)

a program wherein members

of a supply chain partner with
supermarkets, working together
to attempt to accurately forecast
demand, which is then used to
generate inventory
replenishment data
electronically
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software, and chip pregramming. In addition, Arrow gets fees for helping parts-makers win
customers, a kind of sales operation. For example, Arrow stole the audio and video equipment
manufacturer AMX Corp. account from Avnet. This was achieved by offering services such as
keeping three material planners on-site at AMX who handle parts flow and look for ways to sub-
stitute parts that Arrow can supply for less cost. This is a good example of how channel part-
ners can provide additional services beyond straight distribution and how these can evolve
over tims.

Executive Summary

Key learning points in this chapter include the following:

® The distribution channel system gives customers access to your products and sex-
vices and is a value chain in which different members of the system add value and
are compensated accordingly.

® There are many different channel structures. No onse channel system is appropriate
for every industry, product category, or firm.

® The channel structure depends on customer and competitor behavior, the marketing
strategy used, and the resources available. Channel systems can evolve over time as
these elements change.

® Channel members perform a wide variety of functions for the system.

® A common decision sequence is to first choose between direct and indirect channel
systems and then choose particular channel mernbers,

® Hybrid channel systems include a number of different channel types that comple-
ment one another and perform different tasks to obtain a sale.

s Channel power enables a channel member to exert some authority to get another
member to do something it would not otherwise do on its own,

» Channel management involves maintaining good relationships and resolving con-
flict hetween channel members.

= Conflict can be resolved by demarcating products betwsen channel members, help-
ing the channel members to achieve their goals, and offering more push and pull
money.

® New channel opportunities are arising from changes in supermarket retailing
- {category management, efficient consumer response [ECR], and continuous replen-
ishment programs [CRPs]), multilevel or network marketing, and changes in
technology.

Chapter Questions

1. Develop two examples of companies that are using other companies as distributors
(such as AT&T using Fry’s Electronics for Internet service). What benefits are the
original companies receiving in these two cases?

2. Besides the illustrations in this chapter, give an example of another industry that
has witnessed substantial change in channels of distribution, What are the funda-
mental reasons (e.g., consumer behavior, competition) for this change?

3. An executive at a large package delivery company has complained that by shifting
some of its business to independent channel members, the company has “lost con-
trol of the customer.” What do you think he means by this statement? Why does he
consider this to be bad for the company?

b
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4, Levi Strauss sells the same products, Levi’s and Dogkers, to multiple channels of
distribution, from high-image (Bloomingdale’s) to low-immage (Sears, Mervyns)
outlets. What would you suggest as a distribution strategy so that the company
can better differentiate its product by channel and not suffer brand confusion
problems?

5. What are the pros and cons of using the Web as a distribution channel? Are there
some situations where it should not be a part of the channel mix?

6. There can be considerable variation in how products are sold in different coun-
tries. For example, cars are sold door-to-door in Japan and in retail shewrooms in
most of the rest of the world. Besides institutional differences (e.g., laws), why
does culture matter with respect to global channels decisions?
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The purpose of this chapter
is to introduce some of the
issues in managing two
major direct channels of
distribution: personat selling
and direct marketing, After
reading this chapter, the
student will have learned;

How the sales force fits
into the marketing
organization

The major duties of a
salesperson

Managing the sales force
in terms of managing
sales force performance,
designing sales terri-
tories, determining sales
force size, and assigning
salespeaple to territories

Setting sales guotas

Issues in sales force
compensation

The impact of technology
oh sales management

The importance of direct
marketing

The major direct-
marketing media
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\  isco Systems is the dominant player in the market for computer network-
ing equipment.® With sales of $35 billion in its 2009 fiscal year and a
market capitalization of just over $138 billion, the company was a lead-
/ ing force in moving the United States into the “new” economy represented
S " by the Internet. The company has spent the past several years positioning
itself as more of a home entertainment company through the acquisitions of
Linksys in 2003 {home wireless networks), Scientific-Atlanta in 2005 {set-top cable

boxes), and Pure Digital Technelogies in 2009 (the inexpensive Flip video camera),
At Cisco, the sales force has so much clout that its 14,000 members receive perks such as lengthy

titles and executive assistants, usually reserved for more senior managers. The philosophy behind
this approach is that the salespeople are the ones who have the closest contact with customers and
therefore have the greatest potential to either make or break the company. The fact that the com-
pany is so successful is proof that the sales force is an excellent one. It was named the co-winner of
the title of sales force of the year for 2000 by Sales & Marketing Management magazine.

One key to the success of the sales force is its use of information technology. At Cisco, 80 per-

cent of its orders and 80 percent of customer inquiries are handled through the Web. This allows the
salespeople to spend more time with customers in order to build long-term relationships through
customer satisfaction. The company emphasizes continuing education for its sales force, but not
through traditional classrooms—through “virtual” classrooms via text and videos on the Web. In
addition, salespeople conduct all of their benefits and travel and entertainment transactions online.
Each salesperson has a customized Web page so he or she has all the personal and up-to-date
customer information needed to handle the job conveniently while on the road. Cisco’s CEQ John
Chambers is passionate about the Internet and the way it has transformed his company, and this has
greatly affected the sales force as well.

The company’s Web site is also used to reach customers for direct marketing purposes. When

visitors come to Cisco.com, they find video, “click-to-chat,” and WebEx (videoconferencing) connec-
tions to speak with Cisco sales representatives. In addition, these visitors often turn into leads for
the sales force.

At the same time, Cisco faces the same issues confronting any other company that has a sales force:

Recruiting and selecting the sales force.

Training, evaluating, and supervising the sales force.

Motivating the sales force and setting quotas.

Assigning the appropriate geographic territories and customer accounts to each salesperson,
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As mentioned earlierin this book, personal selling and sales force management fulfill -
several important marketing tasks. First, it was noted in Chapter 10 that the sales force is -
part of the communications mix. The sales force must be given the tools and training to
implement the marketing strategy and integrate its efforts with the rest of the commini-
cations programs, In Chapter 12, we discussed the sales force as a channel of distribu-
tion, a direct channel to the customer. Clearly, the sales force satisfies the major criterion
for a channel: it gives customers access to the firm's products and services. This is such
an important function that it is estimated that there are at least 20 million people
involved in sales in the U.S. with a conservative estimate of $800 billion spent on sales
forces each year.?

Another important direct channel in today’s mix of channel optlons is direct market-
ing. While many consumers have a negative perception of direct marketing, perceiving
direct mail as “junk” mail and expressing irritation at telemarketers, the fact is that it is a
huge business.

One estimate is that direct marketing accounted for about 10 percent of U.S. gross
domestic product (GDP) in 2008.3 For example, more than $56 billion is spent on hoth cat-
alogues and direct mail? Although more precise statistics will be reported later in this
chapter, it is interesting to note that while most people associate direct marketing with con-
sumer products and services, nearly half of the spending was from B-to-B products and ser-
vices. What makes the direct marketing field particularly relevant today is the rapid growth
of direct e-mails for both communications and sales. Almost two-thirds of all companies
reported using e-mail to connect with customers.3

Thus, in this chapter we will discuss both sales force management and direct market-
ing, the two most important direct channels of distribution.

OBJECTIVES
L
CUSTOMER TARGET(S)
1
COMPETITOR TARGET(S)
CORE STRATEGY
IMPLEMENTATION: MARKETING MIX

: Price § Communications | Product Channels of Customer
and Promotion Policy Distribution Relationship
Management

The Sales Force and the Marketing Organization

As part communications and part channel, the sales force has a dual role in the imple-
mentation of the marketing strategy {see the marketing strategy diagram). The salesper-
son not only communicates information about the product or service and delivers the -
key value proposition to the customer, but also atiempts to complete the transaction
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Figure 13.1

Number: @) Vice President of Marketing

€ National Sales Manager
€ Regional Sales Manager
0 District Sales Manager

@ Field Sales Representative

Source: Douglas J. Dalrymple and Wiliiam L. Cron (1988), Safes Management, 6th ed. {New York: Wiley), p. 6. Copyright 1996,
Reprinted with permission of John Wiley & Sons, Inc.

with the end customer (a key role of some channels). In addition, many companies
spend a significant sum of money on sales force activities. Some sales forces are very
large. As noted earlier in this chapter, Cisco has 14,000 salespeople. Even larger are
PepsiCo’s with 36,000 and Hartford Financial Services with 100,000, Avon is the largest
multilevel seller direct to homss with 5.4 million sales representatives. The total num-
ber of sales representatives for drug companies has been estimated to be about 90,000.5
The resources spent on training, motivating, and rewarding these salespeople rival or
surpass the money spent on other channels and types of communications. Data indicate
that depending on the size of the sales force, the cost of each sales call can range from

$158 per call for a company with 20 to 49 sales reps, to $224 per call for a company with
" 1to 5 reps.’

There are different titles used in sales management, depending on the level of the
organization. Figure 13.1 shows the different titles typically used in a mid-sized sales
organization. The vice president of marketing or sales heads the sales organization, Most
of the other titles describe job responsibilities defined by the size of the geographic
territory covered (national, regional, and district sales managers). The largest part of the
organization is made up of the field sales representatives, or reps.

Although we will not cover all issues a particular sales manager has to deal with, this
chapter should give you a good sense of the diversity of the salesperson’s and sales
manager’s jobs. Because there are many different titles and duties assumed by the people
within a sales force and because they vary across companies and industries, we will
cover the general area of sales management, rather than focusing on one particular
organizational level,

~ In Chapter 1, the marketing manager’s job was defined and some aspects of marketing
organizations illustrated {see Figures 1.4, 1.5, and 1.6). The relaticnship between sales and
marketing organizations is unusual. Although you might think that the sales organization
would be part of marketing because the sales force helps to implement the marketing strat-
egy, sales organizations are often separate and powerful entities within companies. In such
firms, marketing is viewed as providing a support function (advertising, selling materials,
trade shows) to sales. _

Figure 13.2 shows the organizational structure of Adobe Systems Inc., a computer
software company. The product marketing group includes product managers responsible
for putting together marketing strategies and programs for products such as Acrobat (text
formatting), Photoshop (imaging), and PageMaker (desktop publishing). In this organiza-
tion, product marketing is different from marketing in that the latter is more tactical in
nature. That is, marketing offers support to product managers by planning promotional
events, designing trade show displays, and so on. In this case, the sales organization is
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Figure 13.2
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o+ Keep !
. communication
;. flow going

separate from marketing. The sales force is responsible not enly for calling on corporate
customers but also for channel merchandising (handling relationships and other matters
with distributors).

Types of Sales Organizations

There are three kinds of sales organization structures. One structure is organized around
product lines. The praduct/product sales organization sells a product or product line to
all markets and often coexists with a product-focused organization. A disadvantage of .
this structure is that a customer may be called on by several salespeople from the same
company. '

An example of the product/product structure appears in Figure 13.3, which shows
the organizational structire at one time for Hewlett-Packard's Medical Products Group
(MPG).® MPG sells a variety of products, including patient monitoring systems, operat-
ing room systems, perinatal monitoring devices, and clinical information systems. On
the right side of the chart is the U.S. Field Operations, with different national sales
managers (NSMs) for the different product groups within MPG. The Imaging Systems
Division (ISY), which manufactures ultrasound devices for cardiologists and vascular
surgeons, has its own sales force and national sales manager, as do the other three
product groups. The ISY sales force only sells the products made by that division.

A second type of organization is a market/market system, in which the marketing
organization is aligned by market segment, as is the sales force. In this case, the sales
force sells the entire product line to customers in the segment. An illustration of this
kind of organization is shown in Figure 13.4.% MCI's U.S. marketing operations were
organized by geographic market segments (the company is now part of Verizon). In each
geographic territory, the sales force is responsible for selling all telecommunications
services to the customers.

A third organizational form is called product/market. In this case, the company hasa
product management structure but the sales force sells all products marketed by a
division to a single market. An example of this kind of structure is the General Foods =
dessert division shown in Figure 1.4. In this case, there are individual product managers '
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. Hew!éfi;Packard '_
Medical Products Group
A T B | L 1
MPG Euro?a o maging Systems? Clincat Systems Marketing and . Asia Pacific
Geographic Business Unit - Business Unit Distribution Geographic
Business Unit - _ : ' : Business Unit - Business Unit
o T, T T I
: o L - Human U.S. Field
Finance | Marketlng; R&D Manufacturing | Resources Operations
_____ I T P I
Technical Product ' Business Marketing -
Marksting Management Analysis Communications :
] o o ! o
NSM | NSM Distribution’ Fietd .
Product 1 . Product 3 Channels | Marketing
NS L . .
Product 2 Imaging : Quality Training
i Systems !
ISY Support | ISY District  ;
{Field Service) Managers (6)
Sales Reps (42)

NSM = Mational Sales Manager

Source: Frank V. Cespedes (1994), “Hewlett-Packard Imaging Systems Division: Sonos 10¢ C/F Introduction,” Harvard Business School
case #9-593-080, p. 18. Copyright ® 1992 by the President and Fellows of Harvard College. Reprinted by permission.

for Jell-O Gelatin, Jell-O Pudding Pops, and other products, but the sales force for the
desserts division is Tesponsible for selling all of the division’s products to the national
supermarket chains.

A reorganization of a sales force can have negative effects on the financial perfor-
mance of a company. Xerox’s financial problems in the late 1990s were generally atirib-
uied to a sales force reorganization that failed.’® On the other hand, such organizations
have to change as companies grow or customers change, or when there is a significant
change in industry structure. For example, as the Internet advertising media placement
company DoubleClick (now owned by Google) grew, the sales force was reorganized
around six industry segments: automotive, business, entertainment and youth, technology,
women and health, and travel.1?

National/Key Accounts Organizations

Many companies have an additional layer of salespeople who deal with the largest
accounts. Because in many companies a few large corporaie accounts make up a large
percentage of sales, a higher level of attention to their business makes. good sense, For
example, a national study showed that 50 percent of the sales of the firms surveyed were
accounted for by only 10 percent of their customers.'? National account personnel are
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Figure 13.4
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Source: MU Communications Corporation: National Accounts Program, Harvard Business School case #9-593-044, . 15, Copyright ®
1990 by the President and Feliows of Harvard College, Reprinted by permission.

charged with developing new accounts and maintaining existing ones; the latter is -
particularly important for long-term relationship building, Key account managers
become very familiar with customers’ operations and problems and are in an excellent
position to satisfy customers’ needs by helping them develop a strategy for the product
in question. In addition, such positions are considered plums in the company and serve
ag a career goal for the sales force. '

It is common for companies to establish a separate organization to deal with major
accounts. As shown in Figure 13.5, there are four common ways to organize the key
account sales force. The most common form of organization is for the nationat key account
sales force and the regular sales force to be on the same level organizationally and for both
to report to the corporate vice president of sales.

The ways in which the national account and regional sales teams interact can vary. In
some cases, the national account team calls on national or international headquarters,
whereas the regional salespecple concentrate on the local offices. In others, the national
account manager acts as a coordinator for the regional team, With either kind of arrange-
ment, there are often difficulties dividing up the commissions earned from sales as it is
often unclear who contributed the most to the sale.
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Source: Gilbert A. Churchill, Jr., Neil M. Ford, and Orville C. Watker, Jr. {1993), Sales Force Manogement, 4th ed. (Homawood, IL: Irwin),
p. 157, Reproduced with permission of the McGraw-Hill Companies.

' Appiﬁncaﬂom\ Marriott Lodging

Marriott Lodging's key account managers (KAMs) handle three 1o six major accounts,? These
KAMSs report to the vice president of sales, who reports to the senior vice president of sales and
marketing. Each KAM is the main contact point between Marriott and the custormer (€.9., farge
corporate clients) and is responsible for developing long-term relationships with the customers
assigned to him or her. The KAMs are compensated by a combination of salary (70 percent)
plus bonus (30 percent). The bonus is based on a combination of revenue targets and the
quality of the relationships gstablished.

The advantage of focusing on individual customers is that the KAM assigned to an account
gets to know the customer’s business very well. Marriott KAMs are expected to use onlineg News-
papers and other resources 10 research customer financial data, industry irends, and anything
related to the customer's business. The objective is 1o be proactive and recommend money-
saving ideas to customers to help them reengineer their travel processes. Of course, these
ideas include recommending a mix of Marriott hotels across the spectrum from full-service to
economy. The KAM system is working so well that in many accounts, a one-percentage-paint
increase in Marriott's rmarket share is worth $1 million in incremental revenue.

Figure 13.5
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Multitevel Marketing

Amway, Mary Kay, Tupperware, Avon, and many other product and service lines are

sold using multilevel or network marketing distribution systems, These are basically

direct sales organizations. Not all products sold this way are cosmetics and plastic
goods; Excel Communications (a former division of the now bankrupt VarTec Telecom)
used a multilevel approach to sell more than $1 billion worth of telecommunications
services. The concept behind the system is simple: people recruit other peopie, who
recruit others, and se on, to sell the products. Part of the commission on each sale is

transmitted through the system so that the person at the top of the pyramid can receive

substantial income by managing the network.

The use of the term pyramid is unfortunate because multilevel selling has been linked
to illegal pyramid schemes that have bilked people out of their money. Although legal
and very successful, these systems still have image problems. One problem is that some
systems force salespeople or distributors to purchase a significant amount of inventory
in advance. Another is that the amount of sales that actually occur is far less than that
promised (how many relatives do you have?). The riches some people have made rarely
accrue to the average distributor, Thus many network marketing systems are plagued by
high turnover and shattered dreams.

However, network marketing does offer individuals the opportunity to make extra
money and perhaps manage their own businesses. In addition, in the past several years,
the industry has tried hard to reverse its negative image. In 1992, the Direct Selling
Association adopted a new ethics policy that requires members to buy inventory back
from distributors for at least 90 percent of the purchase price. Many managers, displaced
through corporate downsizing programs, have joined these organizations, bringing an
element of professionalism that was previously missing, Courses are being taught on the
subject. Perhaps most importantly, many have been very successful. A look at the Inc.
500 shows that many of the fastest-growing small companies in the United States use
this kind of distribution system.

What Does a Salesperson Do?

One of the key jobs of a
salesperson is maintaining a good
retationship with the customer.
Source; Jeff Greenberg/PhotoEdit Inc.

Obviously, a salesperson is rewarded on her or his ability to sell, or to close orders from
custorners. Less obviously, salespeople are alsa charged with maintaining and enhancing
customer satisfaction with the selling firm and are often rewarded at least partially on that
basis. Today, most sales people talk about selling “solutions” to customers or, in other
words, solving a customer’s problem. The anecdote shown in Figure 13.6 does a good job
of ﬂlustra’ung one General Electric (GE} salesperson’s approach to solutions selling,

However, this general concept
of solutions selling does not ade-
quately describe the different kinds
of selling that occur in business, A
comumon way of classifying selling
situations is:

® Response selling. In this
situation, the salesperson is
basically an order taker. The
customer initiates the sale
and gives the order to the
salesperson.

s Trade selling. This kind of sell-
ing includes order taking, but
also entails responsibilities
siich as making sure the stock
is adequately displayed on
shelves, setting up displays,
providing demonstrations, and
other activities sometimes
called merchandising,
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Figure 13.6

Lawrence Jackscn, president of a major automotive supplier (with over $1
billion in sales} warmed te his tapic. He had recently been promoted and loved
io talk about the deals he had been working on, )

*Let me tell you about three different sales pitches that 1 experienced over the
last two months, The first was from & major chemical company that
manufactures a broad line of chemicals we use in our process. This man was
smooth, polished, professional. He knew the technical specs and
characteristics of his products to a ‘T He went on and on about why his
products were so good. )

"He was right, of course, His company makes very good products, But then,
sc do all of my other suppliers, His pitch was that he could be a one-siop shop.
Mice concept, bit it doesn't do much for me, because my other chemical
suppliers have products just as good, and their delivered costs are low. What's
the benefit to me of a single supplier of a dozen commodity products?

“The second rep was difierent. He sold plastics. We use a lot of plastic. He,
too, was technically solid, And he was passionate about his product and his
company, talking about all the new value-added programs they were
developing. That was all great, but what did it mean for me? He said, it would
create benefits In the future. | said, then come see me in the future, )

“The third rep was from GE. Although his job was to sell plastics, he didn’t teli
me anything about his product. He just asked guestions. How much capital do |
have tied up in equipment? Whai are my yield losses in the plant? What are the
biggest operational problems | run into at the plant, using my current materials,
and process set-ups? How much capital do | have tied up in my trucks and
logistical operations?

“We really got talking. As | described the operational problems we faced, we
got into some very interesting Issues. There were big numbers involved.

“He come back in two weeks, Showed me how GE Capital can reduce my
capital intensity and my financing costs. In both plant equipment and logistics.
Showed me how we could save on warehouse space. Described an approach
for GE engineers to work with my plant psople to make changes that would
optimize my materials usage.

*Then he went on 1o talk about global support. We're growing like crazy
intarnationally. He described how GE could support us in our global expansion.

“When | added it all up, he was saving my operation a lot of money. On capital,
on financing, on yield losses. Of course, he got my plastics business. Almost all
of it. And he's going to get it on a global basis.

“'m not the only cne who's delighted with this approach to doing business.
My plant guys love it. They're used to dealing with product pushers. With GE,
they're dealing with a group of paople who have taken the time to learn their
problems, and to help solve them. When it comes to deciding who's going to
get aur plastics business, it's not even close.

“Also, getting this suppert en a giobal basis makes our lives much easier. And
given all the scrambling we have to do ta serve our own tough customers, the
automakers, that kind of support helps us out a lot”

Source: hdrian Stywotzky (1998}, The Profit Zone (New York: Times Books), pp. 31-82.

» Missionary selling. In this kind of selling, the salesperson atiempts to influence the
decision maker rather than the user or purchasing agent. The missionary salesper-
son helps the buyer promote the product to internal or external customers.

» Technical selling. In many industries, the salesperson also acts as a technical con-
sultant to the purchaser. For this to be successful, the salesperson must have strong
technical training, For example, the Hewlett-Packard salespeople in the Imaging
Systems Division must be knowledgeable about the latest developments in ultra-
sound and other medical imaging technologies.

& Creative selling. This method involves developing new customers and maintaining
old ones by investing a considerable amount of time in understanding buyers’ needs
and wants. :
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A salesperson performs a wide variety of activities, including:

m Planning the sales call. The good salesperson spends a considerable amount of
time planning the call. This planning includes using information provided by the
company and past sales calls about competition {both. the salesperson’s and the
customer’s); the economic, technological, political, and social environment; and
the product or service. Today, preparation also involves learning how to use the
latest technology in giving presentations.

m Traveling to the customer site and making the call.
u Fl]lmg out the call report. This involves a detailed examination of what happened dur-

ing the call, “win-loss” reports on new business won. or customers lost, any information
picked up about competition such as their prices, and any other market intelligence.

= Post-call analysis. The good salesperson analyzes what happened, talks with his
or her supervisor, and collects feedback about the call that can be used in future efforts.

» Communicating with the customer. It has been said that after a sale is made, for
the seller it is the end of the process, for the buyer it is only the beginning:** Thus,
the good salesperson knows that establishing and maintaining rapport with the
customer is necessary for future business. Even if no sale is made or a sale is lost,
communicating with customers or potential customers is vital.

Thus, there are different kinds of sales jobs and different tasks to perform,

Managing the Sales Force Performance

What factors contribute to the success of a salespersont? Like other resources such as
advertising and promotion, money spent on the sales force is expected to produce
revenues and profits. As a result, companies are always interested in improving the per-
formance of their sales forces. It is important for the marketing manager to develop a bet-
ter understanding of the factors that contribute to a salesperson’s success, in order to
help improve one person’s performance or the performance of a group of salespeople.

A number of models have been developed to help explain performance.?® Figure 13.7
shows one such model. As can be seen, performance is a result of both internat or indi-
vidual faciors and external factors, We review these factors in more detail here.

Internal Factors

The salesperson’s motivation is a basic force behind how much effort he or she devotes
to the job (planning sales calls, following up on customer guestions, filling out reports)

-and how he or she responds to different kinds of incentives, Clearly, the sales force is

motivated by financial incentives such as commissions on sales, salary guarantees, and
bonuses. However, salespeople can also he maotivated by sales meetings and contests,
education and training, and information about the company and its plans.

In a way, the marketing manager must understand what motivates his or her sales-
people, just as the manager would have to know what motivates his or her customaers to -
buy. Different salespeople are motivated by different factors. For example, a salesper-
son who has been with a company for many years may be more motivated to sall from
company loyalty than is a younger salesperson who is looking to develop a track record
for future career moves. Soms salespeople (like people in general) are more motivated
by money than others. Thus, it is critical to understand what motivates each salesper-
son on the force,

Salesperson performance is also affected by aptitude for selling, or natural ability to
sell, It is generally thought that some people are born salespeople and others are not.
However, this implies that seliing skills cannot be tanght, which is not true. At the same
time, some aspects of aptitude, such as empathy and persuasiveness, cannot be taught -
easily and do give one person an edge over another.

- Aptitude is a person’s natural ability. Acquired skill is also important for a goad sales-
person. As we have just noted, good selling skills can be taught. There are many courses
available, offered both within companies and by specialized firms. These can teach
aspiring and experienced salespeaple how to improve their communications, negotiation,
closing, and other skills involved with personal selling. In addition, in technical selling
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Figure 13.7

. Sales Force Performance :
Feedback ! . ' Feedback

External Factors f internalIndividual Factors

Environmanial

_ Economic-faciors
Socialfcultural factors

" Legalfpolitical factors. .

Technology - _ :
Competition _ — » Skilllevel

Motivation

Aptitude

. Organizational - . : Job satisfaction
-Corporate culiure _ o i
. Human resources . - o ‘Role perceptions
- Financial resources ° - ' '

. Market position = Parsonal factors
"~ Cther marl—:ettng mlx vanables : -

Safes managemenf
- Plannlng!organlzing
; Hecruitlnglselecllon . . . - :
Training . - e : o L :
Rewards . o o '
" Financial
- Nenfinancial
_+ Directing ~ -
: . Leadership
Motivation.
- Quiotag
Evaluatlon

Source: Rolph £. Anderson, Joseph F. Hair, Ir., and Alan Bush {1992}, Professional Sofes Manogernerit, 2nd ed. (New Yorkc McGraw-Hill).
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sitnations, selling skill is enhanced by continaous updatmg of the sc1enn_ﬁc knowledge
relevant to the product.

Not surprisingly, higher levels of job satisfaction have been found to be positively
correlated with salesperson performance. Research has found that satisfaction is related
to both intrinsic and exirinsic motivation. Intrinsic motivation comes from within and is
related to the satisfaction a salesperson obtains from the different aspects of the jab,
such as being on the road and meeting people. Extrinsic satisfaction is derived from
rewards such as promotions, salary increases, and sales contests.

The salesperson also needs to understand both his or her superior’s expectations and
the kind of selling that is necessary to be successful. This knowledge is called role
perception. For example, if the sales manager expects the salesperson to spend half of
his or her time taking care of the stock on the shelves and the salesperson thinks that is a
minor part of the job, this mismatch in expectations will lead to lower performance.

Finally, personal attributes such as gender, attractiveness, education level, and other
factors are often related to success in particular industries.

External Factors

Environmental factors have a major effect on performance. These are derived from the
marksting plan described in Chapter 1. Included are:

® Customers, Obviously, changes in customers’ tastes, buying behavior, and their
own competitive conditions make the salesperson’s job more difficult.

m Competitors. Tracking the competition is important for successful selling,
This invelves more than prices {the usual focus of salespeople). It also
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involves changes in their strategies, financial condition, product line, and other
factors. '

- @ The industry environment. Changes in technology, soc1al changes, economic shifts,
regulation, and politics affect the job,

In general, the wise salesperson obtains the product or product line marketing plan and
absorbs the information in the situation analysis.

A second set of external characteristics relate to the organization. The salesperson’s suc-
cess is affected by a number of factors internal to the company for which he or she works.
For example, it is easier to sell if the products are market leaders. Canversely, the markst
position is affected by the sales force’s efforts, Poor market position is not necessarily
caused by unsuccessful marketing strategies. An important factor is the amount of financial
resources a company puts into sales efforts. Sales force performance is likely to improve as
more money is spent on higher salaries, better incentives, better training, and selling aids.
High-quality personnel and a culture that supports personal selling efforts also help.

The quality of the sales management also directly affscts the performance of the sales
force. This quality is affected by the amount of resources the company spends on sales
management. It is also affected by the kind of people who occupy key sales management
posts. They affect the organization by selecting capable salespeople, designing effective
reward systems, and motivating salespeople.

Thus, sales force performance is affected by many elements, including individual,
internal, and external factors. Senior marketing management must understand these

factors and optimize them.

Designing Sales Territories

sales territory

a group of present and potsntial
cusiomers asgigned to g
salesperson, often designed on.a
geographic basis

breakdown method

a major method used to
determine the size of the sales
force that is based on the
forecasted sales level divided by
an assumed average sales per
salesperson

A sales territory is a group of present and potential customers assigned to a salesperson.

. In most cases, as the term implies, sales territories are geographic areas selected to mini-

mize travel time between accounts and delineate clearly which person is responsible for
a particular account.

Designing sales territories is an important part of sales management, Territories that
are not balanced in terms of potential sales can be demoralizing to the salespeople
assigned to them. An insufficient number of territories means salespeople spend too
much time traveling and not encugh time selling,. Too many territories means lower
income and salespeople fighting over the geographic boundaries. This latter problem is
particularly important fo Cisco Systems, because it increased the size of its sales force as
the company grew. Its sales force is very aggressive and used to be rewarded with signif-
icant bonuses for exceeding their sales quotas, If territories are shrunk, reps may wonder
how they will meet their ever-increasing quotas with fewer potential customers.

There are three major, interrelated decisions concerning sales territories:

1. Deciding how many salespeople to have.
2. Designing the territories,
3. Allocating selling effort to the accounts.

Determining the Size of the Sales Force
Three major methods are used to estimate the sales force needed

Breakdown Method
The breakdown method is a simple method that assumes an average productivity level
for each salesperson. The number of salespeople needed can be computed from the
following equation:

n=slp

where n equals the number of salespeople needed, s equals the forecasted sales, and
p equals the average seles per salesperson. Therefore, a company expecting to sell
$100 million worth of goods in 2010 with a sales force currently averaging $5 million
per salesperson needs 20 paapls,

The major problem with this method is similar to using the percentage of expected
sales to set advertising budgets {see Chapter 10). This formula assumes that the number




chapter thirteen Direct Channels of Distribution: Personal Selling and Direct Marketing 385

of salespeople is determined by the expected sales level when, in fact, the opposite is
also true, That is, in many cases sales could be increased with more salespeople.

Using the “average” salesperson does not account for other factors. These include
variations in territory potential, the mix of experienced and inexperienced salespeople if

there is turnover, and other factors. In addition, the number is highly dependent on an -

accurate forecast for sales. As we noted in Chapter 3, forecasting sales accurately is
highly problematic in most cases,

Workload Method

The workload methad is based on the ability to calculate the total amount of work
necessary to serve the entire market. The number of salespeople required is the total
workload calculated divided by the amount of work the average salesperson is expected
to handle. Six steps are required to implement this method:

1. Classify all the firm’s customers into categories. It is common to divide the set of
customers into three categories, based on the amount of sales for which they
account (other criteria could be used as well). For example, you might classify
your customers into A, B, and C customers based on an analysis of the distribution
of sales. Customers classified as A might be the top 25 percent, B the next 50 per-
cent, and C the bottom 25 percent. Even better, the assignment could be based on
sales potential rather than actual sales.

Determine the frequency with which each type of account should be called upon
and the necessary length of each call. For example, based on experiencs and judg-
ment, the following data might be used:

L

Class A: 12 times/year x 120 minutes/call = 1,440 minutes, or 24 hours
Class B: 6 times/year x 60 minutes/call = 360 minutes, or 6 hours
Class C: 2 times/year x 30 minutes/call = 60 minutes, or 1 hour

e

Calculate the workload necessary to cover the entire market. Let us assume that
there are 200 A customers, 400 B customers, and 200 C customers. Then the iotal
workload necessary would be:

Class A: 200 customers x 24 hours = 4,800 hours
Class B: 400 customers X 6 hours = 2,400 hours
Class C: 200 customers x 1 hour = 200 hours

or & total of 7,400 hours.

4. Determine the time available for each salesperson. Assume for this illustration
that the typical salesperson works 48 weeks each year (4 weeks of vacation) for
50 hours each week. This gives a total of 2,400 hours per year for selling.

5. Allocate the salesperson’s time by task. As we noted earlier in this chapter, the
salesperson has activities other than seiling (planning, writing up call reports) that
take time. Supposing that selling is only 50 percent of the salesperson’s time, then
this implies that 1,200 hours {50 percent X 2,400 hours) can be allocated to selling,

6. Calculate the number of salespeople needed. This is simply the workload of 7,400
hours divided by the 1,200 hours available or 8.17 (rounded to 7) salespeople.

This method makes intuitive sense and is more logically appealing than the breakdown
method, However, it also makes several assumptions that may not hold. Different accounts
within a class may require different amounts of effort, For example, a class A account that
has been active for many years may require little time, whereas a new account may require
a great deal. Also, different salespeople operate with varying amounts of efficiency and
can allocate more or less time for traveling, planning, and other activities.

Marginal Economic Method

Basic microeconomics teaches us that we should allocate a resource up to the point
where the marginal revenne obtained from an additional unit of the resource equals the
marginal cost. If we recast this method in terms of profit, particularly contribution
margin (the amount of revenue that goes to cover fixed costs), it is very appealing.
Supposs that it costs $60,000 to hire a salesperson. Based on this approach, salespeople
should be hired as long as they can sell enough to generate $60,001 in contribution
margin (much more in sales, depending on the variable margin rate). The $1 in coniribu-
tion generated was previously unavailable and would go toward covering fixed costs.®

worldeoad methed

a major method used to
determine the size of the sales
force that is based on the ability
to calculate the total amount of
work necessary to serve the
antire market
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marginal economic method

a major method used to determine
the size of the sales force, based
on the microeconomic concept
that a resource should be allo-
cated up to the point at which

the marginal revenue obtained
from an additional unit of the
resource equals the marginal cost

Figure 13.8

Although this marginal economic method sounds theorstically appealing, it is more
difficult to implement than the other two because it is difficult to know what the “mar-
ginal” salesperson can generate in sales. In addition, the marginal sales volume will
decrease as additional salespeople are added because the remaining customers are more
difficult than those who are already buying your product ar service,

Designing Sales Territories
The steps involved in designing sales territories are shown in Figure 13.8.

1. Select the contrel unit. This is the basic geographic unit that will be used to form
the territories. The most common units are (in decreasing size) countries, states,
counties, cities/standard metropolitan statistical areas (SMSAs), ZIP codes, and'
blocks. Obviously, the control unit variss by the kind of product or service, For a
consumer product sold door-to-door, neighborhood-by-neighborhood, through
Mary Kay or other multilevel selling companies, blocks would be appropriate. For
nuclear power plants, countries would probably be more relevant. Of course, most -
products are somewhere in between those two extreme examples.

Estimate the market potential in each basic geographic unit, The methods described
in Chapter 3 can be usad.

Form tentative territories. To do this, contiguous geographic units should be
combined so as to make the territories equal in market potential. This is only a
first pass at the territory design. The number of territories should be based on
calculations of the appropriate number of salespeople (note that this assumes the
assignment of one salesperson per territory).

Calculate the workload for each of the tentative territories. The tentative territories
formed in step 3 may be close to each other in market potential but may differ signif-
icantly in terms of workload. The first part of the workload analysis is to determine
the distribution of accounts by their size (based on actual revenues, potential, or
some other measure}. However, in this case the analysis must be done at a micro
level, that is, account by account. Subsequently, each account must be assessed
for the amount of time necessary to serve it. A potential account would be allocated
more Hme because more selling effort is needed to create a new account than
to maintain an existing one. An account planning matrix like the one shown in

™
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Source: Mark W. Johnston & Greg W. Marshall (2006), Churchill/Ford/Walker's Sofes Force Management, Bth ad. (Boston: McGraw-Hill/
Irwin), p, 160. Reproduced with permission of the Mc Graw-Hilt Companies.
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Figure 13.9 could be used to prioritize the accounts and determine the effort needed
to service each one. The total workload can then be computed for each territory.

5. Adjust the tentative territories. The workload analysis {and any other relevant
information) is then used to adjust the initial solution to territory design. Again,
adjustments should be contiguous so that salespeople do not waste time traveling
through another salesperson’s territory.

6. Assign salespeople to territories. This step is more difficult than it sounds.
Salespeople have varying abilities and fit better with different kinds of accounts. Some
are better at developing new accounts, some are befter at maintaining relationships,
some are better with smaller accounts, and some are better with larger accounts. There
are also personal aspects that must be considered. A salesperson who was born and
raised on the West Coast may not be interested in moving to the Southeast.

(& Application| Syntex Corporation
An approach combining management science and managerial judgment called decision calou-
lus ean be used ic develop sales territories and assign satespeople to them as well as make
other sales planning decisions. This approach was appiied to Syntex Corporation (now owned
by Hofiman-La Roche), an international life sciences company that develops, manufactures,
and markets a wide range of health and personal care products.’? Syntex Laboratories is the
U.S. human pharmaceutical sales subsidiary, A main product fine is anti-inflammatory drugs to
treat arthritis, analgesics for pain, oral contraceptives, a variety of topical products for skin
diseases, and other related products.

Syntex's major products include Naprosyn, used to treat arthritis; Anaprox, an analgesic;
Lidex and Synalar, topical steroid creams for skin inflammations; Norinyl, an oral contraceptive;
and Nasalide, a steroid nasal spray for treating hay fever and other allergies. The success of
these drugs propelled the division to account for 48 percent of the total corporate sales.
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Figure 13.9




388

part three  Marketing Decision Making

Figure 13.10

In ethical or prescription pharmaceutical sales, often called detalling, the target customers
are normalfy physicians who prescribe the drugs for thelr patients. This is a difficult job because
appointments are hard to obtain and the competition is fisrce. Pharmaceutical saiespeople dis-
tribute samples and provide physicians with clinical information about the performance of their
products, They also provide information about recommended dosage levels and thus must be a
credible source of such information. As in any salésperson’s job, the major decisions to make
are which physicians fo visit, how often to visit them, and what information to present,

At the time of this illustration, the vice president for saies at Syntex oversaw six regional and
47 district sales managers, as well as 433 general sales representatives, The major decisions he
had to make were how many salespeople to have, their geographic allocation and call fre-
quenocy, aliocation of sales calls across physician specialties, and which products to feature dur-
ing the calls, To assist in this, the company used a version of a model called CALLPLAN. The
model was used to calculate the optimal amount of sales effort needed for the different products
and specialties and the different contribution rmargin opportunities available for different sizes of
the sales force. One version of the model was used to allocate sales calls to specialties, and the
other was used to determine the appropriate number of sales presentations for each product.

To help do this, a sales response curve was estimated for each brand, The sales force was
asked to estimate the sales leve! that would be expected compared to the present level under
the following levels of sales effort;

m No sales effort.

u One-half of the current sales effort.

m 50 percent more effort than current level.

® A saturation level of effort, a huge increase from current level.

Tha result was a sales response curve like that shown in Figure 13.10.

Figure 13.10 shows two hypothetical sales response curves for two brands, A and B. The
basic idea comes from microeconomics. An additional salesperson should be assigned to
pursue the custorner that provides the greatest incremental contribution to profit, Suppose that
the company has three salespeople assigned to brand A and two to B. Using Figure 13.10, to
which brand should the first new rep be assigned? If the rep is assigned to A, the incremental
profit is $100; If assigned to B, it is about $75. Thus, the first new rep shouid be assigned fo A.
To which brand should a second rep be assigned? The marginal contribution obtained from
going from four to five reps is only about $50. Thus, the second new rep should be assigned
to B, This process would continue until no incremental proﬂt was obtained from hiring another
salesperson for either product.
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Source: Damal G. Clarke (1983), “Syntex Laboratories {A),” Harvard Business Schoot case #9-584-033, p. 12, Copyright ® 1983 by the
President and Fellows of Harvard Colisge. Reprinted by permission.
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The application of the model to Syntex data showed that the sales force should be increased
to more than 700 representatives ahd that this would produce mere than $7 million in additional
profits. The analysis is based on a combination of managerial judgment and statistical modet-
ing. However, the company had been previously using very informal, simplified analyses.

Computer analyses for territory design and salesperson. assignment are common foday.
These programs combine sophisticated geographic mapping capabilities with optimization
algorithms. Such software is sold by TerrAlign (http:/ /www.terralign.com}. TerrAlign:
Automatically generates optimal calling plans for the field sales force.

Minimizes distance between calls.
Calculates call frequency requirements for customers:

Balances the weekly calls across customers.

Setting Sales Quotas )

Sales quotas are specific goals that salespeople have to meet. Clearly, quotas are needed sales quotas
to provide an incentive and a benchmark that distinguishes between excellent and less-  specific sales goals that

389

than-excellent performance. Quotas also help sales and other managers o ovaluate the selespeople are required to meet

performance of individual salespecple. They are usually part of the compensation
scheme; exceeding one’s quota usually means some kind of bonus, either in money or
some other reward {vacations, merchandise). There are four different kinds of quotas.

Sales Velume Based Quotas

The most commonly used quota is based on sales volume, in dellars or units sold.
Quotas could be based on total sales volume or on individual product or product line -
sales. The latter criterion is particularly useful when new products are introduced
because salespeople are more inclined to sell proven winners than uncertain products.
Momnetary quotas are easy to understand but may give extra incentives to sell higher-
priced itemns, which may not necessarily produce the most profits.

Profit Based Quotas

These quotas normally are stated in terms of profit margins {grass or net). Such quotas steer
the salespeople toward the products and services that are the most profitable to the company
rather than those that ave the highest priced or easiest to sell. A problem with this kind of
quota is that it is more difficult for the salesperson to know where she or he stands in rela-
tion to the quota then when sales vohime-based quotas are used. Profit margins can be
manipulated by accounting procedures, which are a mystery to most marketing perscnnel.

Combination Quotas
More and more companies are basing their quotas on combinations of metrics. These

quotas are based on the different activities that must be performed by a salesperson as
well as sales or profits. Some of these activities include:

» Number of customers called on.
» Number of demonstrations made.
= Number of new accounts established.

Because the job of the salesperson is moving away from strictly selling to developing
and managing long-term customer relationships, quotas are also changing to combina-
tions of traditional measures plus information from customer satisfaction surveys. Before
being acquired by Oracle, 40 percent of each salesperson’s incentive compensation at
Siebel Systems was based orn customer satisfaction. Other large companies such as
Nortel, eBay, and AT&T are changing their incentive schemes in a similar manner.

Compensation

commission

Figure 13.11 shows the different components of potential compensation and their g form of compensation based
objectives. The basic form of compensation is normally salary plus commission. girectly on a sale or some other

A commission is a payment based directly on a sale or some other activity. For example, activity
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Figure 13.11
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the sale of a $10,000 pump might mean a 1 percent or $100 commission to the salesper-
son. Salary is the basic amount of money paid regularly to the salespersan, Other forms
of compensation are available to sales managers. Incentive payments are monetary
awards for special performance. They are usually given in recognition of particularly
outstanding sales performance, such as a President’s Circle of the top 1 percent of the
salespeople in a company. Sales contests are competitions to achieve some short-term
goal (e.g., the introduction of a new product).

The most common decision to be made by a sales or senior marketing manager is
what combination of salary and commission to use. A sales force could be paid on
straight (100 percent) salary, straight commission, or some combination of both.

Straight Salary

This kind of compensation scheme is useful when management is more interested in
long-term goals than simply selling as much volume as possible. For example, as we have
noted earlier, because of the increased recognition that long-term customer relationships
are more profitable than simple transactions, more time is spent on relationship-building
activities than in past years. Much of the time spent in relationship building does not
generate immediate revenue. In addition, other activities such as competitor analysis and
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L
- market Tesearch are valuable investments of time that do not generate revenue. If man- ‘:E
* agement wants to encourage such activities, straight salary is more logical than commis- o M
sions. Another instance in which siraight salary makes sense is one in which the ¥
products and services have long selling cycles. It takes several years for Boeing sales-
people to close a deal to sell airplanes to British Airways. Similarly, large construction
projects, nuclear power plants, supercomputers, and other products take a long time to
sell, In such cases, compensation based largely on commission would not work weil.
Finally, straight salary is often used for new salespeople, who are unlikely to generate
substantial sales in the short run. The challenge with compensation schemes based
largely on salary is to tie salary increases to performance.

Straight Commission

Clearly, commissions give salespeople incentives to sell because there is a direct
relationship between income and performance. Such a scheme also rewards the best
performers. Underperforming salespeople do not receive as much income. Commission
schemes are also easy to manage because the payments are tied directly to visible
performance. In addition, commission programs can be targeted, New products that are
jmportant to the company can be awarded higher commissions than existing products.
However, in general, straight commission programs give management little control over
what the sales force does because each salesperson will try to maximize his or her
income in his or her own way. This usually means that activities that do not result
directly in a sale are ignored. Such programs can also be discouraging during a
period when the company’s products are not selling well. Commission-based compensa-
tion schemes can be difficult to implement when a national accounts program overlaps
with a local sales force, There are often problems allocating the commissions between
the relevant parties when a sale is made. Finally, straight commission schemes pro-
duce fluctnating incomes for the sales force. In practice, there are few straight commis-
sion selling jobs. Many are found in the multilevel marketing industy (e.g., Amway,
Mary Kay).

Commission plans can become complicated in multichannel systems. This is actually
a channel conflict issue, which was discussed in the previous chapter. Companies are
giving salespeople commissions on products even when they do not make the sals, if that
sals is made with one of “their” customers but through another channel, The Ingersoll-
Rand illustration from the previous chapter is one example of how this works.
Additionally, Amway runs a Web site, Quixtar, where you can input a local Amway IBO’s
(Independent Business Owner) ID number before you make a purchase. This permits the
local tep to get credit for the sale even though he or she did not make a presentation. It
does not cost the customer any more money and maintains the personal relationship with
the sales rep, who is usually a neighbor or relative.

Combination Plans

Most compensation schemes combine salary and additional financial incentives (com-
missions or bonuses). These plans provide some incentive to perform nonrevenue
activities and a base, secure level of income while still rewarding the best performers
above the rest.

Controlling and Evaluating the Sales Force ﬁ@

The sales manager must perform some kind of analysis of sales force performance given
our emphasis in this book on understanding the ROI of marketing expenditures. Many
objective or quantitative measures can be used in this evalnation. Table 13.1 shows some
of the more typical ratios of input and output measures that can be used,

There are two types of output measures:

1. Orders, Of importance are the number and size of the orders obtained.
2. Accounts, Typically measured are the number of active, new, lost, prospective,
and overdue accounts.
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Table 13.1 N

Expense ratios

Expenses
* Sales expense ratio = spi[
ales
- . Total costs
+ Cost per call ratio -

Number of calls

Account development and servicing ratias
Accounts sold

Total accounts available

* Account penetration ratio =

Number of new accounts

* Naw account conversion ratio =
Total number of accounts

Prior accounts not sold
Total number of accounts

* Lost account ratio -

Sales dollar volume

* Sales per account ratio = Total number of accounts

Sates dollar velume
Total number of orders

* Average order size ratio =

Number of cancelled orders

* {rder cancellation ratio = Total number of orders

Call activity or productivity

Number of calls
Number of days worked

Number of calls
Mumber of accounts

» Calls per day ratio -

i
I
|
H

* (alls per account ratic : =

Humber of planned calis
Total number of calls

* Planned call ratio

. i Number of orders
« Qrder per call {hit) ratio = Total number of calls

Source: Mark W, Johnston and Greg W, Marshall (2006), Churchifl/Ford/Watker's Sales Force Manegement, 8th ed, {Mew York: McGraw-Hill),
p. 412. Reproduced with permission of the Mc Graw-Hill Companies.

There are several kinds of input measures:

m Sales calls,

®» Tims efficiency (how many calls per day the salesperson makes).
® Expenses.

® Time spent on nonselling activities.

Numbers are impaortant, but they do not tell the whole story. Without further investiga-
tion, the sales or marketing manager sees the results but not the process, Understanding
the process is critical to a better understanding of the resuits, and therefore provides a
blueprint for change. As a resuli, subjective or qualitative measures are also used to evalu-

* ate sales force performance. An evaluator uses a rating scale to evaluate each salesperson
on the following dimensions: '

® Sales. This includes not just sales volume, which can be measured using external
metrics, but how well the person is doing with different kinds of accounts and the
whole product line.

® Job knowledge. Daes the person understand the role of a salesperson in the com-
pany? Does the salesperson understand the company’s policies and products?
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m Management of the sales territory. This rates how well the salesperson manages
his or her time, completes call reports, and so on.

a Customer and company relations. The salesperson must have good relationships
with customers and internal personnel (shipping, product management).

» Personal characteristics.

The Changing Nature of the Sales Force: The Impact of Technelogy-

L]

A

The typical salesperson of today is not the classic Willy Loman from Death of a
Salesman. The successful salesperson is now highly skilled in using technological tools
that enable ber or him to work with prospective custorners in an efficient way to solve
problems. These include computers, information systems, and efficient communication
links from the fisld to the home office. mvestments in such technology invariabty pay off
in increased sales and return on investment.

This reengineering of sales, called virtual selling, has occurred for several reasons:'®

» The personal selling job has become more complex and it is getting more difficult
to make a sale. This is because products in some industries have become more
complex (mainly in technology-based industries). The notion of a salesperson
trotting around with a product catalogue has virtually disappeared..

» Customers have become more knowledgeable about what they want, but they also need
guidance and advice about what products and services would help them the most.

» Corporations are becoming increasingly flat, with fewer middle managers providing
product information for more senior managers. Salespeople are thus being called on
to provide more information directly to decision makers, This flattening phenome-
non is also hitting sales forces.

» Intensifying global competition means more pressure at the point-of-sale as there are
more companies competing for the sale.

» Demand for productivity improvements from all parts of the organization, inciuding
sales, has increased.

Ideally, the virtnal selling organization would have the features shown in Table 13.2.
Although these are worthwhile goals, few companies are anywhere near achieving all of
them. However, many have made substantial progress toward fully automating their
sales forces. Most of the features shown in Table 13.2 are available through software pro-
vided by companies such as salesforce.com and Sage Saleslogix for small companies,
and Oracls for large firms. Using laptop computers, smartphones, and the Web, sales-
people find new sales leads, share information with management and ather salespeople,
better understand their customers, customize presentations and products for customers,
and make the overall selling process more efficient and effective.

Sales force automation (SFA) can also help companies deliver more value to the cus-
tomer. Today, SFA is generally considered to be a component of an overall customer
relationship management (CRM} strategy, which we will cover in the next chapter. For
example, the sales force for a truck manufacturer asks each potential customer what
kinds of jobs a new truck will do and what kinds of loads they will be hauling. On a
laptop computer, a salesperson can examine maps of the truck routes and determine the
grades of the hills along the routes. Based on this and other information, the salesperson
can recommend the appropriate model and features on the spot and even recommend
financing options. The truck company is also planning to phase out preprinted
brachures and replace them with materials that can be printed out on the spot when
requested. :

Special-purpose computer software has also been developed to help salespeople per-
form. standard activities, For example, contact management software tracks different
kinds of information, from what happened on the last sales call with a customer to birth-
days and other special events. For companies with large product lines, order configura-
tion software keeps track of pricing structures and technical specifications so that the
field salespeople are always up to date. This frees the rep from baving to carry around
volumes of literature or memorize large numbers of facts.

virtual selling

the reengineering of sales in the
1990s, especially the impact of
sales force automation and the
salesperson’s educated use of
technological tocls in working
with prospective customers in
a highly officient way
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Table 13.2

The Virtual Selling. Organization .'

Equips salespeople with all of their leads, prospects, and contacts

Provides the facility to track, record, and communicate all the history of an opportunity or account

* Supports team selling and workgroup collaboration

Facilitates work flow and routing for approvals

Provides access to all relevant information on products, price, competitors, and decision issues

Incorporates support for unique selling methods and processes that support sales cycle tracking and analysis

Provides salespenple with the ability to create custom presentations and on-demand, customized sales literature

* Enables the salesperson to find the best combination of products and services based on a customer’s unigue profile

Empowers the salesperson to make his or her own decisions, develop custom contracts and proposals, and,
acting as the customer's advocate, organize ad hoc mterdepartrnental company teams -

Offers online sales training on sales processes and new products and services

Automates the administrative tasks of recording, tracking, and reporting salespeople’s appointments, activities,
correspondence, literature fulfillment, expenses, and forecasts

Creates closed-loop marketing and sales systems that ensure complete traceability from marketing spending on
lead generation through sales ctosure, product shipment, and customer support

Source: Thomas M. Siebel and Michael 5. Matone (1996), Virual Seffing (New York: Free Press), pp. 13-14. Adapted with the permission
of The Free Press, A Division of Simon & Schuster Adult Publishing Group, from Virteal Sefling: Going Bevond the Automated Sales Forces
to Achieve Total Sales Guality by Thomas Siebel and Michael Malone. Copyright ® 1936 by Thomas M. Siebel, All rights reserved.

Appﬁﬁcatﬁon‘ Waters NuGenesis Technologies Corp.

Waters NuGenesis Technologies Corperation sells software designed to help pharmaceutical
and biotech researchers capture, share, and sift through large quantities of data rapidhy.1?
Although the company specialized in products that helped its custorners automate Its data
analysis procedurss, it had no sales force automation system of its own. The company's five-
person sales force used Excel spreadsheets to keep records and relied on faxes from trade
shows 1o identify potential prospects. To better penetrate multinational companies and coor-
dinate multi-sales representativefmultichannel offers to large companies like Merck, com-
pany managers knew they had to significantly upgrade their sales force'’s tools with modern
SFA products.

The company used software from SalesLogix 1o outfit its sales force. Among the standard
features noted eariiet, the software was customized to add data fields with managers' sales tore-
casts to enable a comparison to each salesperson's forecast. This was used to reach agresment
about which prospects would receive additional sales support frem senior managers. The soft-
ware also enables the sales force to send customized e-mails to 90,000 contacts tailored by
industry such as biotech, ganomics, or mediginal chemistry. The software also enables Waters
NuGenesis to track e-mail response rates and trade-show effectiveness.

The results of adopting the SFA software were impressive. Since 1989, the company's client
base grew from a small number of companies to nearly 100 in 2001, including luminaries such
as 3M, Pfizer, and Genentech.

(@ Application| Lanier Worldwide

Lanier Worldwide, a wholly owned subsidiary of Ricoh Cerporation, is ona of the world’s largest
providers of document management systems, services, and support, with revenues of more
than $1 billion.2% (n 1995, Lanier managers faced a problem: the cost of getting and placing an
order for any of its office equipment was averaging $27 per order, substantially higher than the

figure of §3 that came from research conducied in similar firms. '
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Lanier managers discovered that there were three reasons for this discrepancy:

1. All orders were taken and processed manuaily,
2. The information on customers was often inaccurate and duplicative.

3. Because the sales force lacked modern sales tools to help generate leads and make
sales, the turnover rate among the sales force was 120 percent,

The manual order entry and processing caused a high ertor rate and delayed the fulfillment
of orders bacause the sales force was quoting inaccurate prices, necessitating manual correc-
tion by back-office personnel. Inaccurate records on what customers had purchased led to
free service being given to customers who may not have deserved it. High turnover rates of
salespeople eroded records of the customer base as they left with the index cards on which
they had recorded customer data. Profitability of product lines was impossible to compute.

The new Lanier system was developed in three phases:

1. Phase one, The company introduced its Market Encyclopedia System to provide the
sales force with the tocls needed to make customer presentations. It contains the sales and
marketing inforrmation Lanier used to distribute in hard copy every week, including technical
specifications on all its products and services, price and performance comparisons with
competitors’ products, and information on trends in the industry. It also provides video clips
and slides that sales representatives can use to make different types of presentations.

2. Phase two. The company created its Opportunity Management System, a lead qualifica-
tion process. The systern gives the sales force access to a list of more than 10 million
names of managers at U.S. companies, with details on the companies and the types of
equipment they have purchased in the past. The system alsc provides a checklist of steps
each sales rep should take to move from the iead stage to closing the deal. When a sale is
completed, an order form is generated for the customer's signature.

3. Phase thrge. The Zero Defect Order system buiids and prices the system that mests the
custorner's needs, inciuding all required and optional equipment and accessories, The
system permits ths rep to give discounts, but also indicates at what peint a discount will
reduce his or her sales commission.

The financial benefits of the new system appeared quickly. Lanier achieved $48 million in
cost savings in the first year through higher productivity because sales force turnover fell from
120 percent to 50 percent and free service was given only to customers who warranted it. In
addition, the cost per crder dropped from $27 to $16 to $15. The system alsc generated impor-
tant information for the company. Lanier's managers could now perform a profitability analysis
of each national account, which enabled them to tailor compensation and add or subtract
regources on an account-by-account basis. In addition, the company can track proflts by prod-
uct segment. For example, Lanier discovered that the profit margins on its analog copier
business are increasing when they thought they were decreasing.

Other Innovations

Because of its importance to many companies, sales force management is constantly
being scrutinized for new approaches that can increase efficiency and effectiveness. For
example, AstraZeneca, a London-based pharmaceutical company, is testing an approach
that would entice doctors to initiate the sales call rather than its salespeople, Using
products from a company called iPhysicianNet, the company installed computers with
Internet access and videoconferencing capabilities in the offices of 7,500 physicians in
the United States. In exchange for free use of the computer and Web connections for
other purposes, the doctors agreed to use the system to participate in at least one video
call each month with one of the eight pharmaceutical companies sharing the service.
Because the call takes place at the doctor’s convenience, it lasts an.average of nine
minutes, four times longer than a salesperson usually gets. Although the company’s
6,000 salespeople were concerned that the system would replace them, many doctors
requested follow-up visits, so it opened the doors to some doctors who refused to meet
with any salesperson,?! Another approach being used is to simply allow doctars to see
live medical presentations on the web. Medconference (see Figure 13.12) is a service
that brings experts and new findings directly to doctors through the presentation, which
also allow the doctors to submit questions by voice or online chats.
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Direct Marketing

direct marketing

an interactive marketing system
used to generate incremental
sales or revenues for any
organization in any industry
Source: www.thedma.org, Fower of
Direct Marketing, 2009-2010 Edition,
p. 59. Used by permission, courtesy of
the Direct Marketing Association.

measurable response

the estimation of the effects of
a marketing program such as
direct marketing

One of the strongest wends in marketing has been toward increasing use of direct
marketing. Direct marketing is most often associated with traditional methods such as
direct mail (often called junk mail) and telemarketing. However, it also includes
Internet-based marketing as well as radio, TV (e.g., “infomercials” and home shopping
channels), and teleconferencing. In general, direct marketing includes any method of
distribution that gives the customer access to the firm’s products and services without
any other intermediaries (generally, direct marketing excludes the sales force) through
some form of communications. Thus, like personal selling, direct marketing is a hybrid
of a channel and communication device,

The definition of direct marketing is:??

Direct marketing is an interactive marketing system that uses one or more
advertising media to affect a measurable response and/or transaction at any location.

Two key parts of this definition are the word interactive and the phrase measurable
response, Direct marketing is a one-to-one activity and targets individual people or
organizations. In addition, if is engaged to deliver a short-run response (much like sales
promotion) that is easily measurable by the sponsoring organization.

In the introduction to this chapter, soms overall numbers on the size of the direct-
marketing business were given. Table 13.3 gives more details about the size of the mar-
ket by medium and by consumer versus business-to-business. Direct marketing-driven
sales represents sales within particular industries or geegraphic areas (nation or state)
directly caused by direct marketing advertising activities. Expressed differently,
direct marketing-driven sales are incremental sales to the industry or region that
would not exist but for the successful use of direct marketing advertising communica-
tions. Direct marketing-driven sales excludes those sales caused by factors other than
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direct marketing. Direct marketing-driven sales grew 5.7 percent per year from 2003 to
2009 and are projected to grow by 5.3 percent from 2009 through 2013.

Why has there been such an increase in the use of direct response methods? Two events,
occurring simultaneously, have driven this trend. First, in an era where cost control is of
pararnount importance, direct marketing can be used to make the channel system more effi-
cient. For example, direct mail can be used to reach prospects that would be too expensive
to reach with a sales force becanse of their disparate geographic locations or low purchase

Tabie 13.3

DM-Driven Sales b Medium and Market (Billians of Doltars

DIRECT MAIL (NON-CATALOGUE)- $407.2 $533.7 $547.7 $561.7 $639.,1 6.1% 3.1%
Consumer 269.7 347.3 354.,9 362.0 410.7 5.6% 3.0% 2
Business-to-Business 137.5 185.2 192.8 199.8 228.4 7.0% 3.4%
DIRECT MAIL (CATALOGUE) 117.4 149.0 154.7 158.6 182.5 5.7% 3.4%
Consumey 78.0 98.4 © 1019 104.2 120.5 5.5% 3.4%
Business-to-Business 39,5 50.6 52.8 54.4 62.0 6.0% 3.3%
TELEPHONE MARKXETING . 3723 370.7 363,8 359.4 366.1 —0.5% 0.1%
Consumer 172.8 166.5 161.7 158.5 159.3 —1.3% —0.3%,
Business-to-Business 199.9 204.1 202.1 200.9 200.8 0.2% 0.5%
INTERNET MKTG{NON-EMAIL) 197.5 415.5 481.5 '559.0 903.0 19.5% 13.4%
Consumer 93.0 199.0 230.3 276.0 452.6 19.9% 14.5%
Business-to-Bysiness 104.5 216.5 251.2 289.0 450.4 18.2% 12.4%
COMMERCIAL EMAIL 11.9 24,0 28.0 32,6 53.2 18.7% 13.7%
Consumer 5.5 11.4 133 15.6 26.6 18.2% 14.9%
Business-to-Business 8.3 12.6 14.7 17.0 26.7 18.3% 12.7%
DR NEWSPAPER 192,1 182.0 166.1 158.7 156.3 —2,0% _1,2%
Consumer 133.1 125.1 113.5 108.0 106.5 -3.1% —1,3%
Business-to-Business 59.0 56.9 52.5 50.7 43,8 —2.3% —1.1%
DR TELEVISION 125.8 150.3 155.3 156.7 179.3 . 4.3% 2.9%
Consumer 21.5 96.3 98.7 99.2 113.4 3.9% 2.8%
Business-to-Business 44,2 54.0 56.6 57.5 65.9 5.1% 3.1%
DR MAGAZINE 73.0 89.3 - 90,2 91.7 101.1 4.3% 2.3%
Consumer 385 45.9 46,1 48.7 51.4 7% 2.2%
Business-to-Business 34.5 43.4 44,1 45,0 49.6 5.0% 2.4%
DR RADIO 39.5 40.9 39.4 39.5 44,8 —0.1% 2.6%
Consumer 24.6 25.3 24.2 24,2 27.6 —0.3% 2.6%
Business-to-Business 14.9 15.6 15.2 15.3 17.3 0.4% 2.6%
INSERT MEDIA 8.6 10.7 10.9 11.2 131 4,9% 3.7%
Consumer 5.7 7.0 71 7.3 8.5 4.5% 3.5%
Business-to-Business : 2.9 3.7 3.8 3.9 4.6 5.8% 4,0%
OHTERS 16.8 19.7 20.2 20,4 23.3 3.8% 2.9%
Consumer 11.5 13.4 13.7 . 137 15.6 3.4% 2.7%
Business-to-Business 5.2 6.3 65 6.7 7.7 4.5% 3.3%
TOTAL $1,662.6 $1,985.3 $2,057.8 $2,149.6 $2,662.0 5.7% 5.3%
Consumer ©914.3 1,136.3 1,165.3 1,209.4 1,492.7 5.0% 5.1%
Business-to-Business 648.5 821 85.6 : 89.0 106.2 6.6% 5.6%
OR: Direct Response
Source: Direct Marketing Association’s 1.5, Direct Marketing Taday: Ecanomic Impact 2010. Used by permission, courtesy of the Direct Markefing Association.
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Table 13.4

rates. As we showed earlier in Chapter 12, mail or phone also can be used to complement
other channel activities in a hybrid channel system. Second, an effective direct marketing
operation relies heavily on an excellent database of customer names, addresses, and phone
numbers, and companies have been making significant investments in such databases for
direct marketing and for building and maintaining customer relationships. Improvements
in computer technology and data mining software (programs that sift through vast amounts
of customer information) have made it easier to use direct marketing and have resulted in
greater efficiency in this channel and higher profits.

Even though both consumers and companies are purchasing more goods through the
Internet, the older direct marketing methods of telephone and “snail” mail (catalogues,
letters) still work quite well as can be seen in Table 13.3. More detailed information by
some demographic segments is shown in Table 13.4. As can be seen, about 30 percent of
househelds earning more than $100,000 bought a product or service using either mail or
phone during the period of the data (as of spring 2008).

The Direct Marketing Process

Developing a direct marketing campaign entails a systematic approach with the follow-
ing steps:

1. Set an objective. Because of the measurability of direct marketing campaigns, you
need to set & quantitative goal in terms of sales, number of new customers, and so on,
2. Determine the target market, Like the marketing strategy described in Chapter 2, a
direct marketing campaign requires that you determine which customers are the tar-
gets, Most direct marketing methods are too expensive to use a “shotgun” approach.
3. Choose the medium/media. As noted sbove and in Figure 13.3, there are a variety
of media from which you can select for the campaign. The pros and cons of the
major types will be discussed later in this chapter.
Obtain a list. Because of the targeted nature of direct marketing, a list of members
of the targeted customers is required, There are two basic sources of lists: internal
lists from customer records and externally purchased lists. With respect to the
latter, lists can be purchased from list brokers or companies (e.g., publishers)
that sell their own customer lists, Companies such as Dun & Bradstreet and

o

Total Pnpuléfion :Dfdering b_ij.Mailhr :P_hnne§ ;'S'.pr:'m_g 2008

ER

Household Income: $100,000-$149,999 30,020 §,997 - 28.97

Household Income: $150,000-$199,999 11,.636 3,456 29.70
Household Income: $200,000+ 8,956 2,834 31.64
Household size: 1 31,055 7,416 23,88
Household size: 2 73,063 20,090 27.50
Household size; 3-4 81,739 17,835 21.82
Household size: 5+ 36,364 6,659 18.31
Mo Chitdren in Househoid . 130,810 33,293 25.45
Chitdren under 2 years _ 18,592 3,265 17.56
2-5 years 32,507 6,343 18,51
6~11 years 42,3;0? 8,802 20.81
12-17 years 44,788 9,411 21.01
Home owned 154,672 41,389 26.76
Rent Home _ 64,622 10,069 15.58

Soice: Spring 2008 from Direct Marketing Association, 2009 Statistical Fact Book, p. 4, Used by pemmission, courtesy of the Direct
Marketing Association.
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Donnelley (which compile lists of prospects with particular characteristics), and
InfoUSA.com are sources for mail and telephone while Yesmail (a division of
InfoUSA) is a source for e-mail lists. Some companies such as Yahoo! have come
under firs for selling their lists to companies launching direct marketing programs
without the permission of their customers or registered members, The cost of rent-
ing a mailing or e-mail list is about $110 to $125 per 1,000 names.

5. Analyze the list. For companies that keep sufficiently accurate internal records of
customer purchasing behavior, significant effort is made to constantly analyze their
lists to see who are the best prospects for the target audience. This is a major priority,
particularly for catalogue companies such as Lands’ End, A particularly popular
model that has been used for many years is called the R {recency] F (frequency)
M (monetary value) madel. Companies using this model develop a scoring method for
each customer on its internal list, with higher scores given for customers who have

" most recently purchased, who purchase the most often, and who spend the most.”

6, Develop the offer. The “offer” is the text of the direct marketing message. This is
obviously tailored to the particular circumstances.

7. Test the offer. A unique characteristic of direct marketing is that it is relatively
easy and inexpensive to test alternative offers. Thus, Lands’ End will often experi-
ment with different catalogues to test different layouts and product mixes. Testing
the offer is particularly easy and cheap with direct e-mails.

8. Analyze the results, The “bottom line” is, of course, how the campaign performs
relative to the objective. It is also important to measure respense rate and cost per
customer acguired. '

Direct Marketing Methods

The marketing menager can choose from a variety of direct marketing methods that
permit customer targeting at the individual level, including telemarketing (telephone),
direct mail/fax, and direct e-mail. While cther media allow for an immediate response
from the customer (e.g., TV infomercials), they do not permit as much individual targeting
as those methods previously mentioned.

Telemarketing

As can be seen from Table 13.3, despite what people might think, telemarketing works
for many companies. In fact, in a receni survey conducted by the Dirsct Marketing
Association, telemarketing had the highest response rate—4.4 percent for in-house lists
and 2.9 percent for purchased lists—of any other direct marketing method.** Clearly,
the human interaction aspect is a pus in that (at least in principle) the telemarketer can
tailor the presentation to the customer. However, it is expensive (§1 to $3 per ressage)
and intrusive. With respect to the latter, telemarketing engenders a considerable
amount of negative publicity and bad will toward the direct marketing channel and
the industry.

The three keys to successful telemarketing are:

1. The list. Demographic targeting, beginning with a good list of prospects, can
increase the success rate by as much as 80 percent.

2. The offer. There must be a compelling reason for the customer to buy over the phone.
The reason can be a significant discount from the normal price oz, more often, the
offer of a product or service that cannot be purchased elsewhere. This offer must
be stated early in the conversation and communicated clearly.

3. Integrity. There is considerable perceived risk when buying over the phone. The
telemarketer must reduce this risk through devices such as money-back guarantees
or a well-known brand name.

Direct Mail

Direct mai! is cheaper than telemarketing ($0.75 to $2 per message) and. despite people’s
complaints about too much “junk” mail, it does not generate the bad will that telemarket-
ing does because it is less intrusive. It is, of course, easy to ignore direct mail by quick dis-
posal and, for B-to-B markets, it is very difficult to get the mail piece to the customer targst
in an organization. Based on Dirsct Marketing Association data, the average respense rate
for a direct mail piece is around 2 percent.
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For a successful direct mail effort, the following
guidelines apply beyond the telemarketing guide-
lines listed earlier:

® The copy. In general, longer copy (the text of
the direct mail letter) is better becaunse it gives
you the opportunity to inform and persuade,
The letter should be as long as it takes to com-

" municate your product’s benefits, However,

vou have about four minutes to convince the
reader that the offer is worth buying. Words,
sentences, and paragraphs should be kept
short, with a friendly tone.

s Layout/design, Decisions about typeface, colors,
graphic elements, personalized addressing, and
other visual elements should be considered
carefully. Format is important because direct
mail is often screened, particularly in a
business-to-business context.

(" Application| Caterpiilar

In 2007, Caterpillar, one of the worid's largest con-

Direct mail can be deliverad both
the old-fashioned way and
through e-mails.

Source: Jerry Arcieri/CORBIS-NY {top);
Richard Levine/Alamy Images
{bottom)

struction equipment companies, designed a new in-
dustrial loader built to handle home construction
projects in the U.S, Southwest and California.2® In
those areas, houses are normally built on concrete
slabs that reguire heavy equipment designed to level
rough ground and prepare it for laying concrete. The -
market was dominated by two major competitors,
Case Construction Equipment and John Deers. The
“Cat” 414E industrial loader is a $75,000 piece of
equipment that was introduced after a four-year
development period.

The company wanted to launch the product with
considerable fanfare. The company's marksting man-
agers, in conjunction with an advertising agency,
developed the idea that the best way to introduce the
414E was to give prospective buyers a chance to try
it out. As a result, they decided to build a racetrack
with it, because many of their customers like racing, -
and o build a special event that would enable prospects to use the 414E in constructing the
track.

The company first purchased a list of 1,700 names of people who had purchased an indus-
trial ioader over the past five years. They then devised a sweapstakes called "Eat My Dust” that
was implemented with a direct mail campaign and allowed contractors o sign up either onling’
or at a local Cat dealership. Winners would get a chance to help build the racetrack and then
race dune buggies on the track.

The results? The response rate was 18 percent and more than 300 qualified sales leads that
ultimately lead to 28 purchases of the $75,000 machine.

An important subcategory of direct mail is catalogue marketing, More than 15 billion
catalogues were mailed in the United States in 2009, about 56 for every American.
Catalogues account for 3 percent of the 80 million tons of paper products used in the
country. Unfortunately, only 1.3 percent of the catalogues mailed result in a sale (see
Figure 13.13). However, no one is predicting the demise of catalogues. Not only do they
generate a lot of sales ($155 billion as shown in Table 13.3), they also drive people to
Web sites, where the ultimate purchase is made. This is part of a multichannel strategy,
as described in Chapter 12.%6
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Figure 13.13

Average number of catalogs  Average cost per catalogue Average order rate {percentage
malled in the U.S. per retailer to retailer of catalogs that resulted in sale)*

2008 04 '05 06 07 2003 ‘04 05 ‘06 ‘07 2002 '04 ‘05 ‘06 07

*Catalogs mailed to existing customers

Source: Jeffrey Ball (2009), “In Digital Era, Marketers Still Prefer a Paper Trail,” The Wall Street Journal, Oct, 16, p. A13. Reprinted by
permission of The Wall Street Journal, Copyright ® 2009 Dow Jones & Company, Inc. All Rights Reserved Worldwide., License number
2365350821293,

Direct E-mail :

Much of the excitement in the direct marketing field has come from the explosion in the
use of e-mails as a direct marketing medium. This can be readily seen by a simple exam-
ination of your e-mail in-hox every day. Companies have discovered that e-mails are
inexpensive ($0.20 per message, including creative and list generation, but only $0.005
to deliver) and flexible as they can deliver text, HTML, and sireaming video and audio.
E-mails are also very easy to test; are highly trackable; and, unlike the other media, can
be part of an overall customer relationship program due to the high level of interactivity
offered by the Web. Companies like Kana Communications, Digital Impact, and others
offer services to companies looking to use this direct marketing medium.

The downside of e-mail is that, like telemarketing, unsolicited or “spam” e-mails have
proliferated. Various surveys report that consumers receive between 1,000 and 1,500
unwanted e-mails each year. In addition, many large Internet service providers (ISPs) like
America Online are including filters with their software to reduce the spam reaching
their customers. In addition, response rates are low, although not as low as you may
expect. The Direct Marketing Association study reported an average response rate to an
e-mail of around 2 to 3 percent, depending on format and degree of personalization.

One analysis has compared direct e-mail to FSls (free-standing inserts), direct
mail, catalogues, and telemarketing in terms of responss rates, costs, revenues, and
return on investment (ROI) index (the ratio of the revenue per contact to the cost).
This is shown in Table 13.5. As can be seen, telemarketing has the highest ROI index
hecause even though it has much higher costs than the others, it has the highest
avenue revenue per contact which offsets the costs. However, direct e-mails and
direct mail are not far behind. Trailing badly are catalogues and F8is. Catalogues suf-
fer not so much from the response rate but the high costs and relatively low revenues
obtained per mailing.

B Application| Seiko

Seiko, the well-known watch brand, spends about 20 percent of its advertising budget on
digital channels such as e-mail 7 Seiko uses e-mall to communicate with three target audi-
ences: retailers that sell its products, consumers in its loyalty program {called the Elite
Group), and members of the press. The company sends taflored messages to each of these
three groups every 2.5 weeks and gets a 6 to 7 percent clickthrough rate. Sefko also sends
weekly e-mails to 25,000 of its 72,000 Elite Group members who have agreed to receive
updates on products (i.e,, they have “opted in,” which is discussed in the next section).
For retailers, the company provides information on popular training programs and gives
4 product updates. :
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Table 13.5

Inserts 0.45% $0.14 ©$0.49 3.5
Direct mail 1.88% $0.56 $11.36 14,9
Catalogue 2.18% $0.69 $1.48 6.4

“| Tetemarketing 5,78% $2.50 $45.37 18,2
(ALl figures are for direct order marketing across industries}

part three Marketing Decision Making

The_ Relative Effettivén_ess of Direct E-mail :

E-mail 1.12% $0.10 $1.60 16,0

Source: “The DMA 2004 Response Rate Report” October, 2004, Used by permission, courtesy of the Direct Marketing Association.

Privacy Issues

Of the three direct marketing channels described in this section, telemarketing and
e-mail have received the most attention from regulators, particularly the latter. In the
United States, the Federal Trade Commission has established a national “do not call”
registry, where consumers can supply their home phone numbers and indijcate their
wish not to be disturbed (www.denotcall.gov). You can also apply for this service for
your cell phones. In some states, telemarketers ignoring this registry can be fined up to
$11,000. Although telemarketing does provide a service that many consumers and busi-
nesses utilize, it is reasonable to permit those who do not want to receive telephone calls
1o be able to block them.

An interesting by-product of the do not call registry, however, is that it makes the peo-
ple left for telemarketers more productive customers. The response rates for telemarket-
ing have been increasing over the past several years, despiie a shrinking base, because
those left do not mind talking to people from call ceniers.

A livelier battle is shaping up over Internet privacy in general and, specifically, with
respect to the direct e-mail industry. As noted earlier, people distike junk mail but seem
to dislike spam even more. A book titled Permission Marketing®® introduced the notion
that marketers would receive greater response rates to direct e-mails if they sent them
only to customers who had agreed in advance to receive such contact. These are called
“opt-in” programs. Although there is debate about whether permission should be
obtained by customers actively checking a box that indicates they are willing to receive
e-mails versus “unchecking” a prechecked box indicating such willingness (“opting
out”), the current P3P—or Platform for Privacy Preferences—standard on the Internet
mandates that Web sites offer either opportunity to customers. Unfortunately, despite
these safeguards, most readers undoubtedly still find it much easier to get on an e-mail
list than to remove themselves from it.

A potentially larger hattle loomns over Internet privacy. This goes beyond the e-mail
issue to include the way companies assemble lists of e-mail addresses and what other
information they are sharing. The largest uproar in this area occurred in February
2000, when the online advertising placement company DoubleClick (now owned
by Google} announced that it was going to merge its information on the browsing
habits of Internet users with offline purchasing information owned by Abacus Direct,
a company in which it had a significant strategic investment. Abacus Direct was the
leader in coliecting information from catalogue purchases and using that data to
target advertising to consumers. The company had five-year buying information on
88 million households, including name, address, phone number, credit card numbers,
income, and purchases. DoubleClick realized that the value of targeted online adver-
tising including direct e-mails would be substantially increased if informatien from
online browsing activities was merged with these data.?? Although DoubleClick
quickly abandoned its plans, many consumer advocacy groups are concerned about
how online companies are assembling their lists for direct e-mails and how much
information they have about consumers. As a result, the United States is moving
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toward the European Union Directive on Data Protection that was established in _ |
1098, which stipulates that: |

1. A company must obtain the permission of the customer to obtain personal infor-
mation and must explain its purpose. .

2. It must promise not to use it for anything other than the statad purpose without
consent.

Executive Summary i

Key learning points in this chapter include the following:

s The sales force has a dual role in the implementation of the marketing strategy: it
is part of both the communication mix and a distribution channel {i.e., a way to
give customers access to the product or service).

® The sales force can be organized in a variety of ways, depending on how product
or marketing management is organized. A national or key accounts organization is
a layer on top of the usual sales organization that deals with the company’s largest
accounts,

» Both internal (e.g., motivation} and external (e.g., the competitive environment)
factors affect a salesperson’s performance.

= Three important decisions that must be made by the sales manager axe the size
of the sales force, the design of sales territories, and the assignment of salespeople
to the territories.

» Sales quotas or goals provide key incentives. Quotas are based on sales volume,
financial indicators such as profit margins, or activities such as the number of
customer calls,

w The most common form of compensation plan for salespeople is a combination
of salary and financial incentives such as bonuses or commissions.

 Technology is changing the nature of the salesperson’s job, particularly in the
use of laptop computers, which enable the representative to make better sales
presentations and deliver more value to customers.

 Direct marketing is becoming an increasingly important direct channel of distribu-
tion for many companies.

a The two most important direct marketing media are telemarketing and direct mail;
direct e-mail is becoming increasingly important.

Chapter Questions

1. Tt is sometimes said that salespeople should be familiar with their customers’
marketing plans (e.g., understanding the customers’ compstitors and customers).
Of what use would this information be to the salesperson?

2. Considering the different tasks a salesperson must perform, how is the job differ-
ent for an automobile salesperson and a representative selling a computer system?

3. What products or services would be more appropriate for implementing the three
different approaches to determining sales force size described in this chapter? Be
specific.

4, Besides the criteria for assigning salespeople to territories described in this book,
what other factors should be taken into account?

5. How should the increased use of technology in the salesperson’s job affect compa-
nies’ recruiting and hiring practices? What are the benefits of having a sales force
that is sophisticated in its use of technology? -

6. For what kinds of products and services would direct e-mail be appropriate? Other
than sales, what goals can direct e-mail achieve? '
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The purpose of this chapter

1s to introduce concepts
underlying the development
and maintenance of long-term
customer relationships. After
reading this chapter, the
student should understand:

* The econcmics of
customer loyalty
{i.e., why long-term
customer relationships
_are good business)

* A general framework for
customer relationship
management

* The importance of a
customer database

* Defining, measuring,
and building customer
satisfaction

+ lovalty or frequency
marketing programs

* The growing importance
of mass customization

s New metrics for measuring
the success of customer
relationship management
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management program.
Source: Jae C. Hong/AP Wide World Photos

Harrah's Total Rewards loyalty program is an excellent example of a successful customer relationship
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Wild" video poker machine until he lost $20. Then he moved on to the
“Monapoly” stot game, video blackjack, and other video poker machines, After
nearly two hours, he had lost $350. While he was losing, Harrah's was not only
winning money but also gaining valuabie information about him. Computers in
Harrah’s Memphis data center noted how many different machines he had played, how
many separate bets had been made, his average bet, and the total amount of money that had been wa-
gered. By the time he had left the Rio, Harrah's had enough information about him to construct a detailed
profile of his gambling habits, a plan for getting him to come back, and an individual profit-and-loss fore-
cast that would determine how much money the company would invest in trying to get him to return.

All that information comes from a plastic card that Harrah's players insert into the machines at
any of its gambling facitities (including Caesar’s, which Harrah’s purchased in 2005). Harrah's Total
Rewards loyalty program is the only such program in the gaming industry. Its 25 million members use
these frequent-gambler cards to earn free trips, meals, hotel rooms, and other services white they
play. In turn, Harrah's uses the data to refine its customer database and to develop 90 customer seg-
ments, each of which receives customized direct-mail incentives, In addition, the company atiempts
to predict how much a customer will spend and analyze gaps between the predicted and actual
spending. Since the Total Rewards program began in 1999, the company calculated that it has
received hundreds of millions of dollars in incremental revenue from customers who gambled at more
than one Harrah's casino. In addition, half of Harrah's total revenues from its Las Vegas casinos are
generated by Total Rewards cardholders. The program has been so successful that the company gener-
ated $10.8 billion in sales in fiscal year 2008 and just over $600 miflion in profits.

Note that the company has not necessarily increased its customers’ interests in gambling. The
incremental revenues and profits resulting from the Total Rewards program are simply due to the
company knowing its customers better than its competitors do and finding some individualized
incentives to attract them to Harrah's rather than to rival casinos. Harrah's views its relationship
with its customers from a long-term perspective rather than simply as a one-time occurrence.

The company has alsa developed an interesting set of metrics for evaluating the effects of the
program, The board of Harrah's receives regular reports on four metrics: Harrah's share of its cus-
tomers’ gaming dollars, percent of revenues from customers who play at more than one of the com-
pany’s casinos, percent of loyalty program members advancing to higher status as a result of their
higher expenditures, and customer satisfaction across the casinos. Interestingly, this latter metric
has an impact on the CEQ's annual bonus.

A

ST T
\
: \ onsider the following saga of a gambler at Harrah Entertainment’s Rio Resort
‘ : in Las Vegas.! For 10 minutes, this person fed quarters into Bally's “Deuces
\\ )
b e -
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All companies face this problem of how to develop profitable long-term relationships
with their customers. Providers of frequently purchased products and services such as
retail gasoline, as well as less frequently purchased durable and industrial goods, have
attempted to build higher levels of customer satisfaction through the development of bet-
ter relationships with their customers. Many of these relationships are intended to
increase repeat-purchasing rates, which increase long-term sales and profits, Some rela-
tionships are not long-term in nature. However, it is still important for a marketing
manager to understand what kind of relationship the customer wishes to have with the
company and its brands. This chapter discusses the necessary steps to creating programs
that achieve higher custorner satisfaction through this matching process.

What is the impact of high switching rates between products? The cellular phone
industry is an excellent example. Consider the huge expense of getting customers to
switch cellular suppliers in the United States. AT&T, Sprint Nextel, and Verizon spend
considerable sums of money on direct marketing to attract switchers. Often, the
switchers are customers who had been their own customers in the past. Cingular and
Sprint lost nearly 3 percent of their customers in each quarter of 2003.2 It has been
estimated that it costs a cellular company $275 to $450 in discounts, promotions, and
advertising expenditures to sign up each subscriber. Each percentage point increase in
customer “churn” costs enough to reduce the total market value of the cellular compa-
nies by $150 million.?

OBJECTVES
: | | - .. --__"... . __-__._.-_-l ..' -.- .-..- . . -_ ._._-.-_..:.._.... C - . . L
0. .. -7 CUSTOMERTARGET(S) -

~.  COMPETITOR TARGET(S) -

CORE STRATEGY -

L

{ " * IMPLEMENTATION: MARKETING MIX

| Price | Communications: | Product | Channelsof | Customer

“and Promotion Policy Distribution Relationship
' : ' Management

Different perspectives on the buyer-ssller relationship are shown in Figure 14.1.
Panel A of Figure 14.1 is very much like the sales orientation discussed in Chapter 1. In
this situation, the seller figures out a way to make the sale to the buyer. The relationship
between the two is at a distance because the seller has donse little to try to understand
the buyer’s motivations and needs. The salesperson has used his or her creativity o
personality to make the sale, not an understanding of the customer. :
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Soutce: Theadore Levitt {1956), The Marketing Imagination (New Yorl: Free Press), pp. 113-14. Copyright ® 1986 by the President
and Fellows of Harvard College. Reprinted by permission.,

In panel B, the company selling the product or service has done a better job of
understanding the customer by getting “into” the buyer, determining enough about
his or her needs ta make the sale. This is the more traditional marketing concept or
customer orientation. A panel B company spends money on marketing research, seg-
ments its markets appropriately, and has developed a marketing strategy on the basis
that the value proposition fairly represents what its target segment wants.

However, while both panel A and B relationships are necessary to be successful, neither
concept is sufficient in today’s globally competitive environment. Both can be character-
ized by the following:

For the seller, the sale is the end of the process; for the buyer, it's the beginning.*

In today’s competitive environment, where long-term relationships are critical to mar-
keting and general business success, it takes more than the execution of the marketing
concept to satisfy customers over a long period of time. Panel C illustrates the new
model of relationship marketing. Here, the buyer and seller have hecome interdepen-
dent. Each party to the relationship depends on the other in some way. The sale cannot
be the end of the process for the seller anymore. :

A distinction has been made between different kinds of industrial buyer—seller rela-
tionships.® This distinction is applicable for all kinds of goods and services. Transaction
buyers are those who are interested only in the purchase at hand. They may not be inter-
ested in a long-term relationship at all, or the sellers in the market may not have done a
good job of showing the customer the benefits of such a relationship. The former situa-
tion exists when a company sees the benefit in sharing the business among a number of
suppliers. Relationship customers see the benefits of the interdependency shown in
panel C of Figure 14.1. Both kinds of customers can be loyal, but the nature of the loyalty
is different. For example, transaction buyers may buy from the same supplier each time,
but their motivation to do so may be based on price and not the value of maintaining a
relat10nsh1p

The previous chapters of this baok focused on what might be called customer acquisition,
or the ways marketing is normally used to obtain customers. Companies spend considerable
sums acquiring customers; how much does your company, or ones that you know, spend on

retaining customers? More and more companies are spending monsey for computer systems .

and marketing pragrams on what is called customer relationship management, or CRM.
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Figure 14.1

transaction buyers

buyers who are interested only
in the particular purchase at
hand, rather than a long-term
relationship

relationship customers
cnstomers who see the benefits
of interdependency between
the buyer and the seller

customer relationship
management, or CRM

develops programs that match the
kind of relationship the customer
wants with the company, whether
# is relational or transactional
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CRM is often used in the context of relationships that are long term in nature, However, a
true CRM strategy develops programs that match the kind of relationship the customer
wants with the company, whether it is relational or transactional. In this chapter, the focus is
on how to develop a CRM program for customer retention, or how to keep customers over
the long term for any type of customer. This is the challenge facing many companies like
Harrah’s. In many ways, CRM is a throwback to old-fashioned country store-type retailing,
Then the store owner knew his or her customers by name and knew their shopping habits
well enough to make product recommendations. Today, we use technology to accomplish
the same goal—even when a cornpany serves millions of custorners,

The Economics of Loyalty

lifetime customer value

the present value of a stream of
revenue that can be produced
by a customer

acquisition costs
the incremental costs involved
in obtaining any new customer

A simple example demonstrates the economic power and importance of loyalty.

A number of years ago, a passenger flying on a British Airways (BA) flight from
London to San Francisco complained about being seated near the smoking rows in the
coach section. Although there is no in-flight smoking today, many readers will identify
with this traveler’s complaint. Being one or two rows from the smoking area on a 10-hour
flight was more than annoying. The coach section was full and the dissatisfied customer
was (or at Jeast claimed fo be) a regular BA customer. A simple solution would have been
to move the customer to business class in an unobtrusive way (so other passengers do not
get the same idea) because there were unoccupied seats in that section, Our guess is that
such a move would have gained a strongly loyal customer at a very low marginal cost (for
business-class food). However, the BA personnel declined to move the passenger, who
very loudly indicated that he would never fly BA again.

This example illustrates a very important concept: lifetime customer value (LCV).

- Compare the amount of revenue and profits that would be derived from the customer ta

the small incremental cost of moving him to business class. When you lose a customer
for life, you are actually losing the (discounted) stream of income that passenger would
have produced over his lifetime. In addition, how many other potential customers will
he tell about it?

Compare that illustration to Lexus’s approach to customer loyalty. A CEQ unexpect-
edly received a $200 check from Lexus after a few customers had complained that the
cars’ original tires wore out too soon. This impressed the CEQ, who was adamant in
saying that he would be a Lexus customer for life—not just because of the money, but
because the company did the right thing.®

Clearty, ne company is going to have a 100 percent loyalty rate, As noted earlier, some
business customers have multiple vendors as company policy, Other customers do not
want to feel any kind of obligation to purchase from the same vendor. In addition, if
many customers are involved, it is impossible to satisfy all of thern., However, the eco-
nomic reasons for increasing the retention rate are compelling. Figure 14.2 shows the
impact of a five-percentage-point increase in retention on the net present value of a cus-
tomer revenue stream for a variety of industries. For example, in the advertising agency
industry, increasing its clisnt retention rate from, say, 80 to 85 percent results in an

increase of 85 percent in the net present value of the average customer’s billings. There

are two reasons for this. First, what looks like a small difference in retention rates is
greatly magnified over a lang period of time. Second, retained customers are much more
profitable than switchers.

Figure 14.3 breaks down the difference in profits. Loyal customers are more profitahle
because they stimulate revenue growth (i.e., loyal customers buy more and buy more
often), they are less expensive to serve, they refer new customers to the company, and
they are often willing to pay a price premium. Let us look in more detail at the compo-
nents of Figure 14.3.

Acquisition Cost

Obviously, obtaining any new customer requires some incremental costs, called acquisition
costs. For example, American Express must send a number of direci-mail pieces or make
telemarketing pitches to obtain new customers. New customers of industrial equipment
require more sales calls than existing ones. Thus, acquisition costs represent an initial loss
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President and Fellows of Harvard College, Reprinted by permission.

Figure 14.3
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on any customer. The cost of customer acquisition can be quite high—in 2009, Vonage
reported that the marketing cost for acquiring a new customer averaged $309 per customer.

Base Profit

This is simply the profit margin a company earns from an average customer. The longer
a customer is retained, the longer the base profit is earned.

Ravenue Growth

Retained customers have been found to increase their purchase quantities over time,
This is an intuitive finding. Think about a stare to which you have become more loyal
over a period of time. It is likely that you not only shop there regularly, but that you also
buy more items there. Alternatively, you might purchase life or home insurance from the
company from which you purchase auto insurance. It is important to note that, in prac-
tice, a custamer may often buy from more than one manufactursr; revenue growth can
happen by increasing the “share-of-wallet” or the percentage of total spending of a cus-
tomer in a category that goes to a specific manufacturer. Thus, a loyal customer would
provide a high share-of-wallet to a company in relation to its compstitors who provide a
similar offering,

Cperating Costs

It has also been found that existing customers cost less to serve than new customers. The
former have a better knowledge of the company’s systems and procedures. For example,
if you are a good customer of the direct-mail clothing company Lands' End, you
undoubtedly know how to fill out the form (fewer mistakes for the company to follow up
on) and how to read the product descriptions (less time on the phone for customer
service representatives).

Referrals

Good customers also talk to their friends and neighbors about your company. Additional
business comes from favorable word-of-mouth by satisfied customers. This is a particu-
larly good source of new business for service companies. As we will see in the next
chapter, service quality is more difficult to ascertain before purchasing, so advice from
someone whe has tried the service and is satisfied with it is particularly important.

Price Premium

Laoyal customers are often more price-insensitive than customers who need a price induce-
ment to switch or to become a new customer. When was the last time you checked the
price of your favorite brand of toothpaste? Such loyal customers are getting significant cus-
tomer value from using the product or service and are not concerned about price.

Thus, building and sustaining long-term relationships is both strategically sound and
profitable.”

‘A Framework for Customer Relationship Management

CRM has come to mean different things to different people. For some managers, CRM means
sales force contact software like salesforce.com (see Chapter 13). For others, it means tele- .
phone call centers for contact management. Additionally, many focus their attention on
loyalty programs such as Harrah's Total Rewards program described earlier.

A systematic view of CRM that puts all of these perspectives together is shown in
Figure 14.4.% As can be seen, major components of a complete framework are:

1, Constructing a customer database.

2. Analyzing the database,

3. Based on the analysis, selecting customers to target.

4, Targeting the selected customers.

5. Developing relationship programs with the customers in the target group(s}.
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6. Considering privacy issues.
7. Measuring the impact of the CRM program.

These steps in the comprehensive approach to CRM will be covered in more detail
throughout the rest of this chapter.

Creating the Database

Figure 14.4

)

The core of a CRM program is a customer database, sometimes referred to as a customer
information file or CIF.® The CIF is the repository of information about the customer and
serves as the basis for identifying and targeting both current and potential customers.
The basic idea behind a CRM program is to assess the value of each customer in the CIF
to the firm and then develop relationship programs that will be customized both in con-
tent and intensity, depending on that value. The optimal contents of this CIF are shown
in Figure 14.5.

customer information file, or CIF
a customer database including
information on past and current
purchasing, contact, response

to marketing variebles, and
monetary value to the company

Figure 14.5
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As can be seen, there are five major areas of cantent in the CIF:

1. Basic customer descriptors. These are the kinds of variables described in Chapters 4
and 5 in terms of comsumer and firm demographics and contact names and
addresses.

2. Purchase history. Like descriptors, the customer’s purchase history is considered to

be a basic part of the CIF. This information should be as detailed as passible, includ-

ing products bought, the channels utilized, and prices paid. If possible, the margin
made on each purchase should be recorded as well.

Contact history. Part of a customer’s history with you is any recordable contact that

person has had through, say, customer service. For example, any time a customer calls

you with questions about your praduct or service, this should be noted. Similarly,
sales call information would be part of this area of the CIF:

4. Response information. Particularly valuable is information about how customers
have responded to prior direct-marketing activities, promotional offers, or other trace-
able marketing activity.'® This provides information about potential responsiveness to
such future programs.

8. The value of the customer. This number is an estimate of the monetary value of the
customer to the firm, It will be discussed in more detail later, :

w

The CIF shown in Figure 14.5 appears o be two-dimensional. However, there is an
important third dimension that is difficult to show—time. It is critical that the CIF -
contain information on these dimensions over time so that you can spot trends in
terms of which customers are becoming better and those whose relationship with the
firm is becoming worse.

Many companies view their CIFs as a key source of competitive advantage. For
example, UPS does not want to be known as a package shipping company. The com-
pany views itself as an information technology company. From all of the information
it collects about shipping, it compiles a database that is useful to its customers in
terms of the products purchased, geographical locations, addresses, and other parts
of the CIF. This is only part of the information UPS collects that is useful to its
customers.?!

The challenge for many companies is to create the kind of CIF shown in Figure 14.5.
Figure 14.6 characterizes the ease with which the CIF can be created by conceptu-
alizing the problem as a 2 X 2 matrix defined by the kind of interaction the company.
has with the customer (direct versus indirect) and the frequency of that interaction
(high or often versus low or infrequent).!? Companies in the upper-left quadrant are
able to develop most of a CIF relatively easily. Banks, telecommunications firms, and
retailers have direct and frequent contact with customers that results in those types of
firms having generally excellent CIFs (at least in terms of customer and purchase
information). However, firms with indirect customer contact have to work much
harder to collect such information. For example, Clorox and BMW have to rely on

their distribution networks tc provide customer information back to them. This is not =

the most reliable way to collect accurate data. Consumer durable companiss such as
Sony rely mainly on warranty cards; however, their completlon rate is only about
30 percent.

As a result, many companies have to create special programs or events to collect as -
much customer information as they can. Some of this comes through loyalty or frequent-
shopper programs. Some of these special programs can be quite creative. For example,
Kellogg’s developed a program called “EET and ERN” (eat and earn), where the company
put 15-digit encrypted codes inside of cereal boxes and a Web site URL. After going to
the site, inserting the code, and registering, participants (mainly kids) can receive free
toys. The idea is to create a database of the company’s best customers. Professional sex-
vices firms such as management consultants often host free seminars in specialized
topic areas, where the goal is to develop a list of and information about prospective
clients.

Another challenge to creating databases is the fact that (as we saw in Chapter 12)
with the expansion in the number of possible channels or “touchpoints,” where cus-
tomers can have contact with the company, it is becoming increasingly difficult to
track behavior. Some companies like Acxiom have developed software that is part of
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an overall CRM strategy, where preferences and customer purchases from brick-and-
mortar stores, catalogues, and the Web are tracked and pulled into one centralized
database.

(@ Application| Harrah’s

Returning to the Harrah's illustration, the company builds its Total Rewards database in two ways.

First, customers can sign up in a casino. However, in addition, the company runs three annual

promotions, two of which are staged regularly: Miilionaire Maker, the largest slot tournament in the

United States, and Total Reward Giveaway, a six-month sweepstakes culminating in a big prize

awarded in a program simulcast across all of Harrah's properties. Contestants in these promo-
“tions must register for the Total Rewards program to participate.

It should be noted that building the database with customer information is oniy part of the
challenge. To fuily reap the benefits of CRM, the company must collect all the information shown
in Figure 14.5 and be prepared to continually update the database. Thus, it reguires a consider-
able investment of time and money and a strong customer orientation to fully implement this
stage of the process,

® Application| Nestlé in Japan

Because of the difficulty Nestlé has in touching individual customers, the company decided to
try something novel in Japan.’® The company created the Together Nestlé Relationship Center
in conjunction with an advertising agency, McCann Worldgroup’s MRM Partners Worldwide, and
a CRM consulting firm, Bellsystem24. It brings the company into direct contact with 1.4 million
consurners, representing 4 percent of all households comprised of two or more people. The idea
behind the relationship center is to act as a hub of every communication with consumers. All
telephone calts, e-mails, and written letters from consumers are responded to by the relationship
center employees. Center "members” have access to a call center hot line, a Web site with a
bulletin board, and other interactive mechanisms. They are also sent a magazine and invited to
special events. Call center staff attemypt to build an emotional bond between the company and
its consumers. The insights obtained from the consumers in the database are shared with pro-
duction, sales, and marketing teams.

Thus, although the relationship center does not “touch” a large percentage of Nastlé con-
sumers, it is a creative approach for a company that wouid otherwise have difficulty connecting
with its customers, that is, those in the “indirect” column of Figure 14.6,

Figure 14.6
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Banks | Alrlines
High - Telecomn i Packaged Goods

Retail : Drugs

Interaction Frequency
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Analyzing the Database

data mining
analyzing a customer information
file for the best prospects to target

Tabie 14.1

There are many types of analyses that can be performed on a CIF once it has been assembled.
The general name given to such analysis is data mining. People with significant statistical
skills use computer software and large computer resources to troll through the CIF to find
segments, purchasing patterns, trends, and other useful outputs.!* Large companies such as
Oracle, SSA Global, SPSS, and others provide such software to their corporate customers.
Several advantages of a CIF include the following: identifying the best customers and pro-
viding them with appropriate incentives, tracking purchases made over time in order to

make recommendations, and allocating marketing resources across customers in a manner

that optimizes revenue growth. As can be seen from Table 14.1, frequent travelers make up
only 10 percent of hotel guests but spend 44 percent of the hotel nights,

A particularly important analysis that provides the information in the last column of
the CIF shown in Figure 14.5 is estimating lifetime customervalue (LCV). This analysis
takes the purchase information and, together with information about profit margins on
each product purchased, projects the profit implications of each customer or row in the -
CIF. While not an exact science due to the difficulties of making projections far into the
future, the goal is to ultimately place a monetary value on each customer that the firm

. can use ta make resource allocation decisions.

While there are a number of formulas that can be used to estimate LCV,'® one way to
start is with a relatively simple formula that utilizes only the available purchase informa-
tion in the CIF to calculate each customer’s cumulative profitability to the present time:

Customer profitability = > (P~ ) - EMC;\. - AC
iy

where

t = the number of past and current time periods measured
j = the number of products purchased in a time period
k = the number of marketing tools used in a time period
F = price
C = cost

MC = cost of marksting tool {e.g., direct mail)

AC = cost of acquisition for the customer

Basically, the formula computes the total profits generated by a customer by taking the
total margin generated by the customer (P — C) in each time period from all products and

services purchased, subtracting off the traceable marketing costs attributable to each cus-

tomer, summing over all time periods in the database, and then subtracting the initial
acquisition costs,

The preceding formula is useful for purposes other than computing customer prof-
itability. An examination of its components shows the levers for increasing individual
customer profitability. Profits can be increased by:

# Increasing P and j by cross-selling (purchasing more products) and/or upselling
{purchasing more expensive products). Example: American Express asking its
members to upgrade from Gold to Platinum card and to purchase other services.

U.S. Hotel Usage by Consumer Segment in 20027

Frequent travelers (=23 nights a ;earT 10% . 44%,
Moderate travelers {6-22 nights a year) 40 44
Light travelers (1-5 nights a year) 50 12

*For U.5. population aged 21 to 74; in 2002 approximately 83 million individual guests accounted for approximately 8560 million
hotel nights.

Source: Travel Industry Association of America {TIA); TNS: U.S. Census B ; McKinsey analysi
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® Reducing the marketing costs MC aver time as the customer loyaity is better established. ‘ ‘
Example: tetail banks shifting their customers from visiting tellers in a bank branch to
banking online or through ATM.

® Increasing the number of time periods ¢ that the customer purchases. Example: hotels
like the Four Seasons that delight their customers through excellent custamer service.

» Reducing the acquisition cost for each customer. Example: identifying new and cheaper
ways to acquire customers through new media vehicles (as discussed in Chapter 10},

To compute the LCV, you have to project the customer’s generated margins and market-

" ing costs into the future and discount back. This involves a number of heroic assumptions

about the nature of a customer’s purchasing pattern in the future. A back-of-the-envelope

approach to caleulating LCV is a margin “multiple,” which can be used to multiply the
current margin generated by each customer to estimate the LCV.'® This multiple is

- r
(1+i—0

Tn this formula, r is the retention (loyalty) rate for your product and i is the discount or cost
of capital rate used by your company. Some sample multiples are shown in Table 14.2.
Thus, for a product whose Tetention rate is 70 percent and with a discount rate of 12 percent,
take the margin generated by each customer and multiply it by 1.67. This approximates the
L.CV for that custormer.! If this LCV figure is multiplied by the size of the customer base, an
interesting way to value the firm is produced in terms of the total present value of the life-
time stream of income produced by its customers.1®

A different way to look at LCV is from the perspective of customer acquisition costs.
Figure 14.7 is an illustration from the credit-card industry showing the increase in value
of an active account over 20 years. For example, the value of a customer who stays for
three years is $98 ($178 in profit over the three years minus the $30 acquisition cost); ifa
credit card issuer can retain a customer for five years, the net profit is $264.

An interesting question is how much you would pay today to acquire a customer, given
the kind of information shown in Figure 14.7. Suppose we knew that the average account
remained active for five years, You should not be willing to pay $264 for that account
today becanse the cash flows occur in the future and those dollars are worth less today
because of the time value of money. The present value of a five-year customer, assuming
a 10 percent discount rate, is $40/(1 + 0.10) + $66/(1 + 0.10)* + $72/(1 + 0.10)° +
$79/(1 + 0.10)* + $87/(1 + 0.10)® — $80, or $172.98. In other words, you should not pay
more than $173 to acquire an account that you expect to retain for five years. Another way
to look at these mumbers is from a retention perspective. If a credit card customer in the
third year indicates that he or she is thinking about switching, the present value of the
incremental profit for years 4 and 5 is $79/(1.10) + $87/(1.10)? {recall that we are in year 3
already) or $143.72. This gives you an idea ofhow much you would spend to retain that
customer (e.g., using a reduction in the interest rate on the card or adding benefits such as
life insurance or lost-card protection).™®

An advantage of the Internet is that customer movements on the Web can be tracked,
stored, and analyzed in real time to form the basis of increasingly customizable offerings.

Table 14.2

) _-Margi'n Multiple

60% 1.20 1.15 1.11 1.07
70% 1.75 1.67 1.59 1.52
80% 2.67 2.50 235 ¥
90% 4,50 4.09 3,75 3.46

Seurce: Reprinted from Journal of Interactive Marketing, Volume 17, Issue 1, Sunil Gupta and Donald R. Lehmann, Customers as Assets,
Pages §-24., Copyright {2003), with permission from Elsevier.
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Figure 14.7
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Source: Frederick F, Reichheld (1996), The Loyalty Effect (Boston: Harvard Business School Press}, p. 39. Copyright @ 1996 by the President and Fellows of Harvard Collega.

Reprinted by permission.

Brooks Brothers, the retailer of classic men's and women’s clothing, is testing a new ap-
proach to increasing it e-commerce sales. When a visitor comes to www.braoksbrothers.com,
software scans the visitor’s corputer for its Internet (IP) address and the user’s list of previ-
ously visited sites. It then develops a profile of the visitor based on matching the
information with others in its vendor’s database of 100 million people. The visitors are then
sorted in real time by the site’s best guess on gender, marital status, and geography,
Subsequently, the visitor is presented with a Web page based on that guess. As a result, a
(hypothesized} single male would receive a different page than a woman and an urban male
would receive a different product assortment than a rural male.2¢

Customer Selection

The customer profitability analysis just described can be used to separate the customers who
will provide long-term value to the firm from those who are likely to be unprofitable, The
venerable 80-20 rule in marketing often applies (if only approximately) in that 80 percent of
the company’s profits are provided by 20 percent of its customers, Thus, a major benefit of
the LCV and profitability analyses previously described is to permit the marketing manager
to make informed decisions sbout (1) which customers to keep (or, which to “fire”), and
(2) for those kept, how much money to spend on keeping thern.

(@ Application| Best Buy

In 2004, the giant electronics retailer Best Buy decided that it wanted 1o separate its best customers
from its worst®! The good customers were referred to as “angels” and the worst as “devils.” The
angels buy HDTVs, portable electronic praducts, and other goods without waiting for sales or using
rebates. The devils buy products, apply for rebates, refurn the purchases, and then buy them back
at returned-merchandise discounts. They buy "loss leaders” and then sell them at a profit on eBay.
They find the lowest prices on the Web and demand that Best Buy match the price.

Best Buy estimated that as many as 20 percent of its customers fit into the *devil” category. The
guestion was, How should the company “fire” these customers? The company examined sales
records and demographic data to Identify members of both groups. While it was difficult given the
data available to identify individuals, the company could locate particular siores that tended to be
frequented by them. Although Best Buy could not keep “devils” from entering the stores, the com-
pany cut back on promotions and enforced a restocking fee of 15 percent of the purchase price
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on returned merchandise. Using a similar analysis, the company found that its best customers fell
into five groups: upper-income men, suburban mothers, small-business owners, young family
men, and technology enthusiasts. To attract more of these "angels,” the company told each store
manager to analyze the demographics of his or her local market, focus on twe of the groups, and
then stock the apprapriate merchandise. Early results from testing the new programs showed that
sales gains by the pilot stores were double those of traditional stores.

(@ Application| ING Direct

ING Direct USA, a division of the Dutch bank ING Groep, is a direct-to-the-customer operation
with no branches or ATMs.22 |t is an Internet-only savings bank. There are no.fees, no minimurmn
deposits, and a limited number of products. The simplicity of the business model means that it
costs are low. In some parts of the business, they are one-sixth the costs of a conventional bank.
This means that ING Dirsct can offer relatively high interest rates on deposits, often much higher
than its competitors.

However, the bank rejects customers who do not play by its low-cost rules. The company
“fired” more than 3,500 customers in 2004. Thess customers made too many calls to customer
service or asked the bank to make exceptions for them toc often. These high cost-to-serve
customers did not fit with ING Direct's low cost model and were unprofitable.

ING Direct must be doing something right. In its first five years of operation, ihe bank had
2 million gustomers and $30 billion of agsets.

B

An example of the result of a profitability analysis is shown in Table 14.3 and
Figure 14.8.2% This analysis was performed by a pharmaceutical company on all
prescription products sold by the firm in three sales territories. The customer unit was
physicians. The analysis cavered 1.5 years of prescriptions, so it is profitability analysis
rather than a full LCV analysis. The margins were calculated on the prescriptions
written, and the marketing costs (MC in the preceding profit formula) included sales
calls, product samples, and direct mail. As can be seen from Table 14.3, of the 834 physi-
cians covered, the profitability was highly variable, ranging from a high of $62,407.20 to
a low of -$12,814.12. Figure 14.8 provides a visual perspective on these data. There are
some high-profit physicians generating more than $20,000 in profits for the firm and a
large number of low-profit customers, with more than 50 who are unprofitable. Clearly, a
large percentage of the profits result from a relatively small number of the doctors.?*

As a result of analyses such as these, the marketing manager has sufficient informa-
tion to select which customers to keep or “fire.” Criteria would include:

m Current profitability.
s Future profitability (LCV).
m Similarity of the customer’s profile te other customers who are currently profitable.

However, you should be wary of indiscriminately “firing” unprofitable customers. First,
as noted earlier, LCV calculations are based on assumptions that are often difficult to val-
idate. For example, it is difficult to know which small customers will grow into large
ones. It would not have been smart for a supplier to have cut off Microsoft as a customer
back in the late 1970s. In addition, some customers may be particularly vocal in the com-
munity. While it may look like a sound financial decision to cut off an unprofitable doctor

Sl e S I - - Table 14.3
- Descriptive Statistics on Customer Profitability for Physicians :

umber of Observations 834

Maxdimum $62,407.20

Minimum ; _ $-12,814.12

Mean ) ' §7,026.04

Median $3,536.68

Source: This article was published in Journal of Interactive Marketing, Winter, 1999, Francis J. Mulhem “Customer Profitability Analysis:
Measurement, Concentration and Research Directions”, pp. 25-40. Copyright ™ Elsevier 1999, Reprinted with permission.
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Figure 14.8
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Source: Frederick F, Reichheld (1996}, The Loyalty Effect (Boston: Harvard Business School Prass), p. 39.

using the data in Table 14.3 and Figure 14.8, one of those doctors could be influential in
the physician community. Second, it is important to attempt to make unprofitable cus-
tomers profitable before firing them, either by looking for ways to increase revenue
growth or by looking for ways to decrease the costs-to-serve. For example, customers with
small savings accounts become unprofitable when they visit tellers in retail branches.
However, these customers can become profitable if restricted to online or ATM banking.
Still, many companies continue to serve unprofitable customers simply because they lack
the CIF to perform a customer-level profitability analysis.

__ Ap piica’ticm\ Fiaelity Investments

Consider Fidelity Investments,?® the world's largest mutual fund company. Fidelity realized that
some customers were unprofitable because of the channels they used to interact with the com-
pany. When a customer who does limited business with Fidelity, and probably has limited poten-
tial, calls a service rep too frequently, the cosis can easily outstrip any profits,

A few years ago, when such cusiomers called, Fidelity's reps began teaching them how to
use the company's lowest-cost channels: its avtormated phone lines and its Web site, It also
made its site friendlier and more enticing to use. These customers could still talk to service reps,
but the phone system identified their calls and routed them into longear queues, which meant the
most-profitable customers could be served more quickly; for the unprofitable customers, the
longer wait would be a disincentive to call.

Fidelity couldn't lose. If the unprofilable custorners switched to lower-cast channels, they
became profitable. If they didn't ilke the new experience and left, Fidslity became more prof-
itable without them. But Fidelity found that 96 percent of those customers stayed, about the
same refention rate as in the industry overall, and most of them switched to lower-cast channeis.
Over time, customer satisfaction actually increased for the smaller customers as they learned
how to save time and gst faster service through the lower-cost channels, increasing Fidality's
operating profit within 12 months. '

Appiicaﬁi@m‘ The Wireless Industry

Customer complainis about their cell phone service suppliers are widespread.2® However, many
customers are not aware that the carriers do not ireat all their custorners the same. In general,
because the companies have good data on customers' cailing habits, if you spend more, you
get better service, better deals, and more extras,

Many of the cellular companies have installed data analysis scftware that helps them predict
which of their subscribers are the most likely to move to another carrier and thus need to be

- freated better. The software considers how many calls you make and recsive, what percentage

are long distance, the duration of the calls, the kind of phone you have, and how often you have
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contacted customer service, The software takes these variables into consideration and then pre-
dicts how likely you are to “churn.” A score from the model of 85, for example, indicates that the
prabability of your switching is 85 percent.

Whean highly profitable customers call Sprint PCS to cancel their service, they are contacted
immediately by someone from the customer retention department, where operators provide spe-
clai Incentives to stay. If you stay within your allotted minutes and do not generate additional
profits for the company, you are not given anything, that is, you are “fired.” At VoiceStream
Wireless, the higher your bill, the less time you will spend on hold if you call customer service.
Those custorners with cheap calling plans are routed to the least-experienced representatives.
Those on better plans may be offered special rates or new phones.

Customer Targeting for Retention | )

Once the customers that you wish to target have been selected, conventional direct-
marketing approaches are then used to keep them. In the context of CRM, these direc-
marketing channels are often referred to as one-to-one marketing. Special promotions,
prices, perks, products, and other offers are made through telemarketing, direct mail
(regular “snail mail,” fax, e-mail), and personal sales calls.

b Application| The Royal Bank of Canada

At least once a month, analysts at the Royal Bank of Canada (based in Toronto} use data mining
techniques on the bank's 10 million customers according to a number of factors:

Their credit risk.
Their current and future profitability.

Their likalihood of leaving the bank.

|

|

® Their stage of the family life cycle.

|

m Their channel preference (call center, branch bank, or the Internet).
u

Their likelihood to purchase more bank products.?”

Consider the following hypothetical customer. Her balance is low, her credit card payments
are slow, and her deposits have recently become sporadic, All of these data paint to her leaving
the bank. Further analysis of her CIF shows that she has been a profitable customer and that
she could potentially be even more profitable based on her past banking patterns and other
products she holds. The latter include a car loan, a line of credit, and a checking account. The
analysts infer that she is in a phase of her life where her borrowing needs are high. They also
know she likes to use the Internet to pay her bills and check her balances. They conclude that
she would be a good target for a particuiar package of banking services. The bank has found
that people with these kinds of packages stay with the bank an average of three years longer
than customers who do not and that they are more profitable to the bank. With this information,
the marketing managers have a personalized strategy for her.

The marketing managers then enter this informaticn about the customer inte a central
database that is fed to the desktops of alf its personal bankers and custormner service and call
center representatives. She then receives a call from a personal banker offering her the
package of services. Because she doss not immediately take the offer, the call is followed up
by a call center representative. Her reaction to the offer is logged into her row of the CIF for
future reference.

Relationship Marketing Programs

Given the preceding discussion concerning customer targeting, it is important to describe
marketing programs beyond discounts and other special perks that are part of the normal
arsenal of marketing managers, and that have been described elsewhere in this book.
Thus, this section of the chapter describes programs that have been specifically designed
for retaining customers.
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Customer Satisfaction

Clearly, one of the requirements of customer retention is satisfaction. Satisfied customers
are much more likely to repurchase and become geod customers than dissatisfied cus-
tomers, Many studies have shown a positive relationship among satisfaction, loyalty, and
profitability.?®

Spurred by the quality movement of the 1980s, the introduction of several very public
competitions (such as the Malcolm Baldrige Award for Quality), and well-publicized sat-
isfaction surveys (such as the one done by J. D. Power for automobiles), many companies
around the world are investing substantial sums in measuring customer satisfaction and
exploring its impact on their businesses. As a result, this has becoms a big business for
research firms. By one estimate, up to one-third of all revenues generated by U.S, mar-
keting research firms are from customer satisfaction surveys and analyses.

The basic customer satisfaction model is shown in Figure 14.9. The model is often
called an expectation confirmation/disconfirmation model because it assumes that lev-
els of customer satisfaction with a product or service are determined by how well the
product performs relative to what the customer expected. In the center of the figure is
perceived customer satisfaction or quality. The circle on the right is experienced quality,
or how the product or service actually performed. To the left, the customer is presumed
to form an expectation or prediction about the product’s performance, This expectation
is formed from a variety of sources of information, including advertising, word-of-mouth
information from friends and relatives, and past experience with the product or product
category. If the product meets or exceeds expectations, the customer is satisfied to differ-
ent degrees. Obviously, if the product just meets expectations, satisfaction is less than if
the product goes way beyond expectations. Any performance below expectations results
in a dissatisfied customer. '

Satisfaction can be measured in a number of ways. As in the multiatiribute model
shown in Chapter 4, the most comumon approach is to use a scale to compare satisfaction,
along a mumber of product dimensions, with compestition and expectations. Figure 14.10
shows several common scale types. FedEx has been known to use the 101-point scale,
General Electric uses the 10-point scale, and most other companies use a 4- or 5-point
scale. For example, a satisfaction question for an airline might look like the following:

“How satisfied were you with the food (relative to your expectations)?”
Very dissatisfied Very satisfied
1 2 3 4 5

After obtaining satisfaction measures on a number of attributes, the survey always
contains an overall satisfaction question:

“Overall, how satisfied were you with the flight today?”
Very dissatisfied Very satisfied
1 2 3 4 )
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Figure 14.10
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Most companies track these satisfaction measures over time and relative to campetition
in order to determine trends in different market segments or product aieas. An impaortant
trend is that more companies are using customer satisfaction data in calculating senior
executive bonuses. For example, the bonus plan developed by cable TV company Charter
Communications defines six customer-satisfaction metrics that are measured in each of its
key market areas on a monthly basis,?®

Customer satisfaction measures for companies and indusiry sectors are tracked by the
National Quality Research Center at the University of Michigan, Based on an index with
a maximum of 100, the scores from the airline industry {through 2009) and for specialty
retail stores (through 2008) are shown in Figure 14.11.% As can be seen by examining
the column labeled “previous year % change,” there are some notable shifts in these sat-
isfaction scores based on company investments in customer service, communications,
and word-of-mouth activities, particularly in the airline industry. _

Customer satisfaction surveys for products and services scld via the Web can be con-
ducted quickly and easily using a service introduced by CustomerSat.com. The Web site
operator first designs the survey using a variety of questionnaire options provided at the
CustomerSat.com site. The survey is then distributed by a pop-up window at the client’s
Web site. The frequency of the pop-up window can be adjusted to appear to every visitor
or as few as 1 out of 100 visitors for sites that have heavy traffic. Reports based on the
answers to the survey questions are generated and updated in real time for the client.
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Figure 14.11

Airlines
Previous
Base- Year %
line 95 97 98 o9 00 01 02 03 04 05 06 o7 08 09 Change

Southwest

Alriines 78 76 76 74 72 70 70 74 75 73 74 74 76 79 51 2.5
All others NM 74 70 62 67 63 64 72 74 73 T4 T4 T5 16 77 2.7
Continental .

Airtings 67 66 64 66 64 62 67 68 68 67 70 67 69 62 68 9.7
Airlines 72 69 87 65 63 63 61 66 67 68 66 65 63 62 64 3.2
Delta Air

Lines 77 67 69 65 68 66 &1 66 67 67 65 64 59 B0 64 8.7
American ’ :

Airlines 70 71 62 67 64 B3 62 63 67 66 64 62 60 52 60 —-8.0
Us Airways 72 66 68 65 &1 62 &> 63 64 B2 57 B2 61 54 59 9.3
Northwest

Airlines 69 B7 64 63 53 62 56 65 B84 B4 64 Bl &1 57 57 0.0
United -

Airlines 71 7o 68 65 62 62 59 64 63 64 61 63 56 56 56 0.0

Specialty Retall Stores

Previous
Base- Year %
line 96 97 98 9% 00 Of 02 03 04 05 08 07 08 0% Change

Barnes &

Noble NM NM NM MM NM NM NM NM NM NM NM NM 83 83 0.0
Costco NM NM NWM MM 79 77 76 79 80 79 79 8 8i 83 2.5
Borders N NM NM NM MM NM NM NM NM NM NM  NM  Bi 79 —D.5
SAM'S

CLUB NM B v2 75 78 74 T8 77 I 7 6 78 77T 79 2.6
All others NM NM NM NM NM NM 72 73 73 75 73 75 76 78 2.6
Specialty '

Retail

Stores NM 9% 72 7 79 76 T3 V4 ¥4 75 74 75 75 76 1.3
Staple s NM NM NM NM NM NM NM NM NM NM NM NM 77 78 1.3
Lowe's MM NM NM RNM NM NM 75 76 77 76 78 74 75 76 1.3
Office : '

Depot MM NM NM NM NM NM NM NM NM NM NM NM 78 75 -3.8
Gap NM  NM NM NM NM NM NM NM NM NM NM NM 75 75 6.0
OfficeMax NM MM MM NM NM NM NM NM NM NM NM NM 76 74 _2.6
Best Buy WM NM NM MM MM NM NM MM 72 72 71 .7 74 74 0.0
TdX NM NM NM NM NM NM NM NM NM NM NM MM 74 73 -1.4
Circuit

City NM  NM NM NM NM NM NM NM 73 72 70 69 71 72 1.4

Source: American Customer Satisfaction Index, wwwi.theasci.org. Used by permission.




chapter fourteen  Customer Relationship Management 423

Interestingly, a large amount of evidence indicates that merely satisfying customers is
not enough to keep them loyal to your company or product. In other words, although
Figure 14,10 implies that “excellent,” “good,” and “satisfactory” ratings all mean “strongly
satisfied,” there may be a real difference between those responses. Research by Xerox
showed that totally satisfied customers (i.e., those choosing 5 on a 5-point scale] were six
times more likely to repurchase Xerox products over the next 18 months than those that
were only satisfied (i.e., those choosing 3 or 4 on the 5-point scale).3! The largest differ-
ences in loyalty between completely satisfied and meraly satisfied customers have been
found in the most highly competitive industries, such as automobiles and many services.

The importance of locking at the most and least satisfied customers has recently been
proposed as being an important predictor of firm performance. Net Promoter is a
customer loyalty metric introduced by Reichheld in his 2003 Harvard Business Review
article “The One Number You Need to Grow.” Based on customers’ responses on a 0 to
10 rating scale—“How likely is it that you would recommend our company to a friend
or colleagne?”—customers are grouped into one of three groups: “promoters” {9-10 rat-
ing, extremely likely to recommend), passively satisfied (7-8 rating), and “detractors”
(0-6 rating, extremely unlikely to recommend). The percentage of detractors is then
subtracted from the percentage of promoters to obtain the “Net Promoter score.” A score
of 75 percent or above is considered quite high. The Net Promoter score also provides
insights into how to get more promoters and fewer detractors. These insights can then be
provided to marketers for follow-up action. The most important proposed benefits of
this methodology derive from its simplicity, but it has been criticized for not being
applicable to many business ssttings.?

The relationship between satisfaction and loyalty is complex. One study identified
four customer types based on their levels of satisfaction and loyalty:®®

1. Loyalist/Apostle. These customers are completely satisfied, have high loyalty, and
are very supportive of the company, Apostles help you get new customers through
referrals,

2. Defector/Terrorist. They tend to be dissatisfied or somewhere in the middle, switch
to competitors, and are unhappy with you. Terrorists spread negative word of
mouth.

3. Mercenary. They can have high satisfaction but high switching rates as well. Their
commitment to you is low. They are usually price- and promotion-sensitive, and
rarely stay with you long enough for them to be profitable.

4. Hostage. These customers are stuck with you. They may be dissatisfied, but they are
highly loyal because there may not be a viable alternative. A good example is cable TV
service. When an alternative surfaces (e.g., satellite TV), they switch.

Thus, Apostles and Mercenaries can be highly satisfied but exhibit totally different
loyalty patterns, Likewise, Apostles and Hostages are both highly loyal, but for different
reasons. It is therefore critical to understand the
context within which you are measuring satisfac-
tion and loyalty.

Customer Service

An important component of customer satisfaction is
customer service. Although we will discuss the mar-
keting of services in the next chapter, all products,
whether manufactured or services, have a service
component. Automobiles and computers must be re-
paired, Customers have questions about how to set
up a DVD player, Machinists need technical advice
about how to operate a new lathe. The guality of
these encounters can make or break a relationship
with a customer. How many times have you sworn
not to return to a restaurant or not to buy a product
from a company that has delivered poor customer
service? ’

customer service

service that supplements or
complemenis the main prodnet
or service purchased

Ritz-Carlton is fameus for its high
level of customer service including
this hotel in Moscow, Russia.

Source: Alexei Boitsov/Getly Images,
Inc-Liaison
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Figure 14.12

Companies that market services know that the level of customer service delivered is
equivalent to product quality. However, many companiss in manufacturing businesses
underestimate how important these service encounters are to customer loyalty,
Although it is important that a personal computer works as advertised, for some coa-
sumers it is equally important that the company provides helpful responses to questions
and does not leave them waiting on the telephone to speak to a representative.

In fact, many companies are reexamining their approach to customer service,
Traditionally, a company would develop a product and then “throw it over the wall” taa
separate customer service department. However, much of the information gleaned from
service interactions with customers was not getting back to marketing managers. As a
result, the term often used today is customer experience management rather than cus-
tomer service, implying the companies are interested in managing the customer’s inter-
action with the company at any number of different interaction points and using the
feedback to improve products and processes.®3

Thus, regardiess of the type of product, as we noted earlier in this chapter, the
relationship between buyer and seller is only beginning when the purchase is made. The
points of contact between buyer and seller are not all equal in importance. Those that
are critical to the relationship are called moments of truth 36 It is important for you to
undsrstand which customer contacts are sufficiently critical to the long-term relation-
ship to be considered moments of truth for your business. -

The key to using custorner service to develop these long-term relationships is to view
service as a way of diffarentiating your product from the competition, Figure 14.12 illus-
trates this differentiation effort. Consider the core product to be the basic attributes of
the product or service. For 2 manufactured product, these would be the physical charac-
teristics. For example, for a car, color, weight, gas mileage, and similar characteristics
constitute the core product. The expected product is the core product plus any expecta-
tions about the product or service held by the target segment. Thus, the expected car
would also feature a certain level of reliability, service from the dealer, prestige obtained
from driving it, and so on.

How, then, do you use customer service to differentiate your products? Today,
whether you are in a high-tech or low-tech business, all competitors in a market either
offer or have the potential to offer equivalent core products. Thus, it is difficult to
achieve differentiation based on product features and attributes. Also, simply meeting
expectations is insufficient for maintaining buyer loyalty over an extended period af
time, To differentiate, you need to reach a third level (shown in Figure 14.12), the aug-
mented product. In other words, you have to go beyond expectations by offering levels
of customer service that competitors cannot match.

f' Core ‘I
| Product 2

‘Expected .
Product

—_—

‘Augmented -
Product . -

Source: Theodore Levitt {1980), “Marketing Success through Differentiation—of Anything,” Harvard Business Review, January-February.
Pp. 83-91, Capyright ® 1880 by the President and Fellows of Harvard College. Reprinted by permission,
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(& Application| Rackspacs

Rackspace is a San Antonio-based Web-hosting company.¥’ The company manages the tech-
nology “back end” of Web sites for clients who highiy value reliability (e.g., e-tailers). In an
industry not particularly known for great customer service, Rackspace has developed a reputa-
tion for a fanatical dedication to its customers {see www.rackspace.com).

However, this reputation was not obtained just through advertising. Prior to the adoption of a
new vision for customer service, employees had believed that, as with any technical service, as
long as the system was up and running, the customer service joh was done. The new approach
consisted of a number of initiatives. First, criticizing a custorner became a firing ofiense. Second,
employees were organized by teams of account managers, a billing specialist, and several tech-
support specialists. Each team served a group of customers. The team approach enabled the
customer's problems to be solved more quickly because the problems often involved what had
peen separate depariments. Also, the team gets to know its customers well, which gives the lat-
ter a sense of security because they get to know the team members over time. Finally, gach team
is treated as its own separate business with responsibiiity for profits and losses. Each month,
empioyaes could earn bonuses of up to 20 percent of their monthly base salaries, depending on

‘the performances of their teams by both financial and customer-based metrics.

(B Application| Zappos

Tony Hsieh, the founder of Zappos.com, is considered one of the most innovative Internet mar-
keters of all time.2® Zappos started as an online shoe retailer in 1999, but the company has
since expanded to selling a number of different product lines {(see the company's home page in
Figure 14.13} using multiple channels including catalogues and telemarketing. The company
sold $1 billion worth of products in 2008,

What makes Hsleh and Zappos successful is a level of customer service that sets it apart
from other Internet retailers. The basics of their service are free shipping and free returns.

Zappos?
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Source: ® 2008 Zappos.com, Inc.

Figure 14.13
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Figure 14.14

However, what really separates Zappos from the competition is the attifude of the customer
service representatives. All new Zappos employees recelve two weeks of classroom training.
Then they spend two weeks learning how to answer customer calls, At the end of this program,
each trainee is offered $2,000 to quit! Hiseh figures that this weeds out those who would proba-
bly leave soon anyway from those who will be committed to Zappos.

On the job, employees are not given scripts nor are their call times tracked like in many call
centers. Customer service representatives are encouraged to make decisions on their own and
are supposed to send a dozen or so parsonal notes to customers every day. They call it “P-E-C":
Personal Emotional Connection with the customer.

The company has become so well known for its cusiomer service that it has begun offering
training programs for other companies, In 2009, the company began offering two-day, $4,000
seminars on how to recreate the Zappos corporate culture. The company is launching Zappos
Insights, a Weh site offering management videos and tips from its staffers at a cost of $39.95 per
month.

A final illustration is shown in Figurs 14.14. One of the largest complaints consumers
have in the area of customer service is about automabile repairs. This figure shows how
one dealer has managed to go beyond customer expectations and dehver outstanding
customer service.

Last summer at a little before 4:00 PM. on a blisteringly hot Saturday, a tow
truck pulled up in front of our service area at Tasca Lincoln-Mercury.

Behind it rode a small red, well-used Mercury Tracer. In the truck was an

“entire family, looking despondent—their holiday on Cape Cod seemed in
jeopardy. There they were, stuck in Seckonk, Massachuseits, with & broken car,
and whe knew for how long? The kids grew increasingly fidgety. “Can you do
anything for us? the dad asked, his tone of voice revealing his frustration and

. disappointment. “l know it's late in the day, but you re the only place around
here open for service!” His voice tralled off.

He was right; it was late in the day ang we were the only place open. Thai
was just the problem. Our guys had been working since 7:00 thai
morning—sometimes in the direct sunlight, The tamperature had reached
ninety-five degrees and hadn’t dropped much yet. Only ons mors hour to go,
and they could drive home and relax with their families and friends. The service
assistant who talked with the new customers looked ai his team, “Wefl?" '

The team leader responded, "I don't know; it's pretty late in the day, and the
men are all tired, and we don't even know what's wrong with it.... Okay, we'll
take a look at i )

The word cams back in less than twenty minutes, "Bad fuel pump—and we
haven't got one in stock now, We just used the last one. Can't get more parts
until Monday.”

The kids really looked crestlallen now. A couple of ihe team members eved
them. “Hey," yelled one, “we got a used Tracer on ihe lot. We could cannibalize
the pump.”

‘Lel's go,” velled the team leader.

While they pushed one car and drove the other into the service bays, the
service assistant exptained the proposal to the family and asked for their
approval 10 install a'used part. They agreed, Tweniy minutes later, their revived
red Mercury Tracer sat happily idling in front of them. Time? 4:57. Time to
go—for everybody.

| asked iha team members later, “Would you have done it if it had taken
more time?” '

“Yeah,” they said, ‘it was the look in those kids’ eyes. We knew if we did ii, it
would make their day”

Source: Bob Tasca (1996), You Witl Be Satisfied (New York: HarperCollins), pp. 95-96.
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Some useful customer service principles are:*®

® Service is the backbone of any business. If you do not satisfy the customer the first
time, you may not get a second chancs.

m Great service is measured by customer satisfaction. Profits will follow if your
custormners are highly satisfied.

» Compensation plans determine behavior. Thus, your compensation scheme should
reward your workers for delivering high levels of service.

m Sales and service departments are complementary. Great service gives the sales
departmeni more to sell. :

® The hours your service department is open sends signals about your dedication to
customer satisfaction. You should be open when your customer needs you.

B Service technicians should work together to solve customers’ problems.

One way to differentiate your product through customer service is with service guar-
antees. ' Guarantees not only offer the customer some assurance about product quality
but also reinforce the brand image. at the same time. Some examples are Dominoc’s
Pizza's former promise that you will get your pizza delivered in 30 minutes or you do
not have to pay for it, and Lucky Supermarkets’ offer of “Three’s a Crowd” service that
guarantees the opening of a new checkout station when any line has more than three
people. Although their effectiveness varies, such guarantees can differentiate a product
from the competition.

Another way to demonstrate excellence in customer service is through service recov-
ery. Unfortunately, products do break down and there are often tense moments as
services are delivered (e.g., the waiter spills soup on your dress). Thus, a critical mo-
ment for a company is when the product or service does not perform up to expectations
or fails to work properly. How you react in such situations is crucial for maintaining
customer relationships.

Effective service racovery demands significant training and the right people to do the
job. When service recovery is necessary, customers are typically unhappy because some
aspect of the product or service has failed. The people dealing with the sitnation must be
compassionate and good listeners, as well as effective problem solvers. In 1997, because
of its highly selective screening process focusing on interpersonal and empathy skills,
Southwest Airlines sorted through 105,583 job applications to £11 3,006 positions.*!

Turning around a potential disaster can be a tremendous boost to loyalty. The British
Ajrways anecdote earlier in this chapter was a lost opportunity. In a more positive vein,
an IBM account team was having difficulty overcoming the hostility of a potential major
buyer of mainframe processors. Although the potential buyer did own several IBM
processors, the company was not interested in buying any more or in buying peripheral
squipment such as tape and disk drives. The account team’s basic strategy was to build a
new level of confidence from the lower levels of the company’s organization that were key
influences in the buying decision. Although they were having some success with this
approach, one of the breakthrough events that turned the account around was how they
handled a failure of one of the installed IBM processors. A large number of IBM personnel
worked around the clock to restore the system. Their efforts prompted a laudatory letter
from the director of the company's information systems group and went a long way toward
improving the relationship. Eventually, the team’s efforts resulted in a larger order.*?

1 Apiplication| EMC Corporation

EMC is the world leader in data storage systems.*? Along with Cisco Systems, Oracle, and Sun
Microsystems (now part of Oracle), it has been referred to as one of the “four horsemen” of the
Internet. In 1988, the company had 910 employees, annual sales of $123 million, and a net loss
of $7.8 million. In 2009, it had 40,000 employess and annual revenues of $15 billion. While
excellent products certainly helped, it is generally acknowledged that its commitment to cus-
tomer service has been the driving force behind its growth. The company has an astounding
custormer retention rate of 39 percent.

The company’s major customers are banks, phone companies, automakers, ol cornpames
e-commerce companies, and other companies that stand to lose millions of dollars every minute
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loyalty programs

also called frequency marketing,
programs that encourage repeat
purchasing through a formal
program enrollment process and
the distribution of bensfits

their data systems are down. As an example of their commitment o service, in the winter of
1999, a bank in Wisconsin suddenly lost access 1o its data-storage facility. Within minutes, cus-
tomer service engineers at EMC headquarters remotely retrieved the logs of the bank's system
but could not locate the problem. The next step was to re-create the bank's system in a $1 billion
facility that EMC designed just to simulate its customers’ setups in such emergencies, Through
mirroring the customer's facility, the engineers found the problem. A second example of the
company’s willingness to invest in customer service came ai the 1896 Olympics in Atlanta,
A number of large EMC clients had computer operations in the city’s center. Unfortunately, the
center was snarled with traffic and people attending the games, The manager in charge of man-
aging EMC spare parts around the world stationed bicycle messengers at two dozen locations
and stocked each one with EMC spare parts. As a backup, she hired two helicopters. Although
they were never used no one in the cornpany felt it was a waste of money.

Web-based customer service has improved substantially with the advent of live chat
and other similar services. An example of a company that provides such services is
LivePerson.com.** A visitor to a site using the LivePerson service can choose among
three different modes of customer service: a telephone number, e-mail, and live chat, If
vou choose the live chat, the pop-up screen shown in the figure appears and the
dialogue begins. One LivePerson client claims that customers who used live chat during
their shopping experience are three times more likely to buy from the site and two times
more likely to rehurn back to the site within 24 hours versus those that did not chat.

‘Also, the average order for customers who chatted was 35 percent higher than customers

who purchased from the site and did not chat.

Also, the reason these numbers are so high for this retailer is that they employ
LivePerson’s new product, LivePerson Salss Edition. This product is different from its
ﬂagshlp live chat solution because it enahles sales agents (much different than customer
service agents) to reach out to incoming Web site visitors that LivePerson’s rules-based
engine deems a top prospect and engage them in a sales consultation.*

Besides the use of the Web, improvements in technology have been leveraged by a
wide variety of industries. Two examples are:

= Rolls-Royce uses live satellite feeds displayed on video screens to continuously
monitor the health of same 3,000 jet engines for 45 airline customers.*®

m Some hotels are using “smart” networks to connect individual rooms to network
servers to keep track of guests’ preferences and change room conditions automati-
cally. For example, desired room temperatures can be set and frequently dialed
numbers can be loaded inio its guasts’ phones upon check-in.

Loyalty Programs

Ons of the major trends in marketing in the 19905 is the tremendous growth in loyalty
programs or, in general, frequency marketing. These are programs like Harrah’s Total
Rewards, which encourage repeat purchasing through a formal program enrollment
process and the distribution of benefits. The best examples of such programs are the
frequent-flyer programs offered by every major airline in the world, where miles are accu-
mulated and then exchanged for free travel or merchandise. The innovator was American
Airlines, which started its AAdvantage program in 1981. A newslatter that follows loyalty
programs is Colloquy, www.colloquy.com.
These programs have migrated to many different industries. Some examples are:

® Cracker Barrel, & restaurant chain with a country flavor, has its Cracker Barrel Old
Country Store Neighborhood program, where you earn one “neighborhood” point
for every dollar spent at its stores. The points are redeemabie at the stores.

m The retailer Pier 1 Imports has a Preferred Card program with three levels of bene-
fits: basic (under $500 in annual spending), Gold ($500 to $1,000), and Platinum
(more than $1,000 spent annually).

® Hallmark’s Gold Crown Card program is targeted toward customers of their Gold
Crown retail stores. Customers receive points for money spent and greeting card
purchases, which are redeemable for certificates of different monetary value. These
certificates are spendable only in the Gold Crown stores.
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u The British pharmacy retailer or “chemist” Boots has its Advantage card program,
launched in 1997, which enables shoppers to earn points toward free goods.

w A small Spanish grocery chain, Plus, differentiates itself from other grocery chains
through its loyalty card program; more than 80 percent of its customers use the card.

Technology is changing the way these programs can operate. Most of them currently
invoive a special-purpose membership card or a co-branded Visa or MasterCard. The
magnetic strip on the back of the card forwards data from the transactions to a separate
information system, which tracks behavior and issues rewards. So-called smart cards
have microprocessors built into them. These cards can store points accumulated from
loyalty programs, which allows for more sophisticated multiple retailer programs to be
developed. For example, in the United Kingdom, Shell has a program whereby points
collected at Shell service stations can be converted into free gifts, flights, or movie tickets.

These frequency or loyalty programs can have several problems:*”

m Making the reward too high. Restaurant chain Chart House’s program, the Aloha
Club, offered free around-the-warld trips to any member who ate in ail 65 Chart
House restaurants. Unfortunately, the company underestimated the zeal of its
300,000 members. Forty-one members qualified, costing the company a considerabls
sum of money. Although the value of the program to the customer should exceed the
cost of being a member, the programs should also be cost-effectivs.

» Ubiquity. There are so many programs that customers are rebelling against carrying
all the gards. You should target your best customers with these programs and pro-
vide a compelling reason for joining,

® What kind of loyal customers are you actually getting? As we have noted in this
chapter, it is possible to confuse loyalty with repeat purchasing. United Airlines has
many repeat-purchasing customers in the San Francisco Bay area because of its
Mileage Plus frequent-flyer program. At the same time, because United is the major
carrier in the region, these customers are also “hostages” and are not necessarily
attitudinally loyal to the company. Compare the failure of United’s shuttle services
in California with Southwest Airlines’ tremendous success (although Southwest’s
frequent-flyer program is less attractive than inited’s).

® Lack of inspiration. Many programs are simply copies of other programs. To be sue-
cessful, the program must bave a differential advantage over competitors’ programs.

x Lack of communication with customers. Loyalty/frequency programs need to have a
significant communication component to retain customer satisfaction.

» Insufficient analysis of the database. A large amount of information about customer
behavior is produced from these programs. To maximize the value of these programs,
these data must be mined for better market segmentation, targeting, and new-product
development. This is particularly a problem for supermarkets. Only a few of the chains
with frequent-shopper programs have gone beyond offering discounts at the cash regis-
ter to cardholders. :

For a customer loyalty program to be effective, it must leverage the brand’s value propo-
sition. For example, airline loyalty programs that provide upgrades to airline travelers
are very valuable and at the same time, cost airlines very litile because the upgrades are
based on the unfilled seats on a plane.

Loyalty programs are not just for consumer products and services. Verizon’s Business
Link loyalty program offered discounts, honuses, and special benefits to targeted business
customers based on call volume. About 80 percent of the eligible business customers
enrolled. The resulis? The account defection rate was 30 percent less for enrollees than -
for non-enrcllees. Friedrich Grohe, a Germany-based manufacturer of kitchen and bath-
room fittings, has a loyalty program with 1,500 members in Germany. Members pay
$130. per year and attend product training to earn points, which can be redeemed for
advertising and trade show booths designed and built by Grohe,*®

In general, loyalty programs seem to work best under the following conditions:

a The program supports and is consistent with the brand’s value proposition.
8 The program adds value to the product or service.
n Lifetime customer value is high.
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Mass Customization

Customer retention and loyalty are also being affected by a marketing process called
mass customization. As noted in Chapter 7, this is a process whereby a company takes
a product or service that is widely marketed and perhaps offered in many different
configurations and develops a system for customizing (or nearly customizing) it to
each customer’s specifications. This imparts a feeling that the product was made espe-
cially for the customer, an important affective (attitndinal) component of a
buyer-seller relationship.® Because services can be and often are tailored to each cus-
tomer, most of the attsntion to mass customization has been in the manufacturing
sector, where a combination of information and flexible manufacturing technologies
has enabled companies to personalize their products for customers. In the case of
Nike, NikelD allows customers to build their own shoes and select the colors for just
about every area of the shoe, Lands’ End offers tailored clothing on its Web site, allow-
ing one to choose a collar, sleeve style, pocket, etc.

Community Building

A challenge for marketing managers is to create in their customers a sense of affinity for
their companies and brands. Even customers that are brand loyal do not necessarily feel
a sense of “belonging” to the brand, a more emotional, dedicated sense of a relationship
in the human sense. In such a situation, it may not take a significant activity on the part
of a competitor to induce a brand switch.

As a result, many managers seek to create not just a set of customers who purchase
their product, but a community of customers who share information between them-
selves and the company about their experiences with. the product or service. The con-
cept of a community is not.new. High-tech products have formed user groups for years,
where groups give the company feedback and give each other tips on how to better uss
the product. These usar groups can be sponsored by the company or formed indepen-
dently. For example, many have formed around the Macintosh computsr. However, it is
a new concept for consumer-product companies, where there are many customers and
whaere individual interaction is difficult (see Figure 14.6).

Particularly since the expansion of the Internet, community building is normally high
on the list of goals for the construction and enhancement of a Web site for all kinds of
products and services due to the ease of interacting. Successful communities on the
Internet offer participants:®°

m A forum for exchange of common interests.
m A sense of place with codes of behavior.

® The development of congenial and stimulating dialogues leading to relationships
based on trust.

® Encouragement for active participation by more than an exclusive few.

Such online communities offer real opportunities for enhancing the brand and creating
long-term relationships because of the increased involvement offered. Customers do not
fael simply like they are buying a product—they feel they are also purchasing eniry into
and participation with a similar group of people. In fact, with respect to Internet behavior, a
study found that the more a person uses the community features of a site, the more that per-
son tends to visit it and make purchases there. Users who coniribute product reviews or
post messages remain twice as loyal and buy almost twice as often as thase who do not.5!
Some examples of successful communities are:

® Microsoft’s community, for its Xbox videogame console, invites both users and game
creators to participate. There is a different discussion forum for each game, and
there is a code of conduct for the forum,

= Adobe Systems’ Web site allows customers to congregate virtually, trade industry
gossip, share practical product tips, and create a buzz around the company’s prod-
ucts. The company tries to promote the community as not only a place whers you
can Jearn how to use its products better, but also to help your career through net-
working. The company does not censor any views or opinions, in order to receive
honest criticism.
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a Pillsbury’s Web site offers menu suggestions as well as cooking hints and tips, Users
are encouraged to share their own. recipes on the site’s bulletin board, and children
are targeted through contests.

® Ace Hardware's Commerciai & Industrial division created an online community so
the 325 licensed dealers of its paint, construction, and hardware products could
exchange sales tips while ordering producis. In one case, a dealer in Arizona asked
peers for advice on selling a new kind of industrial paint that bonds well on metal,
The resulting discussion led to $1,7 million in new sales for the product.®®

» A Boston-hased company named Communispace operates brand communities for
companies like Kraft Foods. The communities are closed to a small group of around
300 (typically} women from whom Kraft generates new product ideas and general
insights about what the group is thinking.

Other Ideas

The notion of building relationships with customers is often thought of as the job of the
sales force or other personnel related to marketing. From the customer’s perspective, the
concept of customer service does not necessarily imply marketing. In many cases, it may
simply be the need to communicate with the company, to personalize it.

A successiul program built on. this idea was launched by Southwestern Bell Telephone
Company (now AT&T) in 1995.5% The company began the Volunteer Ambassadar program
in which employees volunteer to establish relationships with designated customers. The
objective was to put a face on the company and to let each customer knmow that
Southwestern Bell cares about him or her and values the business. The ambassadors were
drawn from a pool of nonsales employees, and sach was assigned 5 to 10 customers they
were expected to visit quarterly. The program started with 1,300 volunteers and expanded
{0 3,500 in two years.

A good way to get information about how to improve customer loyalty is to exam-
ine customers who defect. Marketing research stndies often focus on your customers
or potential customers and rarely are ex-customers analyzed. However, there may
be more to learn from customers who have been lost than those who are layal. The
former can provide a number of ideas on how to improve the product or service,
based on actual performance levels they deemed too low for them to continue as a
customer.’*

Privacy Issues : ( W

Because of the importance of detailed customer information (the CIF in Figure 14.5) to
an effective CRM strategy, the issue of privacy again becomes important. All of the
issues raised at the end of Chapter 13 in the context of direct marketing are obviously
relevant here.

The issue of privacy is particularly important in online communities. Not only do
you have to register to join; many of the communities host chat rooms where product
users communicate with each ather, creating personal contact. Thus, online communi-
ties should post links to the company’s privacy policies. All of the communities noted
earlier explicitly list their privacy policies. In addition, both the Xbox and Adobe com-
munities are certified by TRUSTe, an independent initiative to build user confidence in
joining communities and using the Web in general.

Metrics

Traditional metrics for measuring the effectiveness of marketing programs are market

share, sales volume, ROI, and similar aggregate measures. However, the whole concept

of CRM is based on the idea of one-to-one customer relationships. Thus, while aggregate

metrics such as sales and market share are important and should always be collected,
- CRM demands that customer-level measures be taken as well.
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Table 14.4

Table 14.4 is a list of some of the kinds of measures that should be obtained in a CRM-
based marketing system. Besides the fraditional metrics noted earlier, a large variety of
customer-based metrics exist. Following the table, the primary metrics are:

® The acquisition rate and cost, retention rate (opposite of churn).

® The survival rate (the percentage of custamers in group that were obtained at the
same time who are still customers).

The probability of a customer being active or purchasing in a given time frame
[P{Active)]. :

The lifetime duration {expected length of time a customer will remain active),

Win-back rate (customers who return who had previously defected).
The “popular” metrics are:

& Share of category requirements {what percent of all purchase volume in the category
is your brand).
8 Size of wallet (how much is spent on the whole category),

m Share of wallet (what percent of all purchase value in the category is your brand).

These can be calculated at both the aggregate and individual consumer levels. Finally,
the “strategic” metrics have already been defined in this chapter or elsewhere in this book.

Thus, the marketing manager has a large number of measures to take from the market
and to follow in order to gauge the efficacy of a customer relationship-oriented market-
ing program.

. CRM-Driented Metrics
1. Traditional marke.t"r.n“g metrics )
a. Market share
b. Sales growth
2. Primary customer-based meirics
a. Acquisition rate
h. Acquisition cost
t. Retention rate
d. Survival rate
e P (Active)
f. Lifetime duration
g. Win-bank rate
3. Popular customer-based value metrics
a. Share of category requivement
b. Size of wallet
¢. Share of wallet
d. Expected share of wallet
4, Strategic customer-based value metrics
a, Past customer vaiue i !
b. RFM value
¢. Customer lifetime value

d. Customer equity

Source: V. Kumar and Werner . Reinartz (2006}, Customer Relationship Management {(Hoboken, N1: John Wiley & Sons), p, 91.
Reprinted with permission of John Wiley & Sons, Inc,
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Executive Summary D

Key learning peints in this chapter include the following:

The buyer—seller relationship does not end when a sale is made; buyers expect
sellers to deliver services after the sale.

The economic advantages of customer loyalty through long-term relationships are
clear: increased profits derived from profit margins produced over the term of the
relationship, increased revenues from greater purchase volume or greater purchase
frequency, lower costs of serving loyal customers, referrals to new customers, and
price premiums (because loyal customers tend to be more insensitive to price).

Customer relationship management, or CRM, is a strategic activity where the
purposs is to develop and manage long-term relationships on a customer-by-
customer basis.

A complete CRM program consists of building a customer database, analyzing the
database, selecting which customers to pursue and atlocating resourcss to them,
developing the specific relationship marketing programs, being concerned about
customer privacy, and establishing appropriate customer-based metrics for
evaluating the program’s success.

A key to long-term relationships is customer satisfaction. Completely satisfied
customers are produced when companies go beyond cusicmer expectations in
the relationship.

Outstanding customer service is provided by going beyond the physical product or
service attributes to the augmented product (i.e., seeing that what you are selling is
not just the product itself but the product and sexvices you can offer to differentiate
your product from competition).

A popular way to maintain loyal customers is through loyalty or frequency programs.
These programs reward customers for repeat purchases.

Long-term relationships can also be established through mass customization in
which the customer sees the company as providing a product or service tailored to
his or her needs.

Building a community around a brand to siimulate customer interaction enhances
the brand and helps to foster relationships with customers.

Chapter Questions

1.

»

Lo

-

Think of a recent example in which you were treated poorly by a company.
Assuming you choose not to buy any more of that company’s products or services,
approximately what is the present value of the revenue that company has lost?
{Assume the only lost revenue is from vour purchases and not, for example, from
your negative word-of-mouth.)

Consider the customer satisfaction model shown in Figure 14,9, Why is it impor-
tant for marketing managers to measure customer expectations as well as actual
satisfaction from consumption or nsage?

Think of a company that has provided great customer service to you. recently.
What did it do? How did it go beyond what you expected? What do companies
have to do to get employees to deliver such service?

Are loyalty programs more likely to be successful for certain kinds of products and
services than for others? Given the proliferation of loyalty programs, how can you
differentiate your program from competitors’ programs?

. Think about two contrasting products: one with which you are involved (e.g., a hobby,

cars) and one you don’t think about much when you purchase it (e.g., toothpaste,
milk). How would you go ahout building community about a brand in one of the latter
categories if you were the marketing manager?

Continuing question 5, how would you construct a database or CIF for the brand in
one of the low-involvement categories?

/ ..~'|l-]'|1|




Key Leaprnime
Poirnts

The purpose of this

chapter is to introduce the
differences in developing
strategies for services versus
manufactured products.

Key areas of learning are:

¢ The nature of services
and the characteristics
that distinguish them
from manufactured goods

. _The service quality model

* Measuring the quality of
services

* Developing marketing
strategies for services

* Marketing-mix decision
making for service
businesses

* How informaticn
technology affects the
marketing of services
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Edward Jones is a successful retail brokerage company due to its unique marketing strategy.
Source: Used by permission, courtesy of Edward Jones
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of number of offices is Edward Jones, based in St. Louis.! The company
initially located its offices in rural and small towns but now has offices in
metropolitan areas as well. In fact, the firm has more than 11,000 offices
in the United States and through its affiliates in Canada and the United
Kingdem. The company is so successful and innovative that it is one of the faw
firms with which the late eminent consultant Peter Drucker agreed to work. It is
reqularly rated one of the best companies to work for in the United States.

What makes Edward Jones so successful in an industry where it is difficult to differentiate and
develop a unique value proposition? The competition for investment advice is keen, ranging from full-
service brokers like Merrifl Lynch, discount brokers such as Charles Schwab, online brokers including TD
Ameritrade, and banks such as Wells Fargo. Any broker working for any company can give clients access
to a wide variety of financial instruments (e.g., mutual funds, options, commodities, stocks, and bonds).
A key aspect of Edward Jones's success is its organizational structure. Each office is managed by an
individual investment representative (IR} who is autonomous and can therefore be as entrepreneurial as
he or she wants. Each IR can segment his or her market, develop communication programs, and deter-
mine employee work hours. In short, the IR has complete controt over the operation of the office.

However, the key to its success is a constant focus on helping customers achieve their financial
goals by asking the following questions continuously: What is our business? Who is our customer?
What does the customer value? The company’s IRs focus on long-term relationships and long-term
investments rather than seeking high short-term returns, which carry a high level of risk, IRs do not
sell their ctients initial public offerings (IPOs), options, commodity futures, or penny stocks (stocks
with share prices less than $1). They atso do not have their own company-branded mutual funds, as
other firms such as Charles Schwab do, because they believe that such funds present IRs with a poten-
tial conflict of interest.

What the company does offer clients (depending on their goals) are stocks in stable companies
with high capitalization. They also recommend highly rated bonds and mutual funds with sound track
recotds, when appropriate. The IRs are rewarded for not churning customers” accounts {buying and
selling often fo generate commissions) through a trailing fee, an annual 0.25 percent commission for

o ne of the largest investment brokerage firms in the United States in terms

‘IRs who do not move ctients’ funds around from investment to investment. The company believes
that its investment representatives should help customers understand their investments and feel

comfortable with their investment decisicns rather than focus on short-term returns. As a result,
the average holding period for a mutual fund bought by an investor using Edward Jones's services is
13.1 years compared to the industry average holding period of 5.1.

‘chapter




The company's marketing strategy is well represented by a page from its Web site, shown in
Figure 15.1. This page highlights the guiding principles of the firm. As you can see, the major
principles focus on a traditional, conservative style of investing that serves its customers well in
the long term. The theme “Making Sense of Investing” and the text focus on reliability rather
than high risk. Thus, twe key elements of the Edward Jones vatue proposition are local invast-
ment advice and security and the close customer relationships. These principles have helped
Edward Jones grow its client list to 7 million people with $350 billion under management.
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Figure 15.1

This illustration shows some of the key differences between services and manufactured

- products. Products such as automobiles and computers can be touched, examined, and

tested by customers before they are purchased. They exist befors they are sold. Services are

intangible and do not exist until the customer buys them. As a result, services are marketed -

based on assertions of what they can do for the customer because the customer cannot usu-
ally verify that before purchasing. Image and perception are crucial components of services
marketing. In addition, many services have a strong human component, Because of the cus-
tomers’ interaction with the delivery or production of the service, quality is a critical com-
ponent of services marketing, As a result, it is easy to see why Edward Jones has been so
successful. Its promise—peace of mind—resonates with its target customers and it stresses

* the importance of the human interactions with those customers.
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Figure 15.2
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Services now account for nearly 85 percent of all jobs in the United States? and increas-
ing proportions of jobs in other industrialized nations, Countries like India have benefited
significantly from the outsourcing of a variety of services from the United States and other
English-speaking countries. Walmart, the largest company in the United States in 2009, is
part of the services economy. Figure 15.2 shows the growth of services as a percentage of
the U.S. gross domestic product; as of late 2008, services account for 60 percent of the
GDP. Globally, services account for more than 80 percent of the GDP in Hong Kong and
more than 70 percent in countries such as the United Kingdom, the Netherlands, and
Australia,® Many companies worldwide, better known for their manufactured products,
are generating serious revenues from services. For example:

» IBM, historically known for producing computers, now gets 60 percent of its
reventes from services.

m The Finnish mobile phone company, Nokia, is aiming to shift its mix of products
toward services such as music and maps. '

® The copier company, Xerox, obtained 20 percent of its $17.6 billion in revenue in
2008 from copying consulting services showing customers (ironically) how to cut
their copying costs. The company also purchased Affiliated Computer Services Inc.,
- an information technology services company, in 2009 to get access to that company'’s
clients for selling them printing services as well.

» Hewlett-Packard’s third-quarter profit in 2009 increased by 14 percent due to an Walmart is an important part
increased emphasis on technology consuliing and information technology services of the U.5, service economy.
boosted from its acquisition of Electronic Data Systems.? .I?ource: Kristoffer Tripplaar/Alamy

mages :

In addition, with the growth of outsourcing noted
in Chapter 1, companies are now purchasing ser-
vices in many instances to replace products. For
example, many large companies outsource their doc-
ument preparation services to other firms. Software
purchases are being replaced in some instances with
software that is “hosted” (the ASF, application
server provider, model described in Chapter 12) by
other companies who charge a monthly service fee,
Although services marketing is not completely dif-
ferent from the marketing of manufactured goods, it
4 is important to understand the differences. _
: It is interesting that there is not always a clear
distinction between physical products and ser-
vices. For example, some products are bundled
with a service component. Purchasers of the digital
video recorder TiVo pay a price for the box and a
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monthly service fee for programming information and other features. Likewise, if you
purchase a new digifal camera, you will be asked if you are interested in an extended
warranty. A cellular phone is distinct from the cellular service, with two different sets of
companies involved. Alternatively, some services have both hardware and service com-
ponents together. If you purchase a direct subscriber line (DSL) for high-speed Internet
access, it involves an ethernet card in the PC, a special modem, some cables, plus the
service itself.

The Nature of Services

Many services are performed by
humans resulting in quality

" variance over time.

Source: Rob Walls/Alamy Images

How are services different from manufactured products?

A Classification of Goods

Economists have developed a classification of different types of product attributes that is
useful for understanding the differences between manufactured producis and services.®
The three major types of attribuies are:

1. Search attributes. These are characteristics, the quality of which can be assessed before
purchase. These are typical of manufactured products; for example, a consumer can
assess the picture quality of a TV or an industrial purchaser can dstermine the strength
of an adhesive.

2, Experience atiributes. These are characteristics, the quality of which can be assessed
only after purchase or during consumption. These are typical of services. For example,
the quality of an airline’s service is unknown before the cusicmer purchases a ticket
and takes a frip. .

3. Credence attributes. These are characteristics, the quality of which may not be
determined even after consumption because the customer lacks the expertise to
make an avaluation. An example of such products is wine: only the most knowl-
edgeabls consumers can tell the difference between a very good and an excellent
wine. Another example is auto repair services: only the mechanic knows if the oil
was changed.

Figure 15.3 displays goods and services on a continuum from search to credence
attributes. As can be seen, manufactured goods are normally high in search attributes,
and most services are characterized by experience or credence qualities. The major
imptication of this typology is that services are more difficult to evaluate before purchase
than manufactured products. This leads to a different evaluation process by customers

and a different marketing strategy by the firm.

Characteristics of Services
Some of the hasic characteristics of services are:

m Intangibility. The intangible nature of services and this impact
on assessing service quality has been mentioned. A further
implication of intangibility is the difficulty of inventorying
services. In many cases, when a service is not performed at a
particular time, the revenue is lost forever and cannot be recap-
tured. An example of this is when a FedEx jet takes off with
unfilled capacity. Although later planes may be filled, the lost
revenue from the unfilled one is gone because the space
cannot be held for later purchase. A similar situation exists with
unfilled seats at a baseball stadium, slack time in an auto re-
pair facility, and underused staff in an accounting firm. With
respect to physical goods, TV sets not sold one day can still
he sold the next,

» Nonstandardization. As noted earlier, many services are par-
formed by humans. As a result, they can vary from purchase
occasion to occasion. The haircut you get from a stylist in January
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Figure 15.3
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Source: Reprinted with permission from the American Marketing Association, published by the American Marketing Association, Valarie A,
Zeithaml (1291), “How Consumer Evaluation Processes Differ betwaen Goods and Services,” in €. Lovelock {Ed.), Sendces Marketing,
2nd ed. {Englewood Cliffs, NJ: Prentica Hal(), p. 40.

can differ from the haircut you get in February, even from the same person. The
service on a United Airlines flight from San Francisco to Boston can vary from trip
to trip. Therefore, it is much more difficult to contro} quality for services than for
manufactured products. Compare this situation with the quality control mecha-
nisms that exist for autos and similar products, in which there is much greater
uniformity from product to product.

= Inseparability of production and consumption, In many cases, services are produced . _ |
and consumed simultaneously; that is, the customer is part of the production process. |
However, it has been said that services are performed, not produced, and the customer
is part of the performance. The customer’s involvement in service delivery increases :
the difficulty of standardizing services. The service quality is determined by this inter- v
action, not simply by the quality of the service provider’s efforts. For example, the
excitement of a classroom discussion varies with the preparation by both the instruc-
tor and the students. If the students or the instructor are unprepared, the quality of the
service is diminished.

Service Quality

Because of the size of the service economy, services marketing has been one of the most
heavily researched areas in marketing over the past 15 years. This research has produced
a number of important findings in the area of service quality,

The Service Quality Model

How do customers determine whether they have received good service from a supplier?

As noted earlier in this chapter, one characteristic of services is that because of their

intangibility, perceptions play a greater role in assessing quality than they do with ._
manufactured products. It is not an exaggeration to say that particularly with services, !
quality is how the customers perceive it.
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Figwre 15.4
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Source: Christian Grénroos (1990), Service Management and Marketing {Lexington, MA: Lexington Books), p. 41.

A mode! of service guality is shown in Figure 15.4 {this is an expanded version of
Figure 14.9). As we have discussed earlisr in this boak, quality is defined in terms of cus-
tomer perceptions. A customer’s perception of quality is based on a comparison of the
quality actually experienced to what he or she expscted to occur when the service was
delivered. The right side of the figure describes the customer evaluation process during
and after the service contact. The left side depicts the customer’s prediction of what the
service contact will be like, or the expectation.

Expectations are based on a variety of information sources, A key source of mformahon
is the set of communications offered by the firm. These include advertising and brochures.
Other sources of information include word-of-mouth communications from friends, rela-
tives, suppliers, and others. Customer needs also affect expectations. If a software problem
is important to the operation of a business, the customer will expect to get a guick answer.
Past experience with the company plays a key role, If a customer called a toll-fres tele-
phone number to solve a problem and had to wait several hours to get through because all
the lines were busy, this experience will create an expectation of a similar experience in the
future. This source of information is important when the customer has had some experi-
ence with a service provider. However, because services are intangible and difficult to sam-
ple before purchasing, new customers rely more on the other sources of information to form
their expectations.

The experienced quality (shown on the right side of Figure 15.4) results from an image
or perception the customer forms after the service encounter. This perception of experi-
enced quality is based on two comporents. The first cornponent is the set of features or
attributes of the service, or technical quality. In the computer software example, this
would be the quality of the advice given. Functional quality is how the service is delivered

~ or the quality of the actual interaction with the company. This could include the friendli-
ness of the telephone service person, how many rings it took before someone answered,
and so on. This dimension of service quality reflects the fact that customers take a broad
view of the quality of a service encounter.

Let us return to the Edward Jones illustration. When a client is new, she forms an
expectation of the quality of the investment advice she will receive from recommenda-
tions by friends (word-of-mouth), the image the firm has developed based on its commu-
nications, and her needs {e.g., the establishment of a retirement account). After taking the
advice of a Jones broker, the client experiences a certain degree of service quality, based
on the returns of the retirement fund as well as her interactions with the broker and the
information she receives. The client compares her expectations with the experienced
quality and forms a perception of the actual quality of the service. If the client is not new
but seeking to add to her investments already managed by Jones, then the expected qual-
ity is also based on the firm’s past performance.
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Figure 15.5
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Source: Valarie A. Zeithaml and Mary Jo Bitner (1996), Services Marketing (New York: McGraw-Hill), p. 119, Reproduced with permission
of the McGraw-Hill Companies,

The Dimensions of Service Quality

Although there are many models of the different factors that affect service quelity,® a parsi-
monious and well-known model contains the factors shown in Figure 15.5:7

® Reliability. This is the ability to perform the service dependably and accurately
(i.e., deliver it as promised),

® Assurance. This is the service provider’s employees’ knowledge and courtesy and
the confidence they instill. :

® Tangibles. Services do have atiributes (e.g., intersst rate, price), and the guality of
a service depends on customers’ perceptions of these attributes. Tangibles also
inchude facilities, written materials, and other physical evidence of the service.

® Empathy. This is the high level of attention given to customers.

® Responsiveness. This is the ability of the service provider to respond to the
customer’s needs on a timely basis.

This model is often referred to as the RATER modsl of service quality. The impor-
tance of these dimensions of service quality is that service firms can use them for the
purposes of differentiation and positioning. These uses are described more fully later in
this chapter.

(@ Application| The Broadmoor Hote

For more than 40 consecutive years, the Broadmoor Hotel and Spa in Colorado Springs,
Colorado, has received five-star ratings from The Mobif Trave! Guide.® How does it ensure that
the 1,800 employees maintain the superior service quality required to achieve that record of
SUCCess?

® Reliability. This is achieved through exhaustive staff training. Before ever encountering
a customer, & new Broadmoor employee attends a 2% day training session where service
expectations are set. For example, employess are trained to always give an estimated time
for service, whether it is room service, laundry servics, or estimating how long it will take to
be seated at a restaurant (note the application of the model showr in Figure 15.4),
Further training includes a 90-day on-the-job pregram and a five-module program once
they become parmanent employees.
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loss aversion

a peychological phenomenon
charactsrized by customers
reacting more strongly to
unexpectedly poor service than
to unexpectedly good service

Figure 15.6

» Assurance. The Broadmoor conveys trust by empowaring its employees. For exam-
ple, in a service recovery situation when a guest has a problem, employees are given
discretionary resources to either solve the problem or mollify the customer. Assurance
1s also provided by employees attempting to address guests by their names whanever
possible.

= Tangibles. This is, of course, a key part of the service offering. The Broadmoor offers
first-run movies, boutiques, a cigar bar, an English pub, and thres championship golf
courses, The world-class spa features hydrotherapies, body treatments, massage
therapies, and aesthetic treatments. Of course thers ars tennig courts, swimming
pools, and many other tangible aspects of the service.

u Empathy. Empioyees are trained to sse things from the customer’s perspective.
Employees follow the HEART model to take care of problems: hear what the guest has
to say, empathize with him or her, apofogize for the situation, respohd to the guest's needs,
and {ake action and follow up.

= Responsiveness. All department managers are expscted to have sufficient staff to
ensure the responsiveness that the hotel guests expect to receive. Management is also
responsive to staff. managers award “star” cards on-the-spot to employees who demon-
strate outstanding behavior toward guests. The hotel also seeks advice from guests
concerning new amenitiss and features that can be added, such as water slides at
the pooi.

Gaps in Perceptions of Quality

Inevitably, a discrepancy will arise between the expectations formed about the service
encounter and the experienced quality. As you might expect, customers who are upset
with poor service tend to talk about it. As also might be expected, they talk more about
negative experiences than positive ones.

This asymmetry of the effects of negative and positive discrepancies is theoreti-
cally justified by the well-known psychological phenomenon called loss aversion.®
Figure 15.6 is a graphic representation of loss aversion. Losses are situations in which
the expectations of service quality were higher than the realized quality. Gains are the
opposite situation. The curve to the left of the vertical axis demonstrates that losses
are more negatively valued than gains are positively valued. In other words, cus-
tomers react more strongly to unexpectedly poor service than they do to unexpectedly
good service. '

A Product
Uillity or
Preference
Gain
:
Delivered Service Quallty
Loss Minus
Expected Service Quallty
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Negative gaps in perceived service quality can be remedied in two ways. The marketing .
manager can sither lower expectations or raise service quality. through improved service i
features (technical quality) or higher-quality interactions (functional quality). Because i
expectations are difficult to manage and lowering customer expectations is not usually in
the best long-term interest of the service provider, raising service quality is usually chosen. :
However, a good example of the former is the author’s dentist, who consistently overesti- !
mates the length of time it will take for the visit. Even though patients learn to expect that
he will overestimate the length of the visit, it is still a nice bonus when it actually happens.
Financial services firms such as Edward Jones had to lower investors’ expectations in
2008—2009, when the bull stock market that had been raging since the early 2000s began to
cool dowm,

Positive gaps in perceived service quality can also be a problem because customers’
expectations adapt over time. When a positive gap exists, the service provider mmst
increase quality just to keep matching expectations. Consider Singapore Airlines, which
has consistently been recagnized as the airline with the best service in the world, Of
course, this is very pleasing to the company. However, it also creates potential problems
because every passenger expects an almost magical experience. When that lofty expecta-
tion is not met, customers are disappointed even though the level of the service is still
very high. A similar situation exists for popular restaurants and other services that gen-
erate strong word-of-mouth. Although this is a “problem” that most managers would
love to have, it is still important to understand that customer expectations do drive their
ultimate evaluations of quality.

We can categorize the major discrepancies between expectations and realizations into
four general types of gaps:*”

1. The gap between customers’ expectations and management’s perceptions. One key
problem is that managers often think they know the bases on which customers form
expectations, but often are incorrect. Companies can remedy this problem by con-
ducting focus groups for managers to attend and presenting them with more formal
research results.

2. The gap between management’s perceptions and service quality specifications.
Even when managers have a good understanding of how customers form expecta-
tions, they can find it difficult to apply their understanding to the design of the
sexvice operation. For example, knowing that computer software customers want
quick response to phone calls is not enough. Defining acceptable response time
takes discussions with customers,

3. The gap between service quality specifications and service delivery. Even if the
previous gap is closed, marketing objectives will nat necessarily be met. Simply
setting the appropriate response time is still different from actually meeting the
targets. _ :

4, The gap between service delivery and external communications. As Figure 15.4
shows, communications with customers can have a powerful effect on expectation
formation. As noted earlier, some of these are traditional communications such as
advertising, Others are mare personal; for example, how many times has a customer
service person promised that a plumber or cable TV installer would be at your home
at a particular hour and the person has been late?

Measuring Service Quality

Service quality cannot be measured in the way the quality of physical goods is
measured, Manufacturers can use engineering or cther physical metrics to assess quality
as products come off the manufacturing line. By necessity, service quality is measured
using a survey instrument administered to customers,

One of the most popular approaches to measuring service (quality is the SERVQUAL
instrument.!* SERVQUAL is composed of questions about the five categories of service
quality shown in Figure 15.5 (tangibles, reliability, responsiveness, assurance, and : |
empathy). Each customer surveyed completes one 22-question survey measuring expec- |
tations and then cne survey for each company or product to measure actual competitor '
performance. The SERVQUAL score for a service is the difference between the percep- - ' |
tion of the dimension and the expectation. A company can then determine its quality of :
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Tahle 15.1

Tefurn on quality (ROQ)

an approach attempts to quantify
financial returns on investments
in improved service quality

. B am__plé fSERUQUA Su ey

1, Excellent companies will have _ 1 2 3 4 5 & 7
modern-tooking equipment.

2, The physical facilities at excellent companies 1 2 3 4 5 &6 7
will be visually appealing.
3 Employees at excellent companies will be 1 2 3 4 5 8§ 7

neat appearing.

4. Materials associated with the service (such as pamphlets i 2 3 4 5 & 7
or statements) will be visually appealing in an excellent
company.
5, When excellent companies promise to do 1 2 3 4 5 8 7

something by a certatn time, they will do so.

6. When a customer has a problem, excellent companies 1 2 3 4 5 6 7
will show a sincere interest in solving it.

Excelient companies will parform the 1 2 3 4 5 6 7
sarvice right the first time.

|

8, Excellent companies will provide their 1 2 3 4 5 & 7
services at the time they promize to do so,

Sodrce: Reprinted with the permission of The Free Press, a Division of Simon & Schuster, from Delivering Quality
Service: Bolancing Customer Perceptions and Expectations, by Vatarie A. Zeithaml, A, Parasuraman, and Leonard
L. Berry. Copyright ® 1990 by The Free Press. All rights reserved.

service on each of the five dimensions by taking the average score across the questions
for that dimension and calculating an overall score. A weighted SERVQUAL score can
also be calculated by asking the customer to give importance weights (summing to 1) on
each of the five dimensions. Table 15.1 shows four tangible and four reliability
questions. Besides using SERVQUAL to calculate service quality perceptions, managers
can use it to track competition, examine differences among market segments, and track
internal service performance.

Of course, high scores on service quality surveys do not guarantee repeat cus-
tomers. For example, in 1990 the U.S. General Accounting Office issued a report on a
survey of 20 companies that had scored well in the 1988 and 1989 Baldrige quality
competitions, One important result was that although responding managers said
customer satisfaction levels had increased since then, customer retention remained
almost unchanged.1? '

The Return on Quality

It normally takes a significant investment to improve service quality. For example, Florida
Power & Light spent millions of dollars competing for Japan’s prestigious Deming Prize.
However, the ensuing lack of attention to controlling the costs of the quality improve-
ments upset the state’s ratepayers, causing the quality program to be disrnantled.

As a result, several authors have developed a return on quality {ROQ) approach
based on the following philosophy:??

Quality is an investment.
Quality improvement efforts must be financially accountable.
It is possible to spend too much on quality.

Not all quality expenditures are equally valid.
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Figure 15.7

Satisfaction i e | : : \
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Source: Roland T. Rust, Antheny J. Zahorik, and Timothy L. Keiningham (1994), Return on Quatity: Measuring the Financial Impact
of Your Company’s Quest for Quality (Chicago: Probus}.

The basic notion behind the ROQ approach is that managers are Jooking for improve-
ments in actual customer behavior, such as increased loyaliy, that generate a profit. The
ROQ model is shown in Figure 15.7.

The key to the approach is to break down satisfaction levels with an overall process
into satisfaction levels with components of those processes. This allows a more targeted
approach to investing in service quality because the company can invest in the areas
that will deliver the greatest return. This ultimately leads to higher overall satisfaction
and greater customer retention.

(D Application| Marriott

For example, Marriott found that customers at full-service Marriotts wanted five things
{processes): a great breakiast, fast check-in, fast check-out, clean rooms, and friendly ser-
vice.® Managers at the company then examined each process to see which subprocesses
needed the most attention. They gave each process the greatest leverage to increase customer

g satisfaction with the process and, ultimately, overall customer satisfaction. To improve breakfast
3 senvice, the company speeded up service by hiring runners to bring the food to the servers. This
g aliowed servers to be more attentive to custorners. To improve check-in, the company estai-

lished a system of allowing customers to register and get their room keys at the door, bypassing
the front desk. For quicker check-out, the bill is slipped under the room door at 4 a.m. and the
customer just has to sign it.

Strategic Issues

Marketing managers need to take the special characteristics of services into considera-
tion when developing a marketing strategy.
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The Problem of Intangibility

We have noted several times in this chapter that services are intangible and, therefore,
more difficult to evaluate. The chailenge for a firm marketing services is to make the
product tangible to the customer in order to facilitate the prepurchase evaluation and
comparison io competitors.'® Although it is possible to rely solely on image and posi-
tioning, customer reaction is more uncertain and idiosyncratic.

There are many examples of attempts to make services more tangible. Professional
photographers show prospective customers books of their work, Landscape architects in-
vite potential customers to drive by other houses for which they have constructed
gardens or trimmed trees. Advertising agencies send companies from whom they are
soliciting work reels or books of their ads. Cruise operators send videotapes of happy
vacationers with scenes from the ship and ports of call. Anything the marksting manager
can do to make the service tangible to the potential customer reduces the amount of
uncertainty involved with the purchase and increases the chances that the customer will
choose you rather than the competitor.

Additionally, service providers can do a better job of reminding customers of the
excellent service they have received. Hotel cleaning personnel leave the strip of paper over
the toilet seat, indicating that the bathroom has been sanitized. An executive at a coreputer
company sends a letter to an information systems manager, reminding the manager of all
the free consulting services (e.g., evaluation of their accounts receivable system) the com-
pany obtains over the course of the selling process. Intangibility can also mean invisibility,
where the challenge is to take a service that has been provided and remind the customer of
what he or she has received. Many times excellent service is taken for granted because the
company has not done a good job of reminding customers of that excellent service.

One way to make a service tangible is to use sampling or other promotions to get
customers to try the service at low cost or risk. New advertising agencies often send spec-
ulative creative work to companies with which they would like to develop a more perma-
nent relationship. MBA programs usually offer prospective students the opportunity to
sitin on classes to get a better feeling for the quality of the instruction and students.

The Problem of Low Barriers to Entry

Many service industries are characterized by low barriers to entry. This is particularly char-
acteristic of professional services, It is common for law firms, stock brokerage firms
(e.g., Edward Jones), advertising agencies, consulting firms, and similar organizations to
splinter, with several sanior members of the original firm leaving to start their own firms. It
is easy to obtain the credentials to become a travel or real estate agent and set up & business.
Even telecommunications companies have started without any lines or repair personnel by
merely purchasing excess capacity from existing companies and reselling long-distance
and lacal services. New airlines often start up by renting used airplanes, purchasing land-
ing rights at airports with unused capacity, hiring nonunion pilots and flight attendants,
leasing maintenance services from other airlines, and using telephone or Internet-based
reservation systems. Low barriers to entry create more competition, customer switching,
smployee turnover, and lower profits. The problem is exacerbated by the fact that many
customers are loyal to the person in the company with whom they have had the mast con-
tact, rather than the company itself, and move with the employee to the new company. -

Competition puts pressure on the company to develop a clear differential advantage
and positioning in the marketplace. You can use the dimensions of service quality noted
earlier in this chapter to differentiate your business from competition and effectively
communicate or position the service:

®m Reliability. An example of this positioning is shown in F igure 15.8 in the ad for
AT&T, Note that tag line “Best coverage worldwide.”—which implies reliable
service anywhere in the world. )

= Assurance. This aspect of service quality describes how the company inspires trust
and confidence, The billboard for Charles Schwab shown in Figure 15.9 does just
that by assuring you that you will save money on your taxes by investing in a
Schwab financial product (an Investment Retiremnent Account),

= Tangibles, Figure 15.10 shows an ad for Embassy Suites Hotel touting a tangible
difference between its service and its competitors: a corplimentary cocked-to-order
breakfast every morning.
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Source; Att.com,

An additional framework for thinking about differentiating services is the value chain
‘shown in Chapter 1 in Figure 1,2. Service companies can attempt to differentiate them-
selves from competition by emphasizing the following value chain:

s Inbound logistics. Int the case of services, inbound logistics focuses squarely on the
guality of the employees. Because services are produced by people, product quality
is directly related to staff quality and training,

u Operations. For service companies, the operation is the product. McDonald’s quality
is based on the exiraordinary control and consistency maintained throughout its
restaurants. For Edward Jones, the operation is the one-person brokerage site.
FedEx’s hub-and-spoke operation in Memphis is the key to its on-time record and
high levels of customer satisfaction.

m Marketing and sales. As we have noted, because of the significant emphasis on
image and positioning, strength in marketing is critical to success in service busi-
nesses. Because there are often fow abjective measures on which customers can

Figure 15.8
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Figure 15.9
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Source: Bill Aron/PhotoEdit Inc.

compare competitors (other than price), marketing success often leads to success
in the marketplace.

®m Service. Service quality brings customers back for repeat business, Marketing can
gain trial, but only customer satisfaction creates repeat purchasing. As you saw in
Chapter 14, a large part of service quality is customer relationship building because
so much of service marketing depends on personal relationships. We discuss the
topic of service quality in more detail later in this chapter.

Professional Services

Professional services firms (e.g., law, consulting, accounting firms, advertising agencies} de-
liver products that are almost entirely dependent upon the quatity of the employees. Unlike
travel, communications, and other services, the quality of the product delivered is a combi-
nation of a number of factors—not anly the people involved but the underlying technology
{quality of the digital cellular connection), equipment (aircraft used), and so on. While bar-
riers to entry are high, intangibility of the product is still a problem as is the inseparability
of production and consumption, to some extent, as clients have to participate in the cre-
ation of tax returns, consulting reports, and other products of professional service firms.

A high overall level of technical expertise is a given for a competitive services firm. Key
dimensions for differentiation include specialized technical expertise (e.g., an accounting
firm specializing in performing audits of universities), reputation, and integrity. For profes-
sional services, reputation is the key asset because it is the basis for positive word-of-mouth
and reduces the amount of uncertainty inherent in service products. Reputation is the sum
effect of the RATER dimensions: reliability, assurance, tangibles (expertise}, empathy, and
responsiveness. Reputation can also be viewed as the sum of the competitive strategy com-
ponents of excellence in employes recruiting (inbound logistics), service operations,
marketing and sales, and service quality. Integrity has entered the limelight with the demise
of the once-powerful Arthur Andersen accounting firm.

However, technical expertise, reputation, and integrity usnally only get a professional
services firm into the client’s evoked set. To win the account, the challenge is to make
the firm’s accomplishments tangible to the prospective client. As noted earlier, advertis-
ing agencies can create portfolios and reels of their creative work, Consulting firms tout
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Figure 15.10

'NOT YOUR WALLET.

COMPLIMENTARY COCQKED-TO-ORDER BREAKFAST .
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Uillen Hilonovs

Source: Advertisement for Embassy Suites Hotels, Hilton Honars,

money saved through new processes instituted, law firms note significant cases won,
and so on. In addition, expertise can be made tangible. For example, consulting firms
often sponsor symposia in their areas of expertise. The usual strategy of brand-building
works as well. An example of this is the consulting firm McKinsey, which is one of the
most powerful brands in the world. Finally, as we discussed in Chapter 14, GCRM is
critical, particularly in a person-to-person business such as professional services.

Service Design

Because services are intangible, they are difficult to describe and, therefore, to design
and redesign if a new service is desired. Perhaps the best way to understand this is to
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Figure 15.11

think of the design of a manufactured item. Physical goods can be blueprinted; that is,
either on paper or using computer software, the physical nature of the product
(width, length, circuitry design, etc.) can be described. As a result, physical product
attributes can be shown, communicated, and understood easily. Service blueprinting
involves creating a flowchart that describes the flow of activity from the time the
customer first contacts the service provider to the time the customer recsives the
service.1®

An example of a service blueprint is shown in Figure 15.11, a blueprint for a mail
delivery service. The process or flow of the service begins when the customer
calls the firm. The customer speaks with a customer service representative and then
a variety of activities occur, culminating with the arrival of the package at its
destination.

What is interesting about the figure is that the activities are broken down into three
types. The first type, above the top line, is the parts involving customers: calling the
company, giving the package for delivery, and receiving the package. The middle two
types of activities describe customer contact points (what we called “moments of truth”

- Trick _;_'7 B S R T Z'_'Tr‘uclf |
: :'Packaglng oot . Pagl aging
" Formis. . S Physical T Fomms.
Hang- held Computer +.. . [Evidence' - ", Hand-held Computer
B C Unlforrn .

““Customer. . 1’

{Onstage}

Contact Person

(Backstage)

:
r
II . Invisible Process
|

\

“F

L Flyi6. -
'Sor! Center

Souwrce: Valarie A, Zeithaml and Mary Jo Bitner (1896), Senvices Marketing (New York: McGraw-Hill}, p. 281. Reproduced with permission
of the MchGraw-Hill Companies,
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in Chapter 14). Some of these contact points are observable to the customer, or
“onstage.” These include the customer interactions with the drivers picking up and
delivering the package. “Backstage” contact points are those in which the contact is not
'face-to-face; in this instance, this is limited to the person taking the order. If there was
a problem with the delivery, a backstage contact would be with a customer service
representative handling customer complaints or problems. For this service, much of the
activity is below the third line, invisible to the customer,

These blueprints or flowcharts are extremely valuable to service companies. Perhaps
the most valuable aspect of blueprints is simply the exercise of creating one. The act of
creating a service flowchart forces you to put yourself in the shoes of the customer and
thereby develop better insights about the service encounter. As a result, the moments of
truth become clear. In addition, the key areas for potential service failure and thus the
need for backup and recovery systems are highlighted. In Figure 15.11, it is easy to see
that each arrow involves a potential service failure, creating the need to think carefully
about the process. When the customer calls the service center to place an order, how is
she greeted? How many phone rings are acceptable? After the order is placed, the
company needs a system to give the order efficiently and quickly to the dispatcher to
get a driver to pick up the package. When the driver has the order and goes to the
customer’s home or place of work, how is the driver dressed? Is she or he polite and
knowledgeable? These kinds of questions can be exiended to the other boxes and arrows
in the blueprint.

As a result, blueprints are useful tools for understanding the design of the service
and for redesigning it. For example, FedEx and UPS have information systems in
place, so the large space in the top half of Figure 15.11 between “Customer Gives
Package” and “Customer Receives Package” could have a box labeled “Customer
Tracks Package.” Bar coding on each package enables the companies to know where
every package is at a given time. Customers can input the package ID number using
PC-based software or the companies’ Web sites and obtain that location information
for themselves,

3 Application| Singapore Alrlines

Although Singapore (g only 25 percent of the size of the state of Rhode fsland, Singapore
Airlings is one of the world's 10 biggest airlines, as measured in international tons-kilometers
of load carried.’” The airline became successful by concentrating on marketing. The goal of
the airline’'s management was o creaie an international airline with a distinetly Asian person-
ality. At the top of the priority list was an emphasis on customer service, The company used
the island's main natural resource—the natural hospitality of its people—as a competitive ad-
vantage. Through comfortable seating, free drinks and movie headsets, and the hospitality of
its flight attendants, Singapore Alrlines has set the world standard for international air travel
guality.

in 1991, the airline was facing increased competition and Improved service gquality from
several Western and Asian airlines, including Cathay Pacific, Japan Airlines, Thal International,
and Malaysia Airlines. The challenge facing the company was how to continue to maintain its
outstanding reputation for customer service and technical innovation.

To better understand customer needs, the company undertook two activities. The first was a
i blueprinting operation. The result is shown in Figure 15.12. Aithough the format is somewhat dif-
ferent from that of Figure 15.11, it can be seen that the parts of the service operation visible to
the customer are on the left part of the figure, and the internal aspects of the operation are on
the right. This flowchart goes only up to the point where the customer is seated on the aircraft. In
addition, the contact people are omitted. '

A more thorough analysis of customer activities is shown in Figure 15.13. Note that thess
activities are divided into three parts: preflight, inlight, and postarrival. Singapore Airlines used '§|
this flowchart in two ways. First, each block in the activity sequence was separately analyzed i
from a customer service, moment-of-truth perspective. Second, the airline evaluated each block :|
to see where technological enhancements could improve its customers' experiences and pro-
vide additicnal ways to differentiate from the competition. ]
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Figure 15.12
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Source: Sandra Vandermerwe and Christopher H. Lovelock {1991), “Singapore Airtines: Using Technology for Service Excellence,”
IMD case No. IMD-5-0408, p. 20. Used by permission, courtesy of International Institute for Management, Switzerland.

Marketing-Mix Implications of Service Marketing

In general, decisions on pricing, channels of distribution, and communications are
made using the same general principles described earlier in this book, whether the

product is a manufactured good or a service. However, a few subtle differences must
be acknowledged.

Channels of Distribution

Because services are intangible, the notion of physical distribution channels doss not
apply. However, the general principle of channels offering customers access to the prod-
uct does. Because services are characterized by the inseparability of production and
consumption, service organizations must be physically present when the service is
delivered or engage others to be present. Recall the comparison of direct and indirect
channels in Chapter 12. Any time the product leaves the producing company’s hands
and is put under the control of others, there is the potential for the independent channel
member to do a less effective job of marketing the product than the producer would.
This is an even greater problem with services because they are often delivered by peo-
ple. Nonstandardization of services increases when the service is being delivered by
people who do not work for your company,
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Seurce: Sandra Yandermerwe and Christopher H. Lovelpck (1991), “Singapore Airtines: Using Technology for Service Excellence,”
[MDcase No. IMD-5-0408, p. 20. Used by permission, courtesy of International Institute for Management, Switzerland,

As a result, we can draw a distinction between the service principal (the company
or person originating the service) and the service deliverer {the person or company
that actually delivers the service to customers). As with physical goods, service deliv-
erers or intermediaries can provide a number of benefits to the principal. Service
deliverers can co-produce the service with the principal. For example, franchisees
delivering automobile lubrication services {e.g., Jiffy Lube) execute the principal’s
concepts by operating the service centers and lubricating the cars (often other services
are available as well). Service intermediaries also provide the customer with locations
that make, it easy to purchase services. Multiple Jiffy Lube outlets in a metropolitan
area make it convenient for customers to purchase the lubricating services. These local
retail outlets also promote the Jiffy Lube brand name and provide local presence for
the service principal. '

Figure 15.13
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Channels for services must be
designed to bring the customer
and service provider together.
Source: Jeff Greenberg/Alamy Images

Because services are intangible, perishable, and
generally not storable, services must be brought to
the customer. That is, the service principal must
design a channel structure that brings the customer
and the provider together,

The four major approaches to service distribu-
tion are company-owned, franchising, agents and
brokers, and electronic channels.

Company-Owned

Using the terminology developed in Chapters 12
and 13, these are also direct channels. Compa-
nies like Starbucks and McDonald’s own some or a
large portion (depending on the company) of the
stores bearing their name. The large advantage of
company-owned stores is that the firm controls the
customer experience and, thus, the brand. The
large disadvantage is the financial risk that must be
borne and the resulting limitation of the number of
outlets that one individual brand can have in the
world.

Franchising
Franchising is an extremely popular form of
retail service distribution covering a wide variety
of consumer and business-to-business services.
A franchise is a contractual agreement between
the originator of the service concept (the fran-
chiser} and an individual or organization that
provides retail distribution for the service (the
- franchisee). It works particularly well when the
service can be standardized across disparate
geographic locations. Many McDonald’s, for
example, are independently owned. This permits
the company to have greater geographic coverage
than it would be able to have by owning all the
stores as well as shared financial risk. Elements
of a typical franchise agreement are:*®

® The nature of the service to be supplied by the franchiser.

® The geographic territory within which the franchisee can market the service.

® The percentage of the revenue generated by the franchisee that must be paid to
the franchiser.

The length of the agreement. .

The up-front fee paid by the franchisee to the franchiser,

The terms by which the franchisee agrees to operate and deliver the service,
An agresment by the franchisee not to sell another company’s services.

The promotional support provided by the franchiser to help develop the fran-
chisee’s market.

The administrative and technical support provided by the franchiser.
» The conditions under which the agreement can be terminated.

Agents and Brokers

Many service companies use independent agents or brokers to sell their services.
Well-known examples are the insurance and travel industries. As the discussion in
Chapter 12 showed, there are trade-offs with using these methods for distributing any
kind of product. Major advantages include a wider distribution and the fact that
agents and brokers know their local markets well. Disadvantages include the loss of
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control, because it is very difficult to determine what agents and brokers are doing
and what they are saying about your product.

Electronic Channels _
As discussed in previous chapters, the growth of the Internet has spawned many op-
portunities for distributing services. Travel services (e.g., Kayak, Expedia, Travelocity,
Orbitz) is the largest segment of the e-commerce industry with more than $110 billion
sold in 2008.1° The financial services industry has also taken advantage of electronic
channels through services such as home banking and stock brokerage. The advantage
of electronic channels is their low cost and the sase of access (for those with Internet
connections). For example, rather than using a large number of branch banks or aute-
matic teller machines (“bricks and mortar”), customers of most major banks can now
check their balances, move money between accounts, and pay bills using the banks’
Web sites. Entertainment companies, particularly in interactive gaming and gambling,
have also taken advantage of the Web. The implications of the Internet on services
marketing are discussed more thoroughly later in this chapter.

Advertising

The role of communications in sexrvice delivery is shown in Figure 15.4. As we have
discussed, a key element of service quality evaluation is the assessment of the service
relative to expeciations. Advertising plays an important role in setting customer expec-
tations. Thersfore, marketing managers for services must be careful not to promise what
cannot be delivered. All communications targeted to customers shauld be examined in
terms of how well they reflect reality. If you do not do this, the customer certainly will.
The unique aspects of services discussed in this chapter have the following implications
for advertising.?0

First, service advertising should contain vivid information. Vivid information is more
likely to hold the viewer's attention and excite the imagination. It also results in
improved customer understanding of the service. Because service attributes are intangi-
ble, this improved understanding is critical to a customer’s ability to evaluate the quality
of the service and to compare it to other options. Vividness can be achieved through
three different strategies: attempts to make the service tangible; concrete, specific
language; and dramatization. A good example of the latter is the former series of
American Express commercials featuring actor Karl Malden that demonstrated the value
and security of American Express traveler’s checks by showing the disasters that can
befall travelers if they use a competitor’s brand.

A problem faced by customers purchasing a service is developing elternatives from
which to make the final choice. The reason that this can be difficult is inherent in the
way services are distributed. When a service is delivered through a franchise operation,
there is only one choice at a particular location, unlike the normal assortment availabie
: from retailers of physical goods. Although some (e.g., travel agents) do offer competing
1 services, many do not, Thus, a major problem facing service companies is how to get
your brand into the customer’s choice set.

The relevant communications goal is to have the customer connect your brand
with the product category. This can be done with repetition or through an approach
called interactive imagery. Imagery involves having customers visualize a concept or
relationship by integrating two items in some mutual or reciprocal action. This
approach can be used to enhance vividness. The advertisement for Charles Schwab
shown in Figure 15.9 is an example of this kind of imagery. In this ad, the company is
attempting to provide the image of a company that provides assistance to customers
who are seeking to reduce their taxes. The terse text on the billboard communicates
this effectively.

Finally, service attributes are experience or credence attributes, not search attrib-
utes. Therefore, prepurchase evaluation of services is difficult. One way to approach
this problem is to highlight the behind-the-scenes rules, policies, and procedures that
make the service provider the best aption to choose. This helps to make the service tan-
gible to customers and gives assurance that it will be of high quality. Alternatively, a
marketing manager can use the ad to show the service actually in use. The advertising
for Embagsy Suites in Figure 15.10 is an example of this approach. The picture of the
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omelette in the frying pan gives potential customers a sense of the -quality of the
breakfast.

Pricing .

Customers find service prices difficult to determine and compare. You cannot put physi-
cal price tags on services. The fact that services can be delivered in many different
configurations makes the task even more difficult. For example, try finding out a rate on
a home mortgage. The combinations of terms (5, 15, 20, 30 yvears), amount of down
payment, points you are willing to pay (percentage of the loan amount paid as a fee to
the mortgage originator), and myriad other options are nearly infinite. Try the same exer-
cise with life insurance policies. Therefore, it is important to simplify your pricing
policy as much as possible to sliminate customer confusion.

More than with physical goods, price is often used as an indicator of service quality.
This is because service quality is more difficult to ascertain. Thus, the pricing of services
must be consistent with the overall strategy for the product. For example, if you decide
to drop the price of your service but attempt to maintain a premium brand image
through your communications and other elements of the service operation, customers
will become confused or skeptical: if you are so good, why are you so cheap? Although
consistency between the strategy and price is important for all products, in service busi-
nesses whers purchasing is driven so heavily by perceptions, it is critical.

In service industries the role of the reference price is very important. As described in
Chapter 9, a reference price is an internal standard against which observed prices are
compared. Reference prices are based on both past experience in a product category
(internal reference prices) and observed prices in the marketplace (external reference
prices). Not only is price information more difficult to collect for services, but the large
number of product alternatives can make price comparisons impossible. For example,
for competing automobile insurance policies, the deductibles or other aspects of the
policies are often slightly different, making exact price comparisons difficult. When a
customer cannot use observed prices easily to make a purchase decisicn, internal refer-
ence price becomes more important as a way of simplifying the process.

To illustrate these two service pricing principles, several years ago, one of the authors
decided to have the gutters of his house cleansd before the winter rains hit. Obtaining
prices for such services is time-consuming because it entails waiting at home for the
(uncertain) arrival of the service providers. Two companies gave bids, one much higher
than the other. With little experience to draw upon, he calculated a reference price based
simply on what seemed to be reasonable. Both bids were below this price, so they both
remained in the running for the work. He then chose the higher of the two, figuring that
the lower-priced company would skimp on the work somehow, Pricing policies in pro-
fessional service firms have been changing in respénse to clients’ interests in reducing
their costs and risks. Advertising agencies, for example, are shifting from a fixed com-
mission rate on advertising billings to a combination of fixed fee and incentives for
achieving agreed-upon goals. Even some law firms have started to move away from the
traditional model of billable hours to a more fixed-fee solution so clients have a better
idea of what their total costs will be.??

Customer Relationship Management

While CRM is importent for physical products as well as services, it is particularly criti-
cal for what are called contractual services where the contract or subscription must be
renewed on a periodic basis. Examples of contractual services are health club member-
ships, cable TV and cellular phone contracts, and so forth. What makes these different is
that once dropped, it is very difficult to get the customer back. The customer will have
switched to another service supplier or dropped the service entirely. If it is the former, it
takes a complete subscription cycle to have the apportunity to get the customer back.
However, unlike the purchase decision for most services, the decision ahout renewing is
known and visible to the service supplier. This is clearly an advantage because the
company can time its renewal communications precisely,

It is crucial not to wait until the end of the subscription cycle to make the benefits
of the service tangible to the customer. It addition, research has shown that customers
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form expectations about how much they will use a contractual service and make the
renewal decision based upon a comparison of the expected to the actual. If the actual
is less than expected, the probability of renewal decreases.?? It is thus incumbent upon
the contractual service provider to perform iwo activities during the subscription
cycle:

1. Remind the customer continuously about the benefits of the service. For example, in
the context of a health club, ensure that the staff comment positively to the client
about the benefits of working out.

2. Track the customer’s usage and develop a system to remind the custamer to use the
service if usage level is low. For exampie, low usage of a cellular phone would pre-
dict the high likelihood of nonrenewal. As a result, the service provider could
develop special programs of discounts or new features to encourage additional
usage,

Global Aspects of Services Marketing

As we have noted in this chapter, one feature of service businesses that distinguishes
them from product manufacturers is that they involve interpersonal contact between the
service provider and the customer. An implication of this is that, generally, service firms
do not grow by producing more of the same service in the same place.?? There are thres
basic growth strategies for service businesses:

1. Multisite: provision of the same service(s} in new locations.
2. Multiservice: provision of a new service at existing locations.

3. Multisegment: provision of a different class of service targeting a different market
segment, at new or existing locations.

Many service and retail businesses have chosen the first option. McDonald’s and
Starbucks, for example, views global expansion as the key to their future growth. Most
large professional service firms such as public accounting and law firms as well as
advertising agencies have set up shop in different countries as their clients expand, or
simply to build a global business.

Table 15.2 shows some of the difficulties in launching a service business in a different
couniry. The two columns labeled “Target Market” and “Operating Strategy” are common
to physical products as well, as we described earlier in this book. However, the “Service
Concept” and “Service Delivery System” lists are unique to service products. For exam-
ple, the notion of “fast food” was at one time a foreign service concept in most countries.
In addition, the use of credit cards is a novel concept, because some cultures and reli-
gions dissuade people from going into debt. Also, fraud rates on credit card payments are
higher in some countries than others. People have different expectations about the levels

Tssues Posed by Intemationalization of a “Strategic Service Vision”

» Culture » Culture ¢ Labor market institutions ¢ Technelogy
* Industry structure  * Perceptions of value '  Premises
* Demographics » Expectations * Managerial pfactices + Labor market norms

and customs
* Jsage patterns * Language

* Interactions with
service providers

Source: Gary W. Laveman {1993}, “The Internationalization of Services,” Harvard Business School case #9-693-103,
Exhibit 2, Copyright © 1993 by the President and Fellows of Harvard College. Reprinted by permission.
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.

Quality can he difficult to
maintain when service concepts
are expanded globally due to
cultural and institutional
differences.

Source: Picture Partners/Alamy Images
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and quality of service. American retail petroleum
companies like Chevron need to understand that in
many countries, such as Brazil, customers expect
service people te fill up their gas tanks and wash
their windows without paying a premium for the
gas. Finally, .labor markets may not provide the
level of quality needed to launch a new site. Thus,
when McKinsey (the consulting firm) opened its
branch in Bogota in 1994, it was staffed largely by
Spanish-speaking consultants from other countries,

(5 Application| Euro Dieney

The Euro Disney resort complex openad on April 12,
1992, in Marne-la-Vallee, France.2* Disney theme
parks had built their reputations not only on the qual-
ity of the product but on the service delivery as well,
Standards of service, park design and operating de-
tails, and hurnan resource policies and practlces were
integrated to ensure that the Disney “play” would be
performed at a uniformiy high level at each location,

- The reason behind this outstanding level of service was the establishment of “Disney

University,” where new employees were oriented to Disney's strict service standards, re-
ceived continuous communication and training, and gathered for frequent recognition and
social events, Employees were called “cast members,” as they wore “costumes,” not uni-
forms and were “cast in a role,” not assigned to a job. When on the job, they were considered
to be “on stage,” with the highest priority given to satisfying “guests.” The cast members had
to meet stiff dress and grooming requirements as weli.

The largest challenge to Euro Disney managers was to match this traditional level of customer
service. The company encountered significant resistance in the hiring process, which was criti-
cized by applicants, the press, and French unions, The key resistance point was the standard for
grooming, including a dress code, a ban on facial hair, a bxan on colored stockings, standards for
neat hair and fingernails, and a policy of "appropriate” undergarments. As a result, within the first
nine waeks of operation, about 1,000 employees left Euro Disney, close to half voluntarily. In addi-
tion, the general conclusion was that the experience of visiting Eura Disney fell short of what peo-
ple had come to expect from Disney. While some of this was due to attributes of the park, much of
it was aftributed to the fact that the “cast members” were acting like “real” people rather than
“‘Disney” people. Adapting this people-oriented entertainment product to Europe was not as easy
as the company thought it would be. Although the park is the most poputar tourist attraction in
Elurope, receiving mare visitors than the Louvre and Eiffel Tower combined, Euro Disney has had
trouble making a profit and has had five CEO chahges in nine years.

Disney had different culturai problems with its theme park in Hong Kong, which opened in
September 2005, Since it opened, the park has had difficulty connecting with consumers.
Although it attracted 5 million customers during its opening year, attendance fell 20 percent in
the second year. Some of the complaints were about the relatively few number of attractions
compared to other Disney parks. However, it has also introduced more Chinese characters to
the park 1o supplement Mickey and Minnie Mouse, For example, a “live” Cai Shen Ye, the
bearded Chinese god of wealth, walks around the park creating photo opportunities for guests.
in addition, in 2008-2009, the year of the rat, Disney’s own rodents, Mickey and Minnie, wore
special red Chinese New Year ouffits for the “Year of the Mouse.” Shanghai is up next for Disney.

The Impact of Technology on Service Marketing

The rapid improvements in and diffusion of information technology and the use of the
Internet have changed marketing in genera! and, specifically, services marketing, for
three main reasons:

1. As mentioned earlier in this chapter, the use of the Internet has created a new chan-
nel of distribution ideally suited for certain kinds of services, particularly those
involving travel and financial transactions and entertainmsnt services,
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2. Recal! that an important feature of services is that because they are often delivered
by pecple, their quality is variable hoth at one point in time and over time (i.e., they
are nonstandardized). Computerization, substituting capital for labor, provides
uniform service delivery at a quality level people cannot match.

3. As in all product categories, companies are looking for new ways to differentiate
their products from competitors. information technology and the Internet have
provided powerful, tangible opportunities for such differentiation.

(9 Application| Travel Services

As noted earlier in this chapter, travel services is the largest category of e-commerce, with more
than $100 billion of bookings in 2008.%% in the United States, 46 percent of consumers report
researching online for deals prior o traveling. Almost 40 percent of ail airline reservatlons are
made through the Internet. Most of the bookings are done through two kinds of sftes: Internet
travel companies and Web sites run by the airlines, hotels, and car rental firms themselves.
Although it is cumbersome to book complicated air itineraries, fares for simple travel plans can
be easily compared and, in fact, some airlines offer lower fares on the Web than through
personal contact with airline or independent agents.
The major players in the online travel industry are the following:

s Expedia. Expedia Inc. had revenues of nearly $3 billion in 2009, It was started by
Microsoft in 1996 and later sold to InterActiveCorp. In 2005, the company became
a separately raded public company containing other travel companies formerly owned
by InterActiveCorp such as Hotels.com, Hotwire, and TripAdvisor.

m Traveloeity. This company is owned by Sabre Holdings. At one time, Travelocity was the
number-one online travel company. However, a slowdown in innovation cost the company
its lead in the market.

m Qrbitz. Orbitz Worldwide was founded in 20071 by a group of American airlines: American,
Continental, Delta, Northwest, and United. It was sold for $1.25 billion in 2004 to Cendant
but has been an independent company since 2007. Its current revenues are about $800
million,

» Priceline. Priceline pioneered the “name your own price” format (see Chapier 9)
through its reverse austion format. Revenuss in 2009 were $2.2 billion. The
company is famous for its long-running advertising campaign using the actor
William Shatner. '

s Kayak. Started in 2003 by the two founders of Travelocity and Crbitz, Kayak is currently
the most popular travel site with more than 35 millien visitors each month. it is a "mega’
site, allowing users io search over all of the other travel sites, The site uses a technology
called Rich Internet Application architecture (RIA}), which allows it to look at more than
100 Web sites continuously. Other aggregators include Yahoo! Travel, SideStep, and
Cheapflights.

However, the airlines' own sites still account for most onfine bookings. The discount airiines,
Southwest, JetBiue, Virgin, EasyJet, and so on, do not sell through travel agents and motivaie
custorners to use their Web sites by offering incentives such as extra cradits in their loyalty pro-
grams. Southwest.com attracted more than 8 million unique visitors to Its Web site in April 2005,
with 14 percent of them resulting in sales. One of the advantages of Southwest’s site is that a vis-
itor does not have to go through the tedious process of registration. Most of the alriines have sig-
nificantly boosted their bookings through their Web sites by moving the reservations part of the
site to the home page.

App!ication\ Car-Sharing Services

An emerging service industry utilizing Web and other technologies are car-sharing ser-
vices.28 The industry leader is Zipoar with 325,000 members who pay an annual fee of $50
and rent cars for as litde as $8 per hour, gas and insurance included. Typically, users apply
for membership online, providing details such as their driver's license number. Cards that
electronically open and lock the cars are mailed to approved applicants. Cars are then re-
served through the company's Web site, indicating what kind of car Is available at different
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locations. Other major competitors to Zipcar include Connect by Hertz, Mint Cars On-
Demand, and |-Go.

While the industry is still relatively small, the service has a number of things in its favor.
First, the primary market—city dwellers—is focused and potentially quite large, particularly
taking a global view. The latter is particuiarly important in places like Hong Kong and
Singapore that have high population density and commensurate high costs of operating and
raintaining a car. Second, it is a good way to save money. This is particularly important dur-
ing the tight economic conditions prevailing in the 2008-2010 time period. Third, iIn an era
where “green,” environmentally friendly products have become more popular, car sharing is
a particularly good way to keep more cars off the road, conserve gas, and promote less air
poilution.

Executive Summary

Key learning points in this chapter include the following:

m Most services can be characterized as having experienca' attributes (where product
quality is determined only after usage) rather than search attributes (where product
quality can be ascertained before purchase),

® The main characteristics of services are intangibility (lack of physical attributes),
nonstandardization (because they are usually delivered by people), and insepara-
bility of production and consumption.

m Service quality is defined by the service provider's reliability, responsiveness,
assurance, empathy, and tangibles (service features or physical aspects of the
service delivery).

m Service quality is assessed negatively when there is a gap between customer
expectations and experienced quality,

® Service quality can be measured through the use of survey instruments such as
SERVQUAL,; the financial return on investments in service quallty can also be
evaluated., .

® Some strategic issues in services marketing are making the service tangible to
customers, combating low entry barriers, and using service blueprints to design
services.

® Because of the people-intensive nature of most services, globalizing a service
business requires special aitention to culture, labor market, customer expectations
of service, and other conditions.

s New technologies in services marketing affect channels of distribution,
improved standardization of service offerings, and the establishment of
competitive advantage.

Chapter Questions

1. Consider the three kinds of attributes described in this chapter: search, experi-
ence, and credence. Which of these are most appropriate for services? What are the
implications for marketing managers?

2. Recall the last time you had an unsatisfactory encounter with a service provider.
Given the dimensions of service quality discussed in this chapter, exactly where
were the negative gaps between expectations and the actual service?

3. Pick two services, one consumer and one industrial. What can a company in each
industry do to make its services more tangible to customers?

4. Develop a blueprint for the course registration process at your school or univer-
sity. Where are the likely service failure points? Where can the school improve its
service levels? '
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Suppose you have spent the first five years of your career working for Procter &
Gamble as the assistant, associate, or brand manager for Crest toothpaste. You
apply for a job as a senior marketing manager for United Airlines. What have you
learned at P&G that is applicable to airline marketing? What do you need to learn
about airline marketing to be effective beyond the fact that airlines are different
from toothpaste?

As the U.8. economy continues to be increasingly dominated by serviges, is it nec-
essary to change our thinking about marketing and marketing strategy? Would a
marketing course be different between the United States and, say, China, which is
a manufacturing-dominated economy?
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Glossary

acquisition costs the incremental costs involved in obtaining any new customer (p. 408)

- association/cansal methods a sales forecasting method that tries to develop statistical mod-

els relating market factors to sales (p. 81)
B-to-B (business-to-business) marketing when a product or service is sold to an organization
(p. 127) '
brand equity the value of a brand name in communicating quality or other aspects of a product
(p. 50)
brand positions customers’ perceptions of one brand in relation to its competitors (p. 50)
brands aname, term, sign, symbol, or design {or a combination thereof) intended to identify
the goods and services of a seller and differentiate them from the competition (p. 152)

breakdown method a major method used to determine the size of the sales force that is
based on the forecasted sales level divided by an assumed average sales per salesperson
(p. 384)

budget competition a level of competition that includes any product, related or unrelated,
that could be viewed as substitutable in a budget (p. 155)

buy classes a set of descriptor variables used in industrial marketing segmentation that is
based on the newness of the purchasing situation (p. 131)

buying center a group of individuals collectively involved in a purchase decision (p. 127)

cannibalization the amount of sales for a new element of a product line that is taken away
from an existing element of the line (p. 200)

category management a process that considers product categories to be the business units
that should be customized on a store-by-store basis in & way that satisfies customer needs
(p. 367)

channel power the ahility of ane channel member to get another channel member to do
what it otherwise would not have done (p. 359)

channels of distribution the system by which customers have access to a company's prod-
uct or service (p. 341)

chasm the large gap that can exist between the early adopters of an innovation and the early
majority (p. 134)

choiceboards online, interactive systems that allow individual customers to design their
own products by choosing from an array of attributes, delivery options and prices (p. 202}

co-creation using people cutside of the organization to help develop new product ideas
(p. 222)

cohort analysis an analysis that develops age-related profiles of each generation to segment
the market (p. 83) :

commission a form of compensation based directly on a sale or some other activity (p. 389)

community a group of customers who share information between themselves and ths com-
pany about their experiences with the product or service [P. 430)

compatibility an attribute evaluated by customers of new technologically-based innova-
tions that refers {o the compatibility of the innovation with existing systems, values, and
beliefs or previously introduced ideas (p. 117)

compensatory model any model in which a low score on one attribute can be compensated
for by a higher score on another (p. 114)

competitive advantage the strategic development of some basis on which customers will
choose a firm'’s product or service over its competitors’ (p. 44)

competitive pricing a pricing policy in which the objective is to maintain a competitive
price by either pricing at the market average or copying a particular brand (p. 263)

competitor analysis an analysis in which the strengths and weaknesses of competitors and
their current and likely future strategies are examined (p. 151)

competitor targets the brands or companies that offer the most likely competition for that
customer (p. 36)




complementary pricing an approach to product line pricing that applies to products that
are used together when one of the products is a consumable that must be replenished
centinually (p. 269)

complexity one factor of an innovation that is negatively related to its success (p. 117)

concept development making further refinements to a new product concept (p. 226)

conjoint analysis a popular marketing research method in new product development that
uses theorstical profiles or concepts to determine how customers value different levels of
product aitributes (p. 255)

consumer franchise building (CFB) activities that build brand equity, including advertising,
sampling, couponing, and product demonstrations (p. 335)

consumer-oriented promotions a marketing tool such as a coupon that targets consumers
and is intended to generate a short-term change in a product’s sales or market share
(p. 288) . .

continuous replenishment program (CRP) a program wherein members of a supply chain
partner with supermarksts, working together to attempt to accurately forecast demand,
which is then used to generate inventory replenishment data electronically (p. 369)

control group in an experiment, a set of respondents or experimental units who receive the
normal level of the manipulation and against which the experimental group is compared
(p. 75)

core strategy  designed by the marketing manager, a statement that communicates the reason
to buy to a specific customer group (p. 36)

correlation method of forecasting an assoriation/cansal method of sales forecasting in whick a
correlation between two variables is used to indicate the strength of the association (p. 84)

counting methods sales forecasting methods that rely on customer data (p. 81) _

couponing a price-oriented promotion that offers a discount off the price of a product and
is accompanied by a physical or electronic document indicating the amount of the
discount {p. 318)

cross-elasticity of demand the percentage of change in one product’s sales caused by a
percentage change in a marketing variable for another product (p. 156)

customer information file, or CIF a customer database including information on past and
current purchasing, contact, response ta marketing variables, and monetary value o the
company (p. 411)

customer relationship management, or CRM  develops programs that match the kind of rela-
tionship the customer wants with the company, whether it is relational or iransactional
(p. 407)

customer service ‘service that supplements or complements the main product or service
purchased (p. 423)

custorner targets a more specific segment of customers (e.g., income over $40,000, small busi-
nesses with revenues under $10 billion), which the marketing manager wants to entice to
buy the product or service (p. 36)

customer value what a product or service is worth to the customer in monetary terms; also
called perceived value (p. 247)

customerization a process whereby a company takes a product or service that is widely
marketed and perhaps offered in many different configurations and develops a system for
customizing {or nearly customizing) it to each customer’s specifications (p. 202)

data mining analyzing a customer information file for the best prospects to target (p. 414)

decline stage of the product life cycle where product category sales are decreasing (p. 55)

Delphi method of forecasting a judgment method of sales forscasting that relies on a jury of
experts formed from a diverse population to provide individual estimates of forecasted
sales, which then are collated and refined in order to produce a final number (p. 81)

descriptors variables that describe customesrs in terms of their inherent characteristics (p. 90)

differential advantage one of the three components of a core strategy, a statement of how a
particular product or service is better than the competition (p. 44)

differentiation an approach to creating a competitive advantage based on obtaining an
observable poini of difference that customers will value and for which they will be
willing to pay (p. 46}

direct channel is one where the product or service remains under the control of the com-
pany from production to customer (p. 353}
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direct mail marketing a form of direct marketing that involves sending letters or catalogues
to potential customers (p. 286)

direct marketing any communication form that sends messages direct to a target market
with the anticipation of an immediate or very-short-term response; also, any method of
distribution that gives the customer access to the firm's products and services without
any other intermediaries (pp. 286, 396)

direct sales in the context of direct marketing, an approach that involvas the use of friends
and neighbors as the sales force in reaching potential customers (p. 288)

disintermediation the process by which companies are eliminating intermediate channels
of distribution through the use of information technology (p. 354)

diverters in international marketing, middlemen who purchase products or arrange for
their purchase and thereby divert the products away from normal channels (p. 367)

Do Not Call Registry gives consumers a choice about whether or not they wish to receive
phone calls from particular telemarksters (p. 286)

dollarmetric method in estimating customer value, a method used in conjuncton with survey-
based methods that creates a scale that puts survey responses in monetary terms {p, 255)

sarly adopters one type of adopter in Everett Rogers’s diffusion of innovations framework;
buyers who are not the first to purchase an innovation but who follow innovators (p. 99)

early majority one type of adopter it Everett Rogers’s diffusion of innovations framework
that follows early adopters; buyers who are interested in new technology and gadgets but
who wait to see whether an innovative product is just a fad (p. 100)

economefric models an association/causal method of sales forecasting that involves the use
of large-scale, multiple-equation models most often used to predict the economic perfor-
mance of a country or a particularly large business sector {p. 84)

econamies of scale also called economies of size, the rationale that larger sales mean that fixed
costs of operations can be spread over more units, which lowers average unit costs (p. 45)

efficient consumer response (ECR) a process seeking to reduce costs throughout the entire
distribution system, resulting in lower prices and increased consumer demand (p. 369)

emotional appeals an approach to developing advertising copy that strives to tap an under-
lying psychological aspect of the purchase dacision (p. 298)

ethnographic research in-depth study of consumer consumption through interviews and
chserving behavior (p. 71)

evoked or consideration set  in consumer behaviar, the set of products from which the cus-
tomer will choose to purchase (p. 111)

executive opinion method of forecasting a judgment method of sales forecasting in which
the marketing manager relies on his or her own opinion to predict sales, based on his or
her experience and knowledge or consultations with internal or external experts (p. 81)

expectation confirmation/disconfirmation model a basic customer satisfaction model that
presumes that levels of customer satisfaction with a product or service are determined by
how well the product performs compared to what the customer expects (p. 420)

expectations are developed based on the information the customer has collected from the
prior search activities (p. 114)

experience curve the notion that costs fall with cumulative production or delivery of a ser-
vice and that, using the first few years of a product’s life as a yardstick, the cantinued
decline in costs is predictable (p. 45)

experiences the interactions that a customer has with a company (p. 286)

exponential smoothing method of forecasting a time-series method of seles forecasting that
relies on historical sales data, like the moving averages method, but also uses exponen-
tialty declining weights based on past sales values (p. 83)

external validity the ability to generalize expenmental results to the real world or, mare
generally, the target population (p. 75)

extrapolation extending a line bassd on existing data outside the range of the data (p. 84)

factor analysis a multivariate statistical procedurs to reduce a set of variables to a smaller
set called factors that retain most of the information of the original set (p. 108)

family life cycle the stages of life individuals pass through (p. 114)
field experiment an experiment that takes place in a realistic environment (pp. 76, 256)

flat-rate vs. variable-rate pricing strategy often used in services that offers customers a
choice between a fixed price and a variable usage fee (p. 271)




focus group small groups of people, typically recruited through their membership in vari-
ous target groups of interest, who are brought together in a room to discuss a topic cho-
sen by the marketing manager and led by a professional moderator (p. 68)

forecast a prediction of a future quantity such as sales (p. 77)

frequency marketing also called loyalty programs, which encourage repeat purchasing
through a formal program enrollment process and the distribution of benefits (p. 428)

generic competition a level of competition that includes all products or services that the
customer views as fulfilling the need requiring satisfaction on a particular purchase or
use occasion (p. 154)

global marketing a generic term encompassing any marketing activities ouiside a com-
peny’s home market; also a standardization of the strategies used to market a product
around the world (p. 185)

gray market a market in which trademarked goods are sold through channels of distribu-
tion that are not authorized by the holder of the trademark (p. 367)

growth phase in the product life cycle, the stage immediately following the introductory
phase, in which product category sales are growing, competitors are increasing in nam-
ber, and market segmentation begins to be a key issue (p. 54)

horizontal marketing marketing to diferent industries with the same product or service (p. 131)

house of quality a matrix used in new product development that illustrates how customer
needs and engineering characteristics influence one another (p. 226)

hybrid system a modification of the multiple-channel system in which members of the
chapnel system perform complementary functions, often for the same customer, thereby
allowing for specialization and better levels of performance (p. 357)

incentive payments payments monetary awards for special performance {p. 390)

indirect channel is an independent party paid by a company to distribute the product; in
this case, the chanmel member and not the company has direct contact with the end user
or organization (p. 353)

industrial marketing marketing of a product or service to another organization, also called
organizational marketing (p. 127)

industry a group of products that are close substitutes to buyers, are available to a common
group of buyers, and are distant substitutes for all products not included in the industry
(p. 152) -

informational appeals an approach to developing advertising copy that focuses on the
functional or practical aspects of the product (p. 294)

innovaiors ome type of adopter in Everett Rogers's diffusion of innovations framework; the
first buyers of an innovation (p. 99)

inguiry tests track the number of inquiries received from a print advertisement (p. 298)

integrated marketing communications (IMC) the concept that all elements of the marketing
mix communicate messages that must be coordinated in order to reinforce what each is
saying and to avoid customer confusion (p. 281)

internal validity the degree to which experimental results are caused by the experimental
manipulation (p. 75)

introductory phase in the product life cycle, the stage in which the product or service is
new: sales volume increases slowly because of a lack of marketing effort and the reluc-
tance of customers to buy the product (p. 53)

investment pricing also called return on sales, a pricing policy that assumes you can set a
price that will deliver the rate of return demanded by senior management; most often
used when a product has a monopoly position (p. 262)

joint space a perceptual map that contains both brand spatial locations as well as consumes
perceptions of their ideal brand (p. 195)

judgment methods sales forecasting methods that rely on pure opinion (p. 81)

laboratory experiment an experiment run in an artificial environment (p. 7 6)

laggards ome type of adopter in Everstt Rogers’s diffusion of innovations framework that fol-
lows the late majority; buyers who are generally not interested in new technology and are
the last customers to buy, if they ever da (p. 100}

late majority one type of adopter in Everett Rogers’s diffusion of innovations framework;
buyers who are conservative in terms of how much of an industry infrastructure must be
built before they will buy an innovative product (p. 100)
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]‘ lead users the first buyers of an innovation in industrial marketing situations; also called

i innovators (pp. 133, 220)

! leading indicators an association/causal method of sales forecasting in which certain

{.: macroeconomics variables are used to forecast changes in the aconomy, based on the fact

i that changes in thess variables occur before changes in the economy {(p. 84)

lifetime customer value the present value of a stream of revenus that can be produced by a

. customer (p. 408)

: logistics physical distribution of goods from one location to another (p. 341)

loss aversion a psychological phenomenon characterized by customers reacting more
strongly to unexpectedly poor sarvice than to unexpectedly good service (p. 442)

loyalty programs also called frequency marketing, programs that encourage repeat purchas-
ing through a formal program enrollment process and the distribution of benefits (p. 428)

manipulation in an experiment, the marketing variable that is of centra) interest and is
experimentally controlled by the researcher (p. 75)

i
!I‘.I 484  Glossary

at which the marginal revenue obtained from an additional unit of the resource equals
" the marginal cost (p. 386)

market development funding any money a company spends to help channe! members sel]
their products (p. 324)

market development strategy one possible strategy in segmenting the market; the decision
to target customers who have not yet purchased the product or service (p. 39)

market penetration strategy one possible strategy in segmenting the market; the decision to
target current customers of a product or service {p. 38)

market potential the maximum sales reasonably attainable under a given set of conditions
within a specified period of time p. 77)

market segmentation breaking mass marketing into segments that have different buying

‘ habits; also refers to the decision about which customer groups a company will pursue
for a particular brand or product line (p. 89)

market share pricing also called penetration pricing, 2 pricing policy in which the objec-
tive is to gain as much market share as possible; often used as part of an entry strategy for
a new product (p, 262) . ' '

market structure analysis an analysis in which the marketing manager seeks to better
understand who the competition is and thus define the market (p. 151)

market survey method of forecasting a counting method of sales forecasting that relies on
surveys to predict demand (p. §3)

market testing method of forecasting a counting method of sales forecasting that nses pri- 2
mary data collection methods, such as focus groups and in-depth interviews, to predict L

marketing the set of activities designed to influence choice whenever an individual or oI1ga-
nization has a choice to make {p. 4)

marketing concept the importance of having a customer focus (i.e., organizing the resources
of the firm toward understanding customers’ needs and wants and then offering products i
and services to meet those needs) (p. 8) '

marketing mix the set of decisions about price, channeis of distribution, preduct, commu-
nications, and customer relationship management that implements the marketing
strategy (p. 37)

marketing plan & written document containing the guidelines for a product’s marketing
prograrns and allocations over the planning period (p. 21)

marketing research the function that links the consumer, customer, and public to the
marketer through information used to identify marketing opportunities and problems,
generate and svaluate marketing actions, monitor marketing performance, and improve
understanding of marketing as a process (p. 60} :

mass customization a new marketing process whereby a company takes a product or service
that is widely marketed and develops a system for customizing it to each customer's
specifications (pp. 29, 90, 202, 430) '

maturity phase in the product Iife cycle, the stage in which the sales curve has flattened out
and few new buyers are in the market {p. 55) :




measurable response the estimation of the effects of a marketing program such as direct
marketing {p. 396) '

mission statement a general statement describing a company’s major business thrusts, cus-
tomer orientation, or business philosophy (p. 37)

madified rebuys a kind of purchasing situation faced by an organization in which some-
thing has changed since the last purchase {e.g., a new potential supplier or a large change
in price levels) (p. 132)

moving average method of forecasting a time-series method of sales forecasting that uses
the averages of historical sales figures to make a forecast (p. 83)

multiatiribute model a popular model of decision making that requires information about
how useful or important each attribute is to the customer making a brand choice {(which
involves assigning importance weights) and how customers perceive the brands in the
evoked set in terms of their attributes (p.112) :

multi-channel marketing marketing using multiple channels to distribution simultane-
ously. (p. 355)

multidimensional scaling (MDS) develop perceptual maps based only on customer-based
judgments of brand similarity (p. 196)

multiple-channel systems a channel of distribution that uses a combination of direct and
indirect channels and in which the multiple channe! members serve different segments
(p. 355)

naive extrapolation a judgment method of sales forecasting that takes the most current sales
and adds a judgmentally determined x%, where x is the estimated percentage change in
sales (p. 81) :

Nash equilibrium  in game theory, the most commen form of squilibrium, which involves a
list of strategies, one for each player, with the property that no manager wants to change
its strategy unilaterally (p. 172)

network externalities the concept that, for many products and services, the value of owning
them increases as the number of owners increases (p. 118)

new-task purchase a purchasing situation that is unusual or eccurs infrequently in a given
organization (p. 132)

new-to-the-company a product that has not been marketed by the company but has been
marketed by another company (p. 213)

new-to-the-world  a product that has not been marketed by any company previously (p. 213)

nonpersonal channels of communication mass-media communication channels, such as
television, newspapers, radio, direct mail, and the Internet (p. 283)

objective  the criterion by which the success or failure of the strategy is to be measured (p. 36)
abservability the degree to which an innovation or its results are visible to others (p. 117)

on-the-air/recall tests measure advertising effectiveness through follow-up surveys after a
TV advertisement is shown (p. 288) '

one-to-one marketing also called mass customization, a marketing process whereby a com-
pany takes a product or service that is widely developed and develops a system for cus-
tomizing it to each custoiner’s specifications (p. 90}

organizational marketing marketing a product or service to another organization, also
called industrial marketing (p. 127)

original equipment manufacturer (OEM) a chanrel of distribution for technology-based
products; companies that purchase ingredients or components (e.g,, hard disk drives)
from manufacturers (p. 189)

packaging the design of the container for the product in which it is displayed in a retail
environment (p. 179)

panel a set of customers enlisted to give responses to questions or to provide data repeat-
edly over a period of time (p, 74)

parallel importing  the development of gray markets across country lines, often as a result of
significant currency exchange rate or price differences between countries that make it prof-
itable to purchase goods in one country and import them into another for resale (p. 367)

Parfitt-Collins model  a simple market share forecasting mode] that uses an estimate of the
eventual penetration rate, an estimate of the ultimate repeat rate, and an estimate of the

relative product category usage rate of buyers of the new brand to determine eventual
market share (p, 232}
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payoff mairix in game theory, a graphic depiction of the rewards or costs to each player for
each possible combination of strategies (p. 172)

penetration pricing also called market share pricing, a pricing policy intended to gain as much
market share as possible; often used as part of an entry strategy for 2 new product (p. 262)

perceived risk in regard to their adoption of new technologies, the extent to which cus-
tomers are uncertain about the consequences of an action (p. 118)

perceptual map a map, based on marketing research from customers, that measures percep-
tions of competing products on a variety of attributes (p. 49)

periodic discounting a pricing sirategy that varies price over time in order to take advantage
of particular time periods during which some customers are willing to pay a higher price
(p. 271)

personal channels of communication communication channels that involve direct sales as
well as face-te-face or word-of-mouth interactions between customers (p. 283)

personal selling the use of face-to-face communications between seller and buyer {p. 288)

physiological methods measured advertising responss by taking physical measures, such as
pupil dilation or eye tracking (p. 297)

point-of-purchase (POP) advertising a form of retailer promotion that includes information
related displays and other company-paid advertising inside the store (p. 326)

position the communication of the value proposition to the customer, which differentiates
the product from competition in the mind of the prespect (p. 194)

potential the maximum sales reasonably attainable under a given set of conditions within a
specified period of time (p. 77)

premiums & product-oriented promotion in which free merchandise is provided with a pur-
chase or some free or reduced-price item is made available (p. 323)

prestige pricing also called skimming, a pricing policy used when there is a strong price
perceived quality relationship and the product is positioned at the high end of the mar-
ket; often used when costs are not related to volume and gaining significant market share
is not an objective (p. 262)

price bands or tiers price veriations within a product category (p. 247)

price bundling an approach to product line pricing in which a set of products is offered to
customers in a package, which is usually priced lower than the sum of the individual
components (p. 268)

price discrimination the practice of charging different prices to segments of the market
according e their price elasticity or sensitivity (p. 247) '

price elasticity of demand the percentage change in a product’s demand resulting from a
1% change in its price (p. 252)

primary information sources in market research, sources of information that are generated
for the particular problem being studied by the marketing manager (p. 62)

primary needs biological or physiological needs that a person must meet in order to stay
alive (p. 226)

prisoner’s dilemma game a particular form of competitive game in which neither partici-
pant wants to change his or her current strategy because if one does and the competitor
matches, both will be worse off (p. 173)

product features are the characteristics or attributes of a product or service (p. 179)

product category also called a product class, one particular product segment of a particular
industry (p. 152)

product class or product categary competition a level of competition in which products or
services that have similar features and provide the same function are considered (p. 153)

product definition  a stage in the new product development process in which concepts are trans-
lated into actual products for further testing based on interactions with customers (p. 226}

product design combines art, science and technology to create tangible three-dimensional
goods (p. 179)

product form competition a level of competition in which only products or services of the
same product type are considered (p. 153)

product life cycle (PLC) a sketch of the sales history of a product category over time; nsed as
& strategic tool because the importance of various marketing mix elements and strategic
options available to the marketing manager vary over the life cycle (p. 52)




product line a group of closely related products (p. 179)

product-line pricing a pricing strategy covering a set of related products (p. 268)

product line strategy a marketing strategy covering a set of related products (p. 199)

product-oriented promotions consumer promotions that give away the product itself or a
clossly related product (p. 321)

product positioning considering the alternative differentiation possibilities and determin-
ing what differential advantages are to be emphasized and communicated to the target
(p. 37) .

product types group of products that are functional substitutes (p. 152}

product variants also called product brands, different specific combinations of features
within a specific product type [p. 152)

public relations communications for which the sponsoring organization does not pay, often
in some form of news distributed in a nonpersonat form (p. 287)

pull one of two kinds of basic activities of channel management that requires motivating
customers to ask for your brand by narce (p. 341) _

purchase set in consumer behavior, the set of products that the customer has actually cho-
sen within a specified period of ime (p. 111)

push one of two kinds of basic activitiss of channel management that requires getting chan-
nels to carry and sell the product (p. 341)

qualitative research market research that usually involves small samples of customers and
produces information that by itself does not directly lead to decisions but is valuable as
an input for further research (p. 67)

' gquantitative research market research that typically involves statistical analysis of data,

where the intent is to provide descriptive results or explicitly test a hypothesis (p. 68)

reference price any standard of comparison against which an observed potential transac-
tion or purchase price is compared (p. 263)

regression analysis an association/causal method of sales forecasting in which the time
series extrapolation model is generalized to include independent variables other than
simply time (p. 84)

relative advantage the concept that a customer will adopt an innovation only if he or she
considers it to be an improvement over the current product being used to satisfy the
same need (p. 116)

relationship customers customers who see the benefits of interdependency between the
buyer and the seller (p. 407)

relationships meaningful relationships between an individual and his or her brand (p. 26)

-repositioning seeking a new perceived advantage in order to improve on a product’s current

positioning (p. 50)

reservation price the maximum price someone is willing to pay for a product or the price at
which the product is eliminaied from the customer’s budget (p. 249)

retailer promotions short-term financial incentives to purchase provided by retail channel
members (p. 325)

return on quality (ROQ) an approach attempts to quantify financial returns on investments
in improved service quality (p. 444)

return on sales pricing also called investment pricing, & pricing policy that assumes you
can set a price that will deliver the rate of return demanded by senior management; most
often used when a product has a monopoly position (p. 262)

salary a form of compensation in which a basic amount of money is paid to a-worker on &
regular basis (p. 390)

sales contests sales force rompetitions based on sales performance (p. 390)

sales force method of forecasting a judgment method of sales forecasting in which salespeo-
ple form their own forecasts of the sales in their territories and the marketing manager
sums them up to provide an overall forecast (p. 81)

sales/minimarket tests advertising tests in controlled geographic areas (p. 298)

sales promotion communication activities that provide extra incentives to customers or
the sales force to achieve a short-term objective; an action-focused marketing event
whose purpose is to have a direct impact on the behavior of the firm’s customers.
(pp. 286, 314)
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sales quotas  specific sales goals that salespeople are required to mest (p. 389)

sales territory a group of present and potential customers assigned to a salesperson, often
designed on a geographic basis (p. 384)

sampling a product-oriented promotion in which a product is given away for free (p. 321)

scanner panel  a collection of supermarket/drug store purchasing data of individual house-
holds obtained from electronic scanners in the stores (p. 75)

scenario planning planning that involves asking “what-if” questions to produce forecasts of
alternative outcomes based on different assumptions about advertising spending, price
levels, competitor actions, and other variables (pp. 81, 167)

second market discounting selling excess production of a product at a discount to a market
distinct frorm the main market (p. 270)

secondary information sources in market research, sources of information that already exist
and were not developed for the particular problem at hand (p. 62}

secondary needs social or psychological needs that can remain unsatisfied without any
immediate danger to life or health (p. 226)

sliimming also called prestige pricing, a pricing policy used when there is a strong price
perceived quality relationship and the product is positioned at the high end of the mar-
ket; often used when costs are not related to volume and gaining significant market share
is not an objective (p. 262)

solntions products or services that solve a particular customer’s problem at a given point in
time (p. 26)

solutions buy a purchase sifuation in which the organization is buying a system that solves
a specific problem (p. 132)

straight rebuys routine purchases made by an organization from the same supplier used in
the past (p. 131)

supply chain the organizations involved in the movement of raw materjals and components
that are part of a product’s production process (p. 128)

target costing in new product development, an alternative approach to setting the price of a
new product, in which the ideal selling price is determined, the feasibility of meeting
that price is assessed, and costs are controlled in order to produce the product that can
be sold at the target price (p. 213)

target market group of customers or segment on which the marketing manager has decided
to focus a marketing strategy (p. 38)

telemarketing a form of direct marketing that uses the telephone as the mechanism for
reaching potential customers (p. 286)

tertiary needs a type of customer need considered in new product development; the cpera-
tional needs related to the engineering aspect of actually making the product (p. 226)

theater tests tests of prospective advertising copy that take place in a theater-like environ-
ment (p. 297)

time-series methods sales forecasting methods that rely on historical sales data (p. 81)

trade promotions sales promotions oriented toward the channels of distribution in an effort
to get the channels to carry and promote the product, often including devices such as
sales contests, quantity discounts, and training programs (pp. 286, 324)

transaction buyers buyers who are interested only in the particular purchase at hand, rather
than & long-term relationship (p. 407)

trialability the ability of potential nsers of an innovative or new product to try it on a lim-
ited basis before adoption (p. 117)

value-added reseller (VAR) organizations that buy products from a variety of vendars,
assemble them in packages, and resell the packages to specialized segments; part of the
channel of distribution for technology-based products (p. 363)

value-in-use a method of estimating customer value that puts the benefits of the product
in monetary terms, such as time savings, less use of materials, and less downtime
(p. 247) _ _

value pricing giving customers more value than they expect for the price paid (p. 289)

value proposition & one-paragraph summary of a product or service’s differentiation strat-
egy and pesitioning fo each target customer group; in short, a statement of why the cus-
tomer should buy that product or service rather than the competitor’s (p. 37)




vertical marketing marketing to specific industries with products and services tailored to
those industries (p. 131) '

virtual selling the reengineering of sales in the 1990s, especially the impact of sales force
autornation and the salesperson’s educated use of technological tools in working with
prospective customers in a highly efficient way (p. 393)

virtual shopping a new technology incorporating computer graphics and three-dimensional
modeling that allows marketing managers to observe how consumers choose between
different brands using a virtual reality setting (p. 71)

workload method & major method used to determine the size of the sales force that is based
on the ability to calculate the total amount of work necessary to serve the entire market
(p. 385) '
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companies
brand communities on, 283—284
community building and, 430431
customer power and, 25-26
customer satisfaction and, 421
distribution and, 455
interactive marketing and., 26
log files from, 64
online groceries, 346-347 -
price experiments, 257
' pricing and, 272-274
for purchasing, 120-121
rssearch on, 65-67
television vs., 29-30
Internst newsgroups/blogs, for competitor
information, 170
Interpublic, 290
Introductory PLC phase, 57
first-mover advantage in, 54
generic product in, 53
network effects in, 54
penetration in, 54
sldmming in, 54
switching costs in, 54

Intuit Tnc., 74

(QuickBooks, 168

Quicken, 55
Investment pricing, 262-263
Tomega, Zip and Jaz drives, 117
iPad, 171
iPhone, 24, 81, 198, 245, 262, 264-285,

319, 352

iPhysicianNet, 395
iPod, 179, 245, 268-269, 302, 353
IRI. See Information Resources Inc.
IT. S¢e Information technology
iTunss, 245248, 251, 265, 268

J
]. Crew, 154, 258
]. D. Power & Associates, 26, 420
Japan, 366—367, 444

I-Phone, 188
Java Jones, 252
JCPepmy, 319, 358, 361, 362
JetBlue, 45
Jiffy Lube International, 46, 453
Jim Beam Brands Worldwide, 223
John Deere, 400

Johnson & Johnson, §, 55, 211, 289-290-

Joint space, 195

Jollibee, 187

Jos. A, Bank, 273

J-Phons Co., 188

JPMorgan Chase, 179, 290

Juan Valdez Café, 187

Judgmental methods, of potential and
forecasting, 81-83

Juniper, 125

Jupiter/Media Metrix, 84, 300

K
Kahina, 198
KAMSs. See Key account managers
Kana Communications, 365, 401
Kao, 5
Kayak, 459
Kellogg, 158, 325, 412
Kentucky Frisd Chicken, 150
Kovlar, 131, 128
Key account managers (KAMSs), 379
Keynote, 169 '
KXhiMetrics, 270
Klia, 59
Kimberly-Clark, 30, 94-95, 193
King Arthur, 47
Kiosks, 352353
Kirin, 350
Kitchenaid, 318
Kitsune, 60
Kleiner Perking Caufield & Byers, 3
Kmart, 5, 192, 353, 361; 362
Kodak, 39, 40, 44, 209-210

Advantix, 213, 214

APS, 212
Kohlberg, Kravis, and Roberts, 11, 160
Kola Real, 187
Konica, 210
Korex, 16
Kraft Foods, 325, 328, 368, 431
Kraft Foods China, 159
Kraft General Foods, 10, 41, 155
Kroger's, 193, 306 :
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L

Labatt USA, 257

Laboratory stores, 297298

Laboratory tests, of advertising copy
evaluation, 296298

Laggards, 99-100

Lambert's Pasta & Cheese, 234

Lands’ End, 90, 399, 410, 430

Lanisr Worldwide, 394395

Lansdale Semiconductor, 55—-56

Late majority, 99-100

La-Z-Boy, 51

LBO. See Leveraged buyout

Lcafe, 322-323

LCV. See Lifetime customer value

Leader-follower, game theory and, 173-174

Leadership, brand, 6, 7

Leading indicators, 82, 84

Lead users, 133

L'Eggs, 204, 324

Lego, 22, 222

Lehman Brothers, 23

Lenowvo, 28, 179, 350

Leo Burnett, 183, 279

LevePerson.com, 428

Leveraged buyout (LBO), 160

Levi Strauss, 179, 134, 354

Original Spin, 204
Project 501, 221-222

Lexus, 59, 113, 200, 314, 408

LG Electronics MobileComm
U.5.A. Inc., 283

Lifetime customer value (LCV), 28-29,
408-411, 414-416

Lightstorm Entertainment, 289

Line extensions, as new products, 213

Linksys, 373

- Living standards, higher, 186

Lloyds TSB, 132

Loblaw's, 193

Log files, 64

Logistics, 341

Logitech, 177-178, 184, 188,

199, 200, 363
Logos, 193-194
Long-term orientation, in cultural
differences, 145

POréal, 28, 94-95, 188, 290, 306

Los Angeles Dodgers, 270

Loss aversion, 442

Low enftry barriers, in services, 446—443

Lowe's, 9, 281

Loyalist customers, 423

Loyalty
brand loyalty, 180-181
sconomics of, 407-410
revenue growth and, 410

Loyalty programs, 428-42%

Lucent Technologies, 133—134

Lucky Supermarkst, 427

i
M (restaurant brand), 188
Magazines (print), 192, 211, 298-300
Magellan, 248
Mail orders, 398
direct e-mail, 401-402
direct mail, 399400, 402
direct mail marketing, 286
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Makers, 97
Management. See also specific types of
management
by competitors, 165-166
of distribution channels, 360-363
Manipulation, 75
Manischewitz, 40
M/A/R/C Research, 233
Marginal economic method, of sales force,
385-3886
Markst, 201
Market development, target, 104-108
Market development funding, 324-325
Market development strategy, 39
Market forecast, 77, See aiso Forecasting
demand; Potentiat and forecasting
Market growth, 201-202
Marketing. See also specific types of
marketing
alternative perspective on, 14-16
brend leadership in, 6, 7
changing nature of, 23-31
China and, 27-28
choices and, §
communications environment and, 20~30
by competitors, 164-165
customer base and, 28-29
customer orientation and, 11-13
customer power and, 25-26
customer satisfaction and, 29
database marketing, 29
definition of, 4-5
difficulties in, 5-6
finances for, 30-31
globalization and, 26-27
GPS for, 25
India and, 28
interactive marketing, 26
marketing concept in, 6-8
marketing philosophies for, 6-16
mass customization in, 29
mobile technology diffusion and, 24-25
organizational philosophies of, 8-11
outsourcing and, 16
R&D and, 241-242
ROI and, 30-31, 194185
skepticism about, 30
sugtainable marketing practices and, 31
as value-adding activity, 16
Marketing concept, 6-58
Marketing intermediaries, 343
Marketing manager
competitors and, 19-20
customers’ nesds and, 19-20
demographics and, 1920
economics and, 14-20
internal vs. external interactions of, 19-21
job of, 16-23
marketing plan of, 21-23, 63
political factors and, 19-20
social factors and, 19-20
technology and, 19-20
Marketing mix, 36, 37, 88, 163, 452-456
as 4P's, 51
segment-focused strategy and, 51-52
Marketing-mix modeling, 310
Marketing plan, 63
definition of, 21
hierarchy in, 21-22

outline for, 22-23
purpose of, 23
sequence of, 22

Marketing research, 347-348

data sources in, 62-77

definition of, 60

in industrial marketing, 137-138
monitoring current programs in, 60—61

potential and forecasting in, 77—84

primary data sources in, 87-77, 112,
170, 224

primary information sources in, 62,
170-171

purposes of, 61

research process in, 61-63

risk agsessment in, 60-61

scanning for opportunities/threats,
60-61

secondary data souzces in, 63-67

secondary information sources, 62,
168—169

target markets and, 138

Marketing strategy

“3Cs” of, 51, 56

core strategy in, 36, 43—45, 50-51

cost-/price-based competitive advantage
in, 45—46

customer/competitor targsts in,
36-37, 3541

distribution channels and, 351-352

foreign markets and, 41-43

marketing mix in, 36, 37, 51-52

mission statement for, 37

objectives in, 36-38

over PLC, 52-57

perceived quality or brand-based

* differentiation in, 48-50
in pricing, 247249
quality-based differentiation in, 46—48

Market penetration strategy, 38-39
Market potential, 77

estimation of, 7879

Market segmentation, 51-52, 89-100

in industrial marketing, 129138

Market share, 38, 201-202, 259-260
Market share pricing, 262
Market structure analysis, 151

definitions in, 152
demand-based methads, 152-157
supply-based methods, 157-158

Market testing, 82, 83, 230-221
MarkSearch, 158

Marks & Spencer, 48

Marlbora Friday, 250

Marriott Corporation, 60, 199, 445
Marriott Lodging, 379

Mars, 200, 301

Mary Kay, 380, 391

Mass communjcation models, 262-284
iass customization, 29, 90,

202-204, 430

Mass media, 283. See also Media

selection; “New"” media

MasterCard, 5, 186, 1845-197, 428
MasterCard International, 306
Matching/customizing, 348
Matrox, 189

Matsusghita, 10, 118

patents, 211

Mattel, 12, 362
Mature market, 39-40
Maturity phase, of PLC, 55, 57
iMaytag, 28, 183, 318
Mazda Miata, 180, 249--250
McCann Worldgroup, 413
McDonald’s, 6, 27, 40, 47, 48, 51, 154,
187,193, 198, 321, 323, 347, 366,
447, 454, 457
Chicken Selects, 212
Happy Meal, 268
MCI, 378, 378
McKinsey & Company, 274, 449
MDS. See Multidimensional scaling
Measurable response, 386
Measurement Initiative: Advertising,
Agencies, Media, end Researchers
{MI4), 308
Mececa Cola, 187
Medconference, 395-396
Media hunkies, 98
Mediamark Research Inc. (MRI),
78, 100-103, 161
Media selection, 298
advertising scheduling in, 208-305
contextual {it in, 303—304
duplication/wearout in, 304
“new” media for, 300-302
specific vehicle choices in, 302-304
traditional media for, 299—300
Medicine advertising, 49, 120, 133134,
179-18G, 271, 305, 321
Medimmune, 215
Mercedes-Benz, 42—43, 50, 128, 186, 187,
1948, 254, 256
Mercenary customers, 423
Merck, 271, 321
Vioxx, 120
Merrill Lynch, 158, 354, 435
Merwyn Research Inc., 224
Metrics, 82, 84, 255, 405, 431432
Metropolitan Opera, 40
MI4. See Measurement Initiative:
Advertising, Agencies, Media,
and Researchers
Michelin, 113-114, 154
MicroPatent, 168
Migcroprocaessors, 53
Microsoft, 40, 54-55, 135, 158, 168, 178,
188, 211, 290, 306, 316, 344,
352-355, 363, 417, 430
distribution for, 339340
Pocket PC, 170-171
Vista, 192
Windows XP, 177
Xbox, 240, 263, 430, 431
Middleman, 343
M.ilita.l'y, 1.S., 132, 302
advertising, 278-280
Millennials, 59-80, 54-95
Miller Brewing Co., 35-36, 38, 40,
51-562, 53
MillerCoors, 205
Millward Brown, 82, 137
Minnetonka, 54
Minolta, 205-210
Missionary selling, 381
Mission statement, 37
&M Mars, 155-156, 342
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M&Ms, 180, 184, 203, 286

Modified rebuys, 131-132

Mondavi, 201 |

Moore's Law, 260

Mosaic, 54-55, 55

Motorola, 9, 16, 20-21, 24, 38, 81, 83, 239

Mountain Dew, 149, 185, 192, 199, 323,
335336

Mouse Potatoes, 88

MRIL See Mediamark Research Inc.

MRM Partners Worldwide, 413

MTV, 53, 238, 289, 289

Multiatiribute model, 112114, 195-196

Multichennel marksting, 3565

Multidimensional scaling (MDS), 195-196

Muliilearning, 218

Multilevel marketing, 380

Multiple-channel systems, 355-357

mySimon, 272

MySpacs, 23

M
Nabisco, 212
NAIC. See North American Indunstrial
Classification
NAICS 32221, 137
Naive extrapolation, 81-82
Name your own price (NYOP), 2712732,
274, 459
Nash equilibrium, in game theory, 172
National Academies Press, 257
Mational brands, 192
National Center for Health Statistics, 78
National Football Leagus, 40, 71 -
Mational Quality Research Center, 421
National sales force, 377-379
National sales managers (NSMs), 376
National Semiconductor, 141-142
NCE, 229
NDS/Equifax’s MicroVision, 104
Necco, 342
Needs, of customers, 19-20, 226228
Negotiation, 348
MNeiman Marcus, 323
Nestls, 8, 50, 119120, 180, 200, 284, 290,
328, 242, 413 )
Nestlé Refrigerated Food Company
(NFRC), 234-235 .
netCustomer, 125—127, 140, 143-144, 271
Netflix, 121, 321, 347 .
Net Promoter, 74
Netscaps, 55
WetScreen, 125
Network effects, 54
Metwork externalities, 118-119
Networks, ECNs as, 158
New Age Nurturers, 95
MNew-category entries, 213
New Coke, 5,15, 150, 184
New England Confectionary Company
(Necco), 342
Newly married couples, in family life
cycle, 114
“New"” media
branded entertainment, 30, 301, 303
callphone texting, 301
videogames, 302
the Weh, 300-302
word-of-mouth, 111, 301

New-product development, 209-212
approaches to, 216-219 -
marketing/R&D integration in, 241242
over PLC, 241
product design in, 240
shorter cycles in, 238240
sugcess in, 213-215
topics in, 238-242

New-product development steps
concept generation in, 220-223
concept screening in, 223-228
forecasting demand in, 229-238
product definition/concept development

in, 226-229

NewsDirectory’s 24-Hour Newsstand, 169

Newspapers (print), 299-300

New-task purchase, 131-132

Newton, 9, 117, 136

New-to-the-company, 213

New-to-the-world, 213

New York Mets, 270

NFO WorldGroup, 224

NFO Worldwide, 75

NFRC. See Nestlé Refrigerated Food

Company
Nike, 50, 90, 184, 193, 213, 258, 276, 283,
302, 430

Nikon, 209-210

Nintendo, 40, 211

Nissan, 42-43, 113, 314

Nolda, 20, 25, 81, 171, 188, 211, 2580, 437

Nonpersonal channels,

of communication, 283

Nonstandardization, of services, 438439

Nordstrom, 47

Nortal, 389

Narth American Industrial Classification

(NAIC), 157158

North American Industrial Classification

codes, 65 ’

Northwest Airlines, 310, 459

Norton, 189

Novartis, 76

Novell, 364

NSMSs. See National sales managers

NTT, 43

Nuprin, 97

NYOP. See Name your own price

O
Oakley, 182
Objectives, 36-38
in advertising, 309
in competitor analysis, 1569-160
in customer-oriented promotions,
327-328
foreign markets and, 4243
in sales promotion, 326-333
tasks vs., 306
in trade promotions, 330~331
Observability, 117
Observation, in design process, 240
OEM. See Criginal equipment
manufaciurer
Office Depot, 121, 346, 358
Olympus, 210
Qmnicom, 290, 301
COmce Famous, 70
One-to-one marketing, 90
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On-the-air/recall tests, 298
Operating costs, customer loyalty and, 410
Cperating variables, 129-131
Operations, 447
Oracls, 9, 125, 133—134, 136, 158, 270,
F16, 321, 389, 393, 427
Oral-B, 48, 187
Orbiiz, 274, 455, 459
Oreck, 306
Organizational buying behavior
customer buying decisions and, 138-146
customer identification and, 129-138
industrial vs. consumer marketing,
127-129
Organizational marketing, 127
Organizational philcsophies
marketing driven, 10-11
R&D focus as, 8-10
sales driven, 8-9
Organizational structure
market-based structurs as, 15-19
product-based structure as, 17-18
Original equipment manufacturer (OEM),
189190, 363264
Outdoor advertising, 209-300
Cutsourcing, 254
India and, 28
marketing and, 16
Overhead costs, 260-261

P
P3P. See Platform for Privacy Preferences
Packaged Facts, 119-120
Packaging, 179, 204205
Palm Inc., 136, 170171, 240
Palm Pilot, 8-10, 136
Pan American Airlines, 5
Panasonic, 132
Pansls, 74-75
Parallel imperting, 367
Parfitt-Collins model, 232-233
Parsimony, 104
Patchi, 187
Patent and Trademark Office, U.5.
(USPTO], 210-211
Patent/rademnark filings, for information, 168
Paul Mitchell, 354
Payoff matrix, in game theory, 172
PayPal, 136137
PayPerClip, 268
PDAs. See Parsonal digital assistants
PDF, hard-copy publications vs., 257
PDMA. See Product Development and
Management Association
Penetration, 38-39, 54
Ponetration pricing, 262
Pentax, 210
People magazine, 192
PeapleSoft, 125, 136
PepsiCo., 39, 194, 255, 325, 327, 375
Code Red, 185, 199
Diet Pepsi, 5, 89, 149, 153
{Gatorade, 150, 152, 303, 342
Mountain Dew, 149, 185, 192, 199, 323,
335-336
Tava, 238
Tropicana Orange Juice, 183, 197,
283-284
Voltage, 185
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Perceived fairness, 276
Percaived quality or brand-based
differentiation, 48, 181, 264—265
brand equity for, 50
brand positions for, 49-50
perceptual map for, 49-50
Perceived risk, 118-119
Perceived value, See Customer value
Perceptual map, 49-50
. Periodic discounting, 271
Perkin Flmer Applied Biosystems
Division, 48
Permission Marketing, 402
Personal characteristics, in industrial
marketing, 130
Personal digital assistants (PDAs), 9-10,
138, 227
Personal selling/direct marketing,
284-285, 288, 373
compensation in, 369-391
designing sales territories
in, 384-389
direct marketing in, 396-403
sales force control and evaluation in,
391-393
sales force/marketing organization in,
374-380
" sales force performance management in,
382-384
salespersons in, 380-382
setting sales quotas in, 389
technology in, 393306
PetSmart, 359
Peugeot, 160
Piizer, 155, 211, 321, 394
Listerine PocketPaks, 156
P&G, 94-95
PGMs. See Prodnct group managers
Pharmaceuticals, 120
Philip Morris, 11, 35, 160, 250
Phone orders, 398
Physical surroundings, as situational
influence, 119
Physiological methods, of advertising
copy evaluation, 297
Pier 1, 428
Pillsbury, 431
Pionesr, 346
Pioneer Hi-Bred, 239
Pizza Hut, 150, 366
Plant tours, for competitor
information, 170
Platform for Privacy Preferences
{P3P), 402
Playtex Products, 155
PLC. See Praduct life cycle
Plus, 429
Pids. See Product managers
Point-of-purchase (POP) advertising, 326,
333
Point-of Purchase Advertising Institute
{POPAI), 333
Polaroid, 240
PQOP. See Point-of-purchase (POP)
advertising
POPAIL See Point-of Purchase Advertising
Institute
Populations, static, 186
Parschae, 113, 199, 250

Portfolio approach, 201-202
Portfolio tests, for advertising, 206-297
Port Import Export Reperting Service
(PIERS), 169
Position, 195. See alse Product
positioning
Postal Service, U.S., 12
Postpurchase evaluation, 144
Postpurchasing behavior, 114
Potential and forecasting
association/causal methods of,
81-82, 84
basic calculations in, 77-79
correlation in, 84
counting mathods of, 81-83
econometric models in, 84
execuiive opinion method in, 82
exponential smoothing method in, 83
extrapolation in, 83-84
forecasting in, 77, 80-81
judgmental methods of, 8183
leading indicators in, 84
in marketing research, 77-84
markst potential in, 77-79
market surveys in, 83
market testing in, 82, 83
moving average method in, 83
naive extrapolation in, 81-82
regression analysis in, 84
sales force method in, §1-82
sales potential in, 77, 79-80
scenario planning in, 81
time-series mothods of, 8184
tp on, 64
Powerade, 150
Power distance, in cultural differences,
145-1486
PPG Industries, 254
Pragmatisis, 134-135
Premier Industrial Corporation, 47
Premiums, 317, 323, 331
Prastige pricing (skimming}, 262
Price. See Cost(s)
Price bands/price tiers, 247-248
Price discrimination, 247, 269-270
Price elasticity of demand, 252-253
PriceGrabber, 272273
Priceline, 271, 274, 459
Price points, psychology and, 255
Price premium, customer loyalty
and, 410
PriceSCAN, 272
Price unbundling, 268
Price war, 263
Pricing, 245, 364
buyer/supplier power and, 266
competition and, 259260
competitive pricing, 263
costs and, 246, 260261
differential pricing, 269-272
ethics vs., 252, 276
export strategies end, 275
factors in, 261
global pricing issues, 274-275
industry conditions vs., 266-287
Internet and, 272-274 )
marketing strategy in, 247-249
market share pricing, 262
market share vs., 2560-260

new entrants and, 266
online auctions and, 274
of online music, 245-246, 251
penstration pricing, 262
perceived quality vs., 264265
perceived value and, 249259
PLC and, 265-267
prestige pricing/skimming, 262
psychology vs., 263—265
refarence price, 263-264
return on sales pricing/investment
pricing, 262-263
rivalry and, 266
for siability, 263
strategic pricing gap vs., 261-267
substitutes pressure and, 266-267
tactics for, 268—272
3Cs of, 246
unused capacity and, 267
Pricing to value, 249, 269
Primary data sources
experiments, 75-76
focus groups as, 68-70, 224
globel considerations, 76-77
informal, 67
in-store video monitoring as, 70
models and simulations, 76
observations/ethnographic ressarch,
70-71
panels, 74-75
purchase set and, 112
qualitative research, 67-70
sales force as, 170
sampling considerations, 72-73
surveys, 72~74, 83, 224, 254-255
survey types, 73-74
Primary information sources, 62,
170-171
Primary neads, 226-227
Prisoner’s dilemma game, 173
Prius, 12, 59
Privacy issues
in GRM, 431
direct marketing vs., 402-403
Private labels, 193
Private labels, competition against, 272
Privatization, 160
PRIZM, 103-104
Problem children, in market share,
201-202
Procter & Gamble, 5-6, 10, 15, 25-26, 28,
48, 54, 94-95, 158, 179-180, 187,
204, 212, 239-240, 258, 289, 293,
316, 341, 350, 366-367
Crest toothpaste, 213, 224, 268
product management system from, 17
Tide Basic, 89, 268
trade promotions in, 331-332
Product assembly, in distribution
channels, 349
Product category, 152
Product category competition, 153
Product class, 152, 153
influences, 116—119
Product decisions
branding in, 178194
branding/marketing ROI in, 194-195
mags customization in, 202-204
packaging/product design in, 204208




product feature decision in, 199
product line in, 199-202
produci positioning in, 195-198
Product definition, 226-229
Product design, 179, 204-206
by competitors, 164185
Preduct Development and Management
Association (PDMA), 213-214
Product feature decision, 199
Product features, 179
Froduet form competition, 153
Product group managers (PGMs), 17
Production, 439
by competitors, 164-165
Product life cycle (FLC), 198
advertising message strategy vs., 293
decline strategies in, 55-57
definition of, 52
global aspects of, 56-57
growth phase in, 54-55, 57
introductory phase of, 5354, 57
marketing strategies over, 52-57
maturity strategies in, 55, 57
pricing and, 265-267
use of, 56
Product line, 179
decisions on, 199-202
differentiation in, 200
number in, 200
resource allocation in, 200-202
Product-line pricing, 268-269
Product line strategy, 199-200
Product managers (Pis), 17
Product-oriented promotions, 321
Product placement, 30
Product portfolio, 202
Produet positioning, 36, 37, 50-51
atiribute-based methods for,
195196 '
decisions of, 196-198
determination of, 195-196
MD3 for, 195-196
multiple positions in, 198
in product decisions, 195-198
19positioning in, 50-51, 197-198

_Product types, 152

Produci variants, 152
Professional services, 448-449
Profitability
hase profit, 410
markeiing concept and, 7-8
price cuts vs., 257-259
Profit based quotas, 389
Profitlogic, 270
Progressive, 270
Progressive Grocer, 100
Promotion, 364
Promotion budgeting, 333
advertising vs., 334-335
Pronto, 134
PSA Peugeot Citrodn Maybach, 128
Psychographic variables, 90-81
Publicis, 309
Publicis Groups, 290
Publicity/public relaticns, 287
Public relations, 287
Publishers’ Clearing House, 323
Pull, 341
Pulse, 310

Pulsing, in advertising, 304

Purchase decisions
buying process in, 142144
buying roles, 119120
consumer marketing and, 110120
cultural effects on, 144148
external/internal influences on, 144
how in, 140146
options, 111-112
postpurchasing behavior, 114
search for alternatives, 111
when to buy, 121-122, 146
whers to buy, 120121, 146
why in, 138-140

Purchase influences, 144
compatibility as, 117
complexibility as, 117
culiure as, 115-116
group influences as, 114-116
network externalities as, 118—-119
observability as, 117
product class influences as, 116-119
relative advantage as, 116-117
situational influences as, 119
social class as, 115
trialability as, 117

Purchasers, 119, 140

Purchase set, 111

Purchasing approaches, 120121,

129-130,138

Pure Digital Technologies, 373

Push, 341

Pyramid, 380

Q
QFD. See Quality function deployment
Qibla Cola, 187
Quaker Oats, 152, 342
Snapple, 342

* Qualcomm, 20

(Qualitative research, 67-70
Quality. See also Perceived quality or
brand-based differentiation
of service, 439-445, 458
TOM, 8
Quality-based differentiation, 46—48
Quality function deployment (QFD),
227-228
Quantjtative research, 68
Quantnm, 363
QVC, 350

R

Race, consumption vs., 84-96

Rackspace, 425

Radio, 299-300

Radiohead, 271-272

Radio Shack, 121, 354

Range Rover, 301

Rapid prototyping, 239

RBS, 132

RC2 Corporation, 12

RCA, 10, 134135

R&D. See Research and
development

Readability tests, 297

Recognition tests, 298

redbox, 347

Red Bull, 150
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Reebok, 353

Reference price, 263-264

Referrals, 410

Regional Bell, 18-18

Regicnal brands, 192

Regression analysis, 82, 84

Relationship customers, 28-29, 407.
Ses afse Customer relationship
management

Relative advantage, 116-117

Relative shars, 201-202

Renajssance, 199

Renauli, 117

Repest rates, for new products, 232-236

Replay Networks, 299

ReplayTV, 198, 230

" Repositioning, 50-51, 197198

Reputation, in professional services, 448
Request for proposals (RFF), 143
Research and devslopment (R&D), 9
Blu-ray HD discs, 14-15
marketing and, 241-242
performance vs,, 211
revenue for, 210-212
Research in Motion, 137, 211
Raservation price, 249
Residence Inns, 189
Resource allocation
for distribution channels, 352
in product line, 200-202
Response selling, 380
Retail branding issues, 192-194
Retailer promotions, 317, 325-326, 333
Retail store customer satisfaction, 422
Return, on service quality, 444—445
Return on investment (ROYJ, 24,
125-126, 123
markating and, 30-31, 194-195
Return on quality (ROQ), 444445
Rsturn on sales pricing (investment
pricing), 262-263
Revenue growth, loyalty and, 410
Reverse engineering, 64
for competitor information, 170
Revionics, 270
Revlon, 26
RFF. See Request for proposals
Ricoh Corporation, 177, 394
Risk taking, in distribution
channels, 348
Ritz-Carlion, 90, 423
R.J. Reynolds, 11
RJR Nabisco, 160
Rochs, 211
Rockwsell Collins, 168, 170
ROI. See Return on investment
Rolex, 265
Rolls-Royce, 128, 182, 428
ROQ. See Rehurn on quality
Ross Controls, 203
Round Table Pizza, 192
Royal Bank of Canada, 419 .
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