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perception of brand equity
Randle D. Raggio

WHAT BRAND EQUITY 1S

Derived from the concept that a brand repre-
sents a promise of salient benefits to a set of
target consumers (Blackett, 2003), brand equity
is the perception that a brand delivers on its
promise of benefits (Raggio and Leone, 2007).
This definition implies that brand equity is
an intraindividual concept-that is, it lives in
the hearts and minds of consumers. It is also
context specific, in that a person can hold a high
amount of brand equity for a brand on partic-
ular occasions, but not on other occasions, as the
salience and importance of the promise, and the
brand’s ability to deliver on that promise, can
be perceived to change across occasions (e.g.,
TLava soap may enjoy high brand equity among
do-it-yourself auto mechanics in the shop, but
this equity may not transfer to more common
domestic cleaning situations) (Raggio and Leone,
2007).

WHAT BRAND EQUITY DOES

Brand equity moderates the impact of
brand-related information such as advertising,
product-use experience, and word of mouth,
producing more favorable customer reactions
toward a product and the way it is marketed
when the brand is identified, as compared to
when it is not (Keller, 2008). Those who hold
high amounts of brand equity are more likely
to believe positive information about the brand,
less likely to believe, or more likely to discount
or counterargue, negative information, and more
likely to give the brand the benefit of the doubt
(e.g., when faced with product quality prob-
lems, product harm crises, or price or product
challenges from competitive brands, etc.).

OUTCOMES OF BRAND EQUITY

Potential outcomes of brand equity include
positive brand image, higher perceived quality,
brand-name awareness, brand loyalty, brand
choice, higher willingness to pay a price
premium, more favorable reaction to brand
extensions, less vulnerability to competitive

marketing tactics, and so on (Keller, 2008),
and it may produce these effects in consumers,
channel partners, potential employees, govern-
ment/regulatory agencies, financial institutions,
and so on (Raggio and Leone, 2007). As a result,
brand equity is a valuable intangible asset for
a firm, through its ability to positively impact
the cash flow of the firm that owns it or uses it,
for example, through licensing agreements (see
BRAND VALUE for more information on how
brand equity impacts brand value). However,
related to the idiosyncratic nature of brand equity
described above, some consumers may hold high
levels of brand equity but not (yet) be prospective
users of the brand, so the lack of specific market-
place behaviors by a particular set of consumers
(e.g., purchase) is not evidence that brand equity
does not exist (e.g., luxury goods, baby-care
products, college education, etc.) (Raggio and
Leone, 2007). Likewise, because brand equity
is based on consumer perceptions, specific
marketplace behavior (e.g., purchase-even
at a price premium) is not necessarily an
indication that brand equity does exist, as some
purchases may be driven by product attributes
or ingredients, price, induced behavioral loyalty
(e.g., airline frequent-flyer membership), or
availability (Raggio and Leone, 2007).

BRAND EQUITY AS AN ASSET

Though brand equity is a valuable intangible
asset, it is not a separable asset that can be
traded in the marketplace like a patent, trade-
mark, logo, or certain brand associations (e.g.,
paid endorsements) (Barwise, 2003), or valued
accurately apart from the specific firm that owns
or uses the brand, or a context-specific usage
or consumer behavior. For example, it may be
possible to determine the impact of brand equity
on favorable impressions of a brand extension,
but the effect may be different if the exten-
sion were produced by a license, or if the focal
outcome were changed to willingness to pay a
price premium. Measures of brand equity should
consider both its immediate effects on current
prospects and its ability to attract new users who
are not currently prospects for what the brand
has to offer (Raggio and Leone, 2007).
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2 perception of brand equity

BuIiLDING BRAND EQUITY

Brand equity is built by what the brand /as and
what the brand does to create the perception that
the brand indeed meets its promise of benefits.
Strong, positive, and unique brand associations
are necessary to build brand equity, and can
be driven by the product itself through salient
attributes/features/ingredients and through
its performance, linkages to positive feelings,
memories, images, judgments, and so on, or by
other proprietary brand assets such as patents,
trademarks, exclusive distribution contracts, or
endorsements that competitors cannot copy, to
create a brand that resonates with consumers in
context-specific usage (Keller, 2008).
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customer equity

Katherine N. Lemon and Loren J. Lemon

Customer equity is defined as the total lifetime
value of a firm’s current and potential customer
base. The customer equity (CE) construct can
be utilized via both a conceptual framework
(CE framework) and a mathematical model (CE
model) which will allow a firm to evaluate various
marketing initiatives, either conceptually or by
a potential-ROI analysis, in order to create,
manage, and grow the firm’s CE (Blattberg and
Deighton, 1996; Rust, Llemon, and Zeithaml,
2004; Rust, Zeithaml, and Lemon, 2000). The
CE framework utilizes three primary elements
that drive the creation and dynamic growth of
CE: value, brand, and relationship.

The “value driver” is the customer’s assess-
ment of the utility of the firm’s offering based on
the customer’s objective perception of what is
given up for whatis received. Typical subcompo-
nents are quality, price, and convenience. Quality
encompasses the customer’s objective percep-
tion of the physical and nonphysical attributes
of the offering. Price represents ‘“what is given
up by the customer,” usually, but not always,
money. Convenience relates to the customer’s
time and other costs in obtaining the offering
and doing business with the firm (see SERVICES
MARKETING STRATEGY; AFRAMEWORK FOR
CREATING VALUE PROPOSITIONS).

The “brand driver” is the customer’s
subjective/intangible assessment of the firm
and the offering. Typical subcomponents are
brand awareness, brand perceptions, and firm
ethics. Brand amwareness encompasses those
firm actions (e.g., advertising) that influence
and enhance the customer’s awareness of the
subject brand. Brand perceptions deals with the
customer’s attitude toward that brand (i.e.,
how much the customer identifies with, or
subjectively values, the brand). Firm ethics deals
with the firm’s acts or omissions that influence
the customer’s subjective perceptions of the
firm (e.g., charitable/community activities,
privacy policies, and corporate misconduct)
(see PERCEPTION OF BRAND EQUITY; BRAND
VALUE; BRAND GROWTH STRATEGY; BRAND
STRATEGY).

The “relationship driver” is the customer’s
tendency to stick with a firm for reasons other
than just the customer’s objective and subjective
assessments of the firm’s offerings or brand, and
focuses on the direct (or indirect) interactions
between the customer and the firm. Typical
subcomponents are loyalty programs, affinity
programs, and commumnity-building  programs.
Loyalty programs reward the customer for
specific behaviors (e.g., flying on the airline)
with tangible benefits (e.g., free tickets). Affinity
programs seek to create strong emotional ties with
the customer by connecting the firm’s offering
with other aspects of the customer’s life (e.g.,
college alumni Visa cards). Community-building
programs link a customer with a group of other
like customers of the firm (e.g., Harley Owner
Groups (HOGS)) (see SERVICES MARKETING
STRATEGY).

Implementation of the CE framework begins
with the determination regarding which of
the drivers are key for the target customers.
(This can be determined by a variety of
ways; usually target customers are surveyed to
determine their perceptions of the company’s
and its competitors’ performance with regard
to the CE drivers) (see CUSTOMER ANALYSIS).
The firm then assesses its performance on
the identified key drivers, and compares its
performance with the relative importance of
such drivers to the customer and relative to its
competitors.

Using additional data necessary to calcu-
late individual average CUSTOMER LIFETIME
VALUE (CLV) and the aggregate firm CE, the
firm can utilize the CE model to determine the
potential relative impact that various marketing
initiatives may have on the firm’s CE. (While
the detailed mathematics behind the model are
beyond the scope of this article, the model takes
into account brand switching patterns, Markov
chain analysis, demographic projections, life
expectancy forecasts, and value discounting) (see
CUSTOMER RELATIONSHIP MANAGEMFNT).
By running the CE model on a variety of
potential marketing initiatives, the firm can
then compare and rank the various initiatives
on a “CE return on marketing investment”
perspective.

With insights derived from the CE framework
and CE model, a firm can tailor its marketing
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efforts to meet unfulfilled customer expectations,
and identify and exploit situations in which the
firm has a competitive advantage vis-a-vis its
competitors (se¢e MARKETING STRATEGY MO-
DELS; A FRAMEWORK FOR CREATING VALUE
PROPOSITIONS). This allows the firm to make
a more disciplined and informed decision on
which marketing initiatives to implement and at
what levels.
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brand growth strategy
Victoria L. Crittenden

INTRODUCTION

The strategic opportunity matrix identifies
four major strategic alternatives for company
growth: market penetration, market develop-
ment, product development, and diversification
(Ansoff, 1957). Brands are fundamental compo-
nents of each of these strategic growth options,
and the company’s MARKETING STRATEGY
depends strongly on decisions surrounding
brand strategies (se¢e BRAND STRATEGY) within
the larger context of MARKETING PLANNING.
Evolving over time, brand strategies range
from corporate brands to individual brands.
This evolution is driven by competitor innova-
tions, changes in customers’ wants and needs,
and overall neglect that leads to atrophy of brand
value (Capon et al., 2001). The potential harm
to BRAND VALUE, brand equity (se¢e PERCEP-
TION OF BRAND EQUITY), and CUSTOMER
EQUITY has long-term ramifications for
shareholder value. Both business-to-consumer
and business-to-business companies should plan
strategically with respect to brand architecture.
That is, all companies must understand the
various strategies for brand growth so as to
create brand value/equity and customer equity
which lead to long-term shareholder value.

Brand growth strategies. 'The five major strate-
gies for brand growth are line extension strategy,
brand extension strategy, cobranding strategy,
flanker strategy, and new brand strategy. There
are no hard and fast rules as to when one brand
growth strategy takes precedence over another.
Brand growth requires a unique blend of art and
science. Careful monitoring of the marketplace
with respect to competition and customer desires
is critical to brand growth strategy formulation.

Line extension strategy. The line exten-
sion strategy, probably the most common brand
growth strategy, is a powerful tool in a product
manager’s toolbox. A line extension is when a
parent brand is used to brand a new product
that targets a new market segment within the
product category served currently by the parent
brand (Keller, 2007). A fairly common example

of the line extension strategy is Crest tooth-
paste. A quick scan of the Procter and Gamble
website highlights the depth of line exten-
sions. For example, Crest toothpaste comes
in a wide variety of product offerings: Pro
Health, Weekly Clean, Whitening Expressions,
Whitening, Cavity Protection, Tartar Protec-
tion, Sensitive Teeth, Flavors, Baking Soda,
Gels, Liquid Gels, Paste, Striped, and For Kids.

In the Crest example, the relationship between
the core brand (Crest) and the line extensions is
that Crest serves as the endorser of the exten-
sions. A consumer may purchase whitening
toothpaste for the benefits of whitening, but
purchase Crest Whitening for the assurance of
the Crest brand. Yet, Whitening would likely
carry no weight as a stand-alone brand without
the endorsement of Crest. In other instances
of line extension, both the core brand and line
extension exert influence on consumer decision
making. The Toyota Avalon, Toyota Camry,
and Toyota Corolla are examples of line exten-
sions where the core brand (Toyota) and the
extensions (Avalon, Camry, and Corolla) are
important designators of brand building power.

Product managers must keep in mind the
line logic when considering line extensions.
Line Logic™ is a disciplined approach to
creating and presenting a full complement of
product line extensions (Reffue and Crittenden,
2006). The six interrelated elements in the Line
Logic™ framework are segmentation, naming
conventions, design elements, tiered feature
sets, pricing, and packaging. In considering the
logic behind line extensions, this framework is
useful for building a strong portfolio of line
extensions — all of which work to complement
each other and increase the overall market share
and profitability. Line extensions should be a
source of new revenue for a company; yet, one
of the biggest fears is that the line extension will
fail and damage the core brand in its failure.

Brand extension strategy. While a line
extension uses the core brand name in the same
product category as the original core brand, a
brand extension strategy uses the brand name
asset to penetrate new product categories with a
new product (Aaker, 1990). The brand extension
strategy utilizes brand name recognition as a
way to have immediate name recognition in
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a particular product category. Seven types of
brand extensions have been suggested (Tauber,
1988). These seven types and examples of each
are as follows:

1. Same product in a different form - this is one
of the simplest forms of brand extension; an
example of this form is when Ocean Spray
created cranberry juice cocktail (a drink) by
using its original food product (cranberries).

2. Distinctive taste/ingredient/component in
new item — this is when a company takes a
key ingredient or component of a branded
product and uses that component in another
product; an example is Arm & Hammer
(original product was baking soda) with its
Carpet Deodorizer.

3. Companion products — this is the extension
of the brand into a product that can be used
with the original branded product, such
as Log Cabin syrup offering Log Cabin
pancake mix.

4.  Same customer franchise — an attempt to
leverage a brand name by selling something
additional to the current customer base; an
example would be the American Express
gift card, which is a typical gift card but
leverages the American Express brand and
reputation.

5. Expertise — this is when a brand extension
is offered in a product category for which
the customer expects the company to have
expertise; for example, BIC was the leader in
disposable plastic pens and transferred this
disposability expertise to disposable lighters
and razors.

6. Benefit/attribute/feature owned - this is
when consumers tend to associate a partic-
ular attribute with a brand; an example of
this is when Ivory soap used its mildness
attribute to extend into a mildness posi-
tioning for shampoo for daily use.

7. Designer image status — this is when the
status of the original brand extends its status
to other product categories, such as the
Porsche name appearing on sunglasses.

A brand extension strategy can help combat
entry barriers put in place by prominent brand
name domination of particular product cate-
gories. Consistent with this, the primary benefits

to the brand extension strategy are capitalization
on the company’s most valuable asset - its brand
names, investment outlays typically necessary
to establish a new brand are minimal, intro-
duction of the new brand can increase sales for
the parent brand, and reduced risk of failure
(Tauber, 1988).

Yet, there can be a dark side to brand exten-
sions. Failures are attributed to a variety of
reasons (Aaker and Keller, 1990; Capon et al.,
2001). For example, a lack of association between
old and new products can lead to consumer
confusion or even consumer disinterest. Often-
times, the unique image of the original brand
is not transferable to the brand extension. Even
worse, the extension might be perceived to be of
lower quality than the original product with the
same brand name. Competitively, there might
already be a dominant brand in the new product
category, which could lead to unexpected and/or
time-consuming competitive battles.

Cobranding strategy. The cobranding
growth strategy is the formation of an alliance
between popular brands. While not necessarily
new to the marketplace, this cobranding
growth strategy has become more prevalent
given the popularity of alliances as a growth
strategy in general. The synergy created by
two well-matched brands can clearly enhance
long-term value to the firm, with products
signaling unobservable qualities by having a
brand ally (Blackett and Boad, 1999; Rao, Qu,
and Ruekert, 1999).

A physical cobranding growth strategy occurs
when the two brands come together to form one
product. Examples include a Dell PC with Intel
inside and Diet Coke with NutraSweet. Ford
Motor Company, however, has tried its hand at
a different form of a cobranding growth strategy.
In the mid-2000s, the company introduced
the Ford F-150 Harley-Davidson. In the early
1990s, Ford cobranded with Eddie Bauer to
offer Eddied Bauer branded Ford vehicles. Both
of these Ford examples represent a cobranding
that is more symbolic in nature in that neither
Harley-Davidson nor Eddie Bauer provided
component parts to the vehicles. Instead, the
cobranding strategies at Ford were meant
to relate Ford and Harley-Davidson/Eddie
Bauer in the minds of the consumers and
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signal an unobservable aspect of the Ford
vehicles.

Following a cobranding growth strategy has
many benefits, not the least of which is bringing
together the power of two strong brands to the
marketplace thus enabling a new product to tap
into the market following of both brands. On the
flip side, however, companies must be careful
when bringing together disparate brands that
might cause confusion in the consumer’s mind.
For example, some consumers might not opt
for the Eddie Bauer version of the Ford if they
are unsure as to the significance of an Eddie
Bauer vehicle, instead attributing Eddie Bauer
to a line of clothing or retail stores. Additionally,
neither company has control over the actions of
the cobranding partner. Thus, something that
harms the reputation of one could spill over
and have a negative impact on the cobranded
product.

Flanker strategy. The flanking strategy has
its roots in warfare. As related to marketing,
the flanking growth strategy is one of the
MARKETING WARFARE STRATEGIES. The
general idea is that a company positions products
in such a way as to have a presence in various
market segments. In military jargon, the flanking
growth strategy reduces the maneuverability
of the enemy (competitor), with a defensive
flanking strategy referred to as a flanking position
and the offensive strategy referred to as a
Sanking attack. As a defensive move, a company
following a flanking growth strategy will offer
products in peripheral/secondary markets so as
to prevent competitive attacks on a weak or no
brand position. Offensively, the flanking growth
strategy is engaged to avoid a head-on or direct
confrontation with an established competitor.
The flanking brand growth strategy suggests
that the brand is a fighting brand. A company
following this strategy generally does not want
to use its leading brand in battle, as the risks
are too great. Thus, the company brings out the
fighting brand to battle on possibly less strategic
fronts and/or to prevent the competition from
gaining market entry from a vulnerable position.
Cytosport, the parent company of Muscle
Milk, understands the flanking brand growth
strategy. With Muscle Milk as a market leader
in a growing health and nutrition marketplace,

brand growth strategy 3

Cytosport recognized that other companies
would want a piece of this rapidly expanding
marketplace. Rather than only attempting to
capture this growth via line or brand extensions,
Cytosport focused on Cytomax as its flanking
brand. Cytomax was intended to head off attacks
in expanding market segments. The company’s
strategy has been to offer a core brand and then
have strategically derived flanking brands in
market segments as necessary.

Pharmaceutical companies have also begun
using flanking strategies by aligning with generic
competitors in an effort to capture a share of the
generic marketplace. Use of the flanking strategy
in this context means that large pharmaceutical
companies are not fighting head to head with the
generic firms; rather the large pharmaceutical
companies are using a form of cobranding as a
flanking brand strategy.

A major risk in the flanker brand growth
strategy is that the market segments may not be as
clearly delineated as hoped. That is, consumers
might trade down to the flanker brand. Thus,
this is a particularly risky brand growth strategy
in difficult economic times.

New brand strategy. Thenew brand growth
strategy leverages the existing brand’s marketing
clout in the introduction of a completely new
brand. The company may be attempting to tap
into new markets that might not fit the profile
of the current customer base. Thus, there is
a new brand offering in a product or market
class that was not served previously by the
company.

Toyota has followed the new brand growth
strategy quite successfully with its Lexus and
Scion product offerings. Toyota introduced
the Lexus to compete in the very high end of
the market — a consumer market that might
have been turned off by a Toyota product
which is considered more for the middle,
mainstream marketplace. Similarly, in the
mid-2000s, Toyota sought to capture the
younger demographic with the Scion. While
the Lexus consumer did not see the Toyota as
an upscale automobile, the younger marketplace
had a difficult time seeing Toyota as a trendy
and fun car to drive. Thus, Toyota entered
this market with the Scion. While both Lexus
and Scion consumers know that Toyota is the
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parent company, neither group of consumers
see themselves as driving a Toyota automobile.
Yet, both groups know that their vehicles are
backed by Toyota quality even without the
Toyota brand name on the product.

In a similar move, Pepsi expanded into the
non-cola market with a tea beverage named
Tava. A fruit-flavored, caffeine-free drink, Tava
allowed Pepsi to enter a new market with a
new product. Branding the product as a Pepsi
product would have enforced a strong association
with a cola drink — something Tava is not. Addi-
tionally, the entirely new brand allowed Pepsi
to experiment with some non-traditional media
alternatives without risking Pepsi’s traditional
branded products.

The Toyota and Pepsi examples portray new
brand strategies that work for companies. In
both instances, the companies were extending
into comparable product categories in seeking
new consumers. An example of a new brand
strategy that did not work well was the effort
by Anheuser-Busch to break into the salty snack
market with Eagle Snacks. While eating salty
snacks might increase beer consumption, a beer

Table 1 Summary of brand growth strategies.

company offering a new brand of salty snacks
did not resonate with consumers.

The new brand strategy enables a company
to grow without compromising its reputation
in already-strong markets. A company is able
to exert influence in the marketplace with its
marketing clout, but it is not putting its reputa-
tion at risk. Yet, since there is no guarantee that
consumers will naturally connect the goodness of
the core brand with the new brand, the company
is also foregoing any possible positive spillover
effect.

Timing of brand growth strategies. Prominent
in marketing strategy is the idea of the first
mover advantage (see FIRST-MOVER (PIONEER)
ADVANTAGE), yet brand growth strategies do
not necessarily follow this early or first entry
idea. For example, one study found that brand
extensions entering early in the market lifecycle
were more likely to fail (Sullivan, 1992). Entering
late in the market lifecycle was suggested as the
preferred strategy for a brand extension. Within
the same study, it was found that the new brand
growth strategy was likely more effective in the
early stages of the market lifecycle, with early

Strategy Core Brand

Growth

Line extension Crest (toothpaste)

Toyoto (cars)
Ocean spray

Arm & Hammer
Log Cabin
American Express
BIC

Ivory

Porsche

Dell PC

Diet Coke

Ford Motor Co.
Muscle milk
Pharmaceutical Cos.
Toyota

Pepsi

Brand extension

Cobranding

Flanker

New brand

Pro health, weekly clean, whitening expressions,
whitening, cavity protection, tartar protection,
sensitive teeth, flavors, baking soda, gels, liquid
gels, paste, striped, for kids

Avalon, Camry, Corolla

Same product different form

Key component in new item

Companion product

Same customer franchise

Expertise

Benefit/attribute

Designer image status

Intel

NutraSweet

Harley-Davidson/Eddie Bauer

Cytomax

Generic manufacturers

Lexus &and Scion

Tava
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Table 2 Disadvantages of brand growth strategies.

brand growth strategy 5

Strategy Disadvantages

Line extension

Damage to core brand; cannibalization; loss of product/brand focus; dilution of

brand image; brand confusion; limited shelf space

Brand extension

Consumer confusion; consumer disinterest; lack of transferability; unequal quality;

competitive battles; potential damage to core; intrafirm competition;

Disparate, not complementary, brands; negative spill over effect reputation-wise;

increased challenge of two brands; potential conflict between companies

cannibalization
Cobranding
Flanker

cannibalization
New brand

Spillover between market segments; increased resources; increased competition;

Lack of brand connection; typical new product risks

entering new brand strategies outperforming late
entering new brand strategies. Using the product
lifecycle (see STAGES OF THE PRODUCT LIFE
CYCLE) framework, companies tend to pursue
brand growth strategies, particularly line exten-
sions, in the growth stage of the product life-
cycle.

CONCLUSION

Table 1 summarizes the five brand growth
strategies with respect to core brands and
implemented growth strategies. While the
benefits of each brand growth strategy are
evident in long-term value, Table 2 provides
an overview of the possible disadvantages
associated with each brand growth strategy.
Unfortunately, there are no magic formulas
for managing brand growth. Brand growth
decisions are judgment calls utilizing both art
and science. They are based on an analysis of
market situations, company knowledge, and,
of course, a hint of intuition. Not surprisingly,
all five brand growth strategies are intertwined
closely with the product and market lifecycles.
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brand strategy
Colin Jevons

BRAND ORIGINS

In the days when livestock roamed free, farmers
identified their property by burning an indelible
mark on their animals’ skins, originally with
a piece of burning wood. This practice was
named after the Old Norse word for burning -
“brandr.” The first Western commercial brand
was probably that of Bass beer in England in the
seventeenth century, a triangle scorched on the
surface of its barrels to certify its provenance
from a good, quality-controlled source. But
there is evidence of brands in China well before
that, with an image of a white rabbit used
as a symbol of quality for sewing needles as
far back as the Song Dynasty, from 960 to
1127 CE (Eckhardt and Bengtsson, 2007). Just
as agriculture has developed since the early
days, starting with the development of separate
enclosures for animals up to modern-day
bar-coded ear tags and RFID, so too has the
wider application of branding and brand strategy
developed (particularly since the mid-twentieth
century) and the concept of a brand being
merely an identifying sign, symbol, or device
for differentiation is now very outdated. Brand
strategies that worked in the twentieth century
are becoming less effective in the twenty-first as
the nature of brands and how they are cocreated
changes (se¢e BRAND GROWTH STRATEGY). de
Chernatony (2009) suggests that any definition
of brand should include an appreciation of
differentiation, positioning, personality, vision
and added value in providing a cluster of values
that enable a promise to be made about a
unique and welcomed experience. In contrast,
the American Marketing Association offers three
definitions on its website: the first definition
reads “A name, term, design, symbol, or any
other feature that identifies one seller’s good
or service as distinct from those of other
sellers. The legal term for brand is trademark.
A brand may identify one item, a family of
items, or all items of that seller. If used for
the firm as a whole, the preferred term is
trade name.” While the second definition
includes a reference to the experiential, “a

customer experience represented by a collection
of images and ideas,” it focuses mainly on
the symbolism of the product offering, and
the third definition specifically refers to
tangible representations such as logos which
can be developed to represent values. Since
strategic marketing managers devote more
effort to customer-focused activities than to
trademarks and logo design, this article will
consider strategy as it relates to the customer
experience of the brand, following Keller’s
(1993) principle of customer-based brand
equity. This diversity of views shows that any
contemporary understanding of “brand” must
be highly contextualized (Gabbott and Jevons,
2009), adding complexity to any attempt to
define brand strategy.

BRAND STRATEGY

Given this complexity, it may be best to refer
to an authority that is as free of contextual bias
as possible. The Oxford English Dictionary
(1989) reports definitions taken from public
usage, and in this way defines strategy in a
business sense as a plan for successful action
(see. MARKETING STRATEGY). Planning the
success of brands involves a wide range of
actions and therefore a wide range of managerial
decisions (se¢e MARKETING PLANNING). Brand
strategists must make decisions about brand
hierarchies (corporate, family, and individual
brand), portfolios of brands, and consolidating
and focusing brands in the transition from
simple transactional branding toward brand
relationships with consumers (se¢e PORTFOLIO
MANAGEMENT; CONSUMER INVOLVEMENT).
This increased emphasis on relationships is
leading to a revival of the conflict between
private label and manufacturer brands. The
dynamic business and societal environment
is increasing the need for managers to be
aware of the drivers of brand positioning and
repositioning, maintaining a delicate balance
between the need for a brand to deliver a
consistent message to its stakeholders while still
remaining relevant to them (Blumenthal, 2002).
Astute brand strategists also must manage the
tension between attempting to differentiate the
brand while ensuring that it continues to deliver
on the performance dimensions most salient
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to buyers (Ehrenberg, Barnard, and Scriven,
1997). The relationship between brands and
their brand extensions is also important, as the
extension can affect the parent brand itself —
either positively or negatively (see BRAND
EXTENSIONS AND FLANKER BRANDS). A
further challenge with brand strategy today is
that managers no longer have complete control
over brand positioning and brand meaning (if
they ever did have it; see POSITIONING ANAL-
YSIS AND STRATEGIES). Courtesy of new
communications technologies and consumer
empowerment, cocreated brand meaning is
one of the more pressing challenges facing
twenty-first century brand managers, along with
consumer-led brand positioning (Beverland and
Ewing, 2005; see VALUE CO-CREATION). Thus,
brand strategists may at times need to ‘“‘manage”
multiple brand meanings, whereby the same
brand may come to mean different things to
different stakeholders despite seemingly consis-
tent positioning and marketing communications
messages (Berthon, Pitt, and Campbell, 2009).
Additional challenges facing brand strategists
in the short-to-medium term include managing
consumer backlash, anticonsumption, and the
rejection of brand hegemony (Cromie and
Ewing, 2009), recognizing and managing the
inevitability of brand demise: that is, not all
brands can nor should be saved (Ewing, Jevons,
and Khalil, 2009), and developing more effective
approaches to valuing brand equity and brand
capability (Ratnatunga and Ewing, 2009, see
BRAND VALUE). Finally, the extant literature
on brand strategy has a distinctly western,
distinctly blue-chip bias. There is still much
we need to learn about eastern, for example,
Asian, generally (Ewing, Napoli, and Pitt,
2001) Chinese (Ewing et al., 2002) and Indian,
approaches to brand management. Similarly,
while much has been written about managing
Fortune 500 and Interbrand top 100 (largely
iconic) brands, less is written about managing
brands within small and medium enterprises
(Berthon, Ewing, and Napoli, 2008). Thus,
despite a reasonably impressive corpus of brand
strategy knowledge, there is still a fair amount
more for brand strategists and scholars to
learn.
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brand value
Randle D. Raggio

WHAT BRAND VALUE 18?

Brand value is the sale or replacement price of
a brand (Raggio and Leone, 2009). Although
brands are valuable to consumers (by reducing
search costs and risk) (Barwise, 2003), the
concept of brand value most frequently is
applied from the perspective of a business that
owns, potentially owns, or uses a brand (see
PERCEPTION OF BRAND EQUITY for more
information about consumer impacts of brands).
Brands create value for businesses by positively
impacting cash flows through increased revenue
(e.g., higher probability of choice, insulation
from competitive threat, better acceptance of
brand extensions, etc.) or reduced costs (e.g.,
the ability of certain brands to attract better
employees at lower cost, lower cost to introduce
extensions) (Raggio and Leone, 2009).

LEVELS OF BRAND VALUE

Two levels of brand value are identified: Current
value refers to the projected profits of the brand
with its current ownership, management, strate-
gies, capabilities, and resources (Raggio and
Leone, 2009). Appropriable value refers to the
theoretical level of brand value that could be
achieved if all brand equity were fully lever-
aged through such activities as brand extensions,
pricing, advertising, or distribution (Raggio and
Leone, 2009). A firm can choose either to chase
the appropriable value of its brand by continuing
to own and invest in it; or the firm may choose to
sell or license the brand to a firm with stronger
brand management skills and a greater ability to
leverage brand equity (Raggio and Leone, 2009).
Estimates of current value set a floor on the price
a firm would accept to sell its brand, while esti-
mates of appropriable value set a ceiling on the
price that an acquiring firm would pay.

INCREASING APPROPRIABLE VALUE

Firms increase the appropriable value of their
brands by building brand equity (e.g., through
patents, endorsements, positive word-of-mouth,
etc.), and then chase the higher appropriable

value (thus increasing current value) of their
brands by more fully leveraging existing brand
equity or by selling or licensing the brand to
another firm (Raggio and Leone, 2009). Thus,
brand value varies depending on the owner (or
potential owner) of a brand, and on the basis of
the focal company’s ability to successfully chase
appropriable value, which is accomplished by
leveraging existing brand equity.

APPROACHES TO BRAND VALUATION

Three general approaches to brand valuation
exist: cost-based, market-based, or future
cash flow-based (Salinas and Ambler, 2009).
Cost-based approaches rely on historical costs,
but are hampered by the fact that not all
brand ‘“‘investments” are created equal. As
such, ROI vary, and an estimate of money
spent may not reflect the price to recreate the
brand again in the future (Haxthausen, 2009).
Market-based valuations attempt to compare a
brand against other similar brands that have
been sold, licensed, securitized, or valued for
other purposes. But since management’s ability
to chase appropriable value varies, and because
brands offer unique benefits to different target
segments, market-based estimates must be
adjusted for the idiosyncrasies of the focal brand
and firm (e.g., size and growth rate of target
segment(s), patents, trademarks, etc.). Finally,
present values of future cash-flow procedures
attempt to determine the portion of cash flows
that are attributable to the brand as opposed to
the underlying product or other factors (such
as distribution efficiencies or other economies of
scale/scope).

USES OF BRAND VALUATION

Brands are valued for a variety of reasons: brand
valuation can be done to communicate the value
of a firm’s asset(s) to financial markets, potential
buyers, or licensing partners, as a measure of
the effects on consumer behavior (e.g., choice,
willingness to pay a price premium, acceptance
of brand extensions, etc.), or for management
purposes (e.g., to gauge the effectiveness of brand
managers and brand management strategies or
tactics) (Haxthausen, 2009). Brand valuation
procedures and estimates can vary depending
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on the purpose of the valuation. For example,
a cost-based approach may be informative if
considering the decision to extend an existing
brand versus develop a new one; market-based
comparables may help justify licensing fees; and
cash-flow based estimates may be important in
the sale or securitization of a brand.
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bundling

Shikhar Sarin

DEFINITION

Bundling is defined as the practice of marketing
two or more products and/or services in a single
package (Yadav, 1994). As a strategy, bundling
is becoming increasingly popular in marketing,
not only for consumer products and services,
but also for industrial products (Johnson,
Herrman, and Bauer, 1999; Yadav, 1994,
see  PRICING STRATEGY; INTERNATIONAL
PRICING OBJECTIVES AND STRATEGIES).
However, despite its popularity, much remains
to be learned about how to design optimal
bundles (e.g., bundle size, bundle price, etc.).
This discussion briefly highlights two elements
critical to our comprehension of bundling: the
process by which buyers evaluate bundles, and
how buyers perceive the value of a bundle.
We conclude with a brief discussion of some
strategic implications of bundling.

PROCESS OF BUNDLE EVALUATION

Early understanding of bundle evaluation was
based on an additivity assumption (Yadav, 1994;
see CONSUMER DECISION MAKING; CHOICE
MODELS). That is, the overall utility of a
bundle was assumed to be equal to the sum
of the individual utilities of the bundled items.
This assumption was subsequently discarded.
Later research (e.g., Einhorn and Hogarth, 1985;
Johnson and Puto, 1987) suggested that buyers
evaluate a bundle by averaging the evaluations
of individual items in the bundle, and that a
weighted average model of bundle evaluation
may be more appropriate (se¢e CONSUMER DECI-
SION MAKING; CHOICE MODELS).

Yadav (1994) notes that even in a small bundle
of very few items, the amount of information
to be processed by the buyer can be onerous. As
such, buyers are likely to look for heuristics to
simplify the evaluation task as a series of smaller
(and simpler) evaluations (se¢e CONSUMER DECI-
SION MAKING; CHOICE MODELS). Yadav
suggests that the anchoring and adjustment
heuristic may enable the buyer to accomplish
such an evaluation. Anchoring and adjustment

involves an initial assessment (i.e., anchoring),
followed by one or more adjustments. Using a
series of experiments, Yadav (1994) showed that
an anchoring and adjustment process of bundle
evaluation involves three stages:

1. Scanning stage: where buyers determine
which items are contained in a bundle. No
evaluations are made at this stage.

2. Anchor selection stage: where buyers initiate
the evaluation process by selecting one
bundle item perceived to be the most
important item for the evaluation task.

3. Anchoring and adjustment stage: where
using the evaluation of the anchor as
a starting point, the buyers initiate the
evaluation of the bundle by evaluating the
remaining items in the bundle in decreasing
order of perceived importance. The buyers
adjust their initial anchor evaluations
upward or downward to reflect the new
information.

Researchers (e.g., Einhorn and Hogarth, 1985;
Johnson and Puto, 1987) note that bundle eval-
uations produced using the weighted average
approach are very similar to those produced
using the anchoring and adjustment method,
suggesting that both these approaches capture
the compensatory process of bundle evaluation
in consistent but complementary ways (Yadav,

1994).

VALUATION OF A BUNDLE

In addition to the process of bundle evaluation,
the perceptions of overall savings (see A FRAME-
WORK FOR CREATING VALUE PROPOSITIONS;
VALUE PROPOSITION) from the bundle are crit-
ical to the design of optimal bundles. Yadav and
Monroe (1993) suggest that buyer’s perceptions
of overall bundle savings consist of two distinct
perceptions of savings:

e perceived savings on the individual items if
purchased separately, and

e perceived additional savings on the
bundle.

Yadav and Monroe show that the additional
savings offered directly on the bundle have a
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greater influence on the buyer’s perceptions of
the transaction value, compared to the savings
offered on individual bundle items. Others
however suggest that more positive evaluations
of a bundle are likely to result if the component
prices are integrated into a single price, but the
component discounts are segregated into a set of
discounts (Johnson, Herrman, and Bauer, 1999).
That is, buyers were likely to be more satisfied
with bundles and more likely to purchase and
recommend them, if the pricing information
was bundled and the price discount information
was unbundled.

Johnson, Herrman, and Bauer note that large
gaps exist in our understanding of how best to
present bundled price information to the buyer.
Clearly, contradictory pricing guidelines such
as those illustrated above, point to a need for
additional exploration of this phenomenon.

STRATEGIC IMPLICATIONS OF BUNDLING

While much of the bundling research has focu-
sed on bundle evaluation and price bundling,
recent research (e.g., Bakos and Brynjolfsson,
1999, 2000; Sarin, Sego, and Chanvarasuth,
2003) points to larger strategic implications
of bundling. In addition to the increase in
sales documented in earlier research, emerging
research points to the use of bundling to market
high-tech products. For example, Sarin, Sego,
and Chanvarasuth (2003) suggest that bundling
could be used as a strategy to reduce the
perceived risk associated with the purchase of
new-high tech products, and hence increasing
their adoption and acceptance. They offer a
series of recommendations for the optimal
design of bundles for new high-tech products.
Similarly, Bakos and Brynjolfsson (1999)
show bundling a large number of unrelated
information goods to be very profitable. Bakos
and Brynjolfsson demonstrate that the law
of large numbers makes it much easier to
predict the customer’s valuation of a bundle
of goods, as compared to their valuations of

individual good when sold separately. This
“predictive value of bundling” makes it possible
for the seller to extract more value from each
information good through greater sales, greater
efficiency, and greater profits from a bundle of
information goods, than can be attained from
selling them separately (Bakos and Brynjolfsson,
1999, 2000). Bakos and Brynjolfsson suggest
that large aggregators of information goods can
be more profitable than small aggregators by
offering a menu of different bundles, aimed
at different market segments, increasing the
impact of traditional price discrimination
strategies.
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communications budgeting

Richard F. Beltramini

Communications budgeting refers to appro-
priating the human, financial, and physical
resources needed to support the integrated
marketing communications (IMC) activities
of an organization, and then allocating these
resources among the various IMC components
(e.g., advertising, public relations, sales promo-
tion, etc.). While this is a slightly complicated
and inexact process, a number of commonly
accepted budgeting methods are typically used
today (see Arens, Weigold, and Arens, 2009 and
others).

The “percentage (of sales)” method is perhaps
the simplest communications budgeting method
to employ. Organizations simply appropriate
a percentage of their revenues to support the
IMC function, ranging from a small percentage
among, for example, industrial equipment or
technology companies, to sometimes as much
as 20% among alcoholic beverage or cosmetics
manufacturers. Unfortunately with simplicity
comes the slightly arbitrary assumption that all
competitors are in identical positions, and typi-
cally the backward reliance on sales experience
rather than driving future marketplace response.

Another communications budgeting method
is the “share (of market)” technique in which
organizations appropriate resources according
to their desired share of market activity. Particu-
larly for new-product introductions, a multiplier
of desired share is often used initially (e.g., if a
109% share of market is desired, perhaps a 15%
share of all resources expended by all competitive
brands in its product category may be allocated
for the product introduction period). Obviously,
for this approach to communications budgeting
to work, organizations must have knowledge of
all competitors’ IMC activities.

Finally, the “objective” method represents
the most sophisticated communications bud-
geting approach, first developing quantifiable
marketing communications objectives (what to
accomplish), then strategies (what to do), and
finally tactics (how to do it). For example,
if an organization decides to “‘increase brand
awareness by 10% among Midwest teens,” it

might want to strategically position the brand as
offering the “best taste in the product category,”
and analyzing what media mix (e.g., broad-
cast, print, online, etc.) is needed to get that
message communicated to its target audience.
This approach builds up resources needed based
on activities required to accomplish measurable
market responses.

A number of factors obviously influence
the selection of a communications budgeting
method. For example, the reality of an orga-
nization’s financial situation may ultimately
limit the amount indicated by one of these
methods, the seasonal timing and product life
cycle of competing brands may dictate the need
for accelerated (or decelerated) marketplace
activity, and the availability of market intelli-
gence may vary between simple intuition (or
habit) and sophisticated empirical assessments
of competitive activity and forecasted demand.
In some cases, organizations might find it
necessary to simply match what competitors
are doing, while in other instances, a series of
performance metrics might be used to map out
a series of test-evaluate-retest refinements.

The most important element of communi-
cations budgeting, however, remains a solid
understanding of the role of integrated mar-
keting communications in effecting marketplace
response. Communications activities alone or
in combination do not simply cause market
impact (awareness, interest, desire, or action).
In fact, a myriad of controllable and uncontrol-
lable factors complicate the relationship between
say, a productadvertisement run and the product
sales afterward. While no one communications
budgeting method is appropriate in all instances,
individual selections require both a grasp of
the theory behind how communications work
and the practice of flexibility in the face of
uncertainty.
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cannibalism

Dwight R. Merunka

SALES CANNIBALISM

New-product sales require market expansions,
stolen sales from competing products, or canni-
balism of sales of the firm’s own products.
Sales cannibalism is the extent to which a
new-product’s sales (or a current product’s sales)
come at the expense of other products offered
by the same firm. It, thus, can be measured
as the proportion of a product’s sales drawn
from product(s) of the same brand or made
by the same manufacturer (Mason and Milne,
1994). In mature markets, new products do not
attract new customers nor increase consump-
tion rates among current customers. Therefore,
a high proportion of sales of new products
likely come from the cannibalization of the
firm’s existing products. In general, the extent
to which cannibalization occurs depends on
product substitutability or “substitutability in
use,” a concept that holds that products are
regarded by consumers as interchangeable for
some relevant purpose or usage situation.
According to this perspective, marketers
generally consider sales cannibalism an out-
come of improper product positioning and
management (se¢e POSITIONING ANALYSIS
AND STRATEGIES). That is, cannibalism is
something to avoid, because it is not desirable
to lose market share or sales of profitable
existing products when introducing a new one.
Cannibalism represents a potential problem and
a negative consequence of new-product devel-
opment, as is well illustrated by channel canni-
balization, or sales losses in existing channels as
a result of penetrating a new one. In fact, fear
of cannibalization has deterred many firms from
deploying the Internet as a distribution channel
(Deleersnyder ez al., 2002). However, in the
context of radical product innovation, assuming
that cannibalization is negative and should be
avoided at all costs may be dangerous and risky.

WILLINGNESS TO CANNIBALIZE

Cannibalism can also be viewed as taking
an initiative to supersede the firm’s existing

products before a competitor’s entry attacks
them (Conner, 1988). Therefore, the decision
involves whether to cannibalize planned sales
and profits on existing products by introducing
a new product whose anticipated performances
remain largely unknown. This conceptualization
of cannibalism is particularly important for
radical product innovations (see RADICAL
INNOVATION). Because radical product inno-
vations can result in substantial cannibalization
of existing business, Chandy and Tellis (1998)
argue that a positive disposition to cannibalize
the firm’s current resources represents a key
variable to explain the firm’s level of radical
innovations.

Willingness to cannibalize is “the extent to
which a firm is prepared to reduce the actual
or potential value of its investment” (Chandy
and Tellis, 1998, p. 475). It entails a multidi-
mensional construct: Firms can cannibalize (1)
investments in the form of assets (equipment,
technology, knowledge, expertise), making
prior investments obsolete; (ii) organizational
capabilities (established procedures) that will
render skills and routines obsolete; and (ii1)
sales, which require introducing new products
that will diminish the sales of current products
(Nijssen, Bas, and Vermeulen, 2005). A
company’s willingness to cannibalize explains
why some companies develop more radically
new products than do others (Chandy and
Tellis, 1998). In this sense, it is a desirable trait
that promotes radical product innovation and
the long-term success of the firm.

Firms making substantial sales and profits
with their current products may be reluctant to
introduce new products if they fear they will
be cannibalizing their current sales and prior
investments. However, willingness to canni-
balize drives radical product innovation, and
firms must be willing to cannibalize before the
obsolescence of their current products occurs - at
which point there will be nothing left to canni-
balize.
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competitive advantage: its sources and the
search for value

Albert Caruana

The concept of competitive advantage high-
lights the close interlink between marketing and
strategy. Strategy seeks to relate a company to
its environment and to determine where the
manager wants the business to go. To get there
managers need to identify an activity or activi-
ties that can collectively offer value to customers.
In the book Competitive Advantage, Michael E.
Porter (1985, p. 3) makes this point clear and
states that “Competitive advantage grows out of
the value a firm is able to create for its buyers
that exceeds the firm’s cost of creating it.”

Value lies at the core of marketing. This is
what customers look for and are willing to pay
for. The pivotal role of value has long been
recognized in marketing and is reflected in the
more recent definition of marketing, which
the American Marketing Association (2007)
declares as “‘the activity, set of institutions
and processes for creating, communicating,
delivering, and exchanging offerings that have
value for customers, clients, partners, and
society at large.” Value is not an absolute
but a relative concept recognizing that new
competitive offerings may erode any value
offering that the firm may have in the market
(see CUSTOMER SOLUTIONS).

Value must necessarily be considered from the
customers’ perspective, yet unfortunately many
organizations fail precisely in this regard. There
are numerous reasons for this. A focus on manu-
facturing or distribution may lose sight of the
ultimate beneficiary for whom these activities are
being undertaken, while with service offerings
value is often defined by the professional with
little focus on customers. Indeed, medical prac-
titioners look at their clients as patients, which
by definition implies that they often need to be
just that — patient!

This contribution highlights the salient role
played by value and how it underpins the
identification of viable sources of competitive
advantage. It commences by taking into account
the centrality of cost leadership and differenti-
ation as two important sources of competitive
advantage. These interact with particular target

markets to provide three main generic strate-
gies. Marketing advantage is then considered
as a further basis of competitive advantage and
while discussing cost leadership and differenti-
ation advantage, a typology is investigated that
explicates major sources that sustain each of
these advantages. This is followed by consid-
eration of how the value chain enables the
identification of activities that underline a partic-
ular value offering that underpins the different
types of competitive advantage that the firm
can provide. Finally, the main generic strategies
are discussed while attention is also drawn to
other perspectives on competitive advantage. In
conclusion, the point is made that the various
available frameworks are best viewed as aids and
not as substitutes for management thinking on
competitive advantage.

GENERIC STRATEGIES AS SOURCES OF
COMPETITIVE ADVANTAGE

To provide value once is not sufficient and
competitors will act to erode any advantage a
firm may have, often via imitation and inno-
vation (see INNOVATION DIFFUSION). For a
competitive advantage to be real it must endure
over time. When an advantage can be main-
tained over time it is said to be sustainable and
managers can talk of a sustainable competitive
advantage. For sustainability to exist, the relative
advantage that the positioning achieves needs to
have meaning for target customers (se¢e MARKET
SEGMENTATION AND TARGETL\IG).

The challenge for managers is to identify
the sustainable competitive strategy that will
underpin the direction that they will pursue
for their firm or for their product. Porter (1985)
argues that there are two main sources of compet-
itive advantage that he terms cost leadership and
differentiation. Competitive advantage is possible
by either pursuing a low-cost positioning or
by underscoring differentiation that involves
emphasizing some perceived uniqueness that
exists or can be fostered among customers. Alter-
native positioning for the firm can be achieved
relative to other players in an industry depending
on the choice of strategic target (or competitive
scope) in terms of whether the firm pursues a
broad industry-wide target or whether it targets
a narrower segment.

Wiley International Encyclopedia of Marketing, edited by Jagdish N. Sheth and Naresh K. Malhotra.
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Competitive advantage
Lower cost Differentiation

Broad Cost

target leadership Differentiation

Competitive

scope

Differentiation
focus

Narrow Cost
target focus

Figure 1 The three generic strategies. Source: Porter

(1985, 12).

These two dimensions of competitive scope
and competitive advantage are utilized in a
matrix to highlight the three potential success-
ful generic strategic approaches achievable.
Depending on the target market focused on, it
is possible to identify three successful generic
strategies that can enable the firm to outperform
competing firms in an industry. These include
the following:

1. Overall cost leadership
2. Differentiation
3. Focus.

Overall cost leadership and differentiation are
positioning decisions that can have meaning for
broad targets, while narrow targets require focus
on either cost or on differentiation as depicted
in Figure 1. Each positioning can provide a
competitive advantage and represents a unique
value offering to customers that allows different
firms to compete in the same industry without
being in direct competition with each other at
most times.

It is clear that no firm, in whatever industry,
can offer value and be all things to all people. To
achieve a sustainable competitive advantage, the
firm needs to make choices that can offer value
to customers and that value must not be easy
to imitate by competitors. Such value may arise
from offering customers great service as a result
of customer-centric delivery processes that are
not easy to replicate. Value may also come from
very efficient operating systems that are able to
squeeze out costs and pass some of that value
to customers. The search for value offerings is
ongoing in all competitive industries.

The airline industry offers a good example
of these strategies at work. In this industry,
there has been an ongoing struggle to target and
differentiate broad groupings. This has been
pursued by players such as British Airways
who have used full service differentiation
throughout the organization in their Putting
People First programs, calling themselves
“the world’s favorite airline” in an attempt
to differentiate on a basis that goes beyond
the British nationality factor that can offer
only limited differentiation. On the other side
of the cost leadership matrix, the entry of
low-cost airlines such as Ryan Air and Easyjet
underlines the pursuit of a positioning that
has witnessed the erosion of customers away
from the many airlines that previously sought a
differentiated positioning. In addition, within
the industry, there are many examples of
small regional airlines that necessarily target
narrowly and can compete on cost with the
more differentiated airlines on particular routes.
Before its demise, Volareweb that operated
from Italy to select European routes sought to
compete on price. However, it is also possible to
target narrowly by focusing on routes that are
not well served as between Rome and Lugano,
Switzerland where Darwin Airlines can pursue
a more service-quality-differentiated focus
strategy.

Best (2004) recognizes cost advantage and
differentiation advantage as the two primary
sources of competitive advantage but also adds
marketing advantage as a third source of compet-
itive advantage. This involves marketing activi-
ties that make it possible for the firm to dominate
competition on the basis of sales, distribution,
or brand recognition, or some combination of
these three. In addition, these three categories
are used to provide a useful typology that clari-
fies the activities by which a business can achieve
a competitive advantage. The typology seeks to
drill down on each of the sources of competitive
advantage by considering three variations under
each category (Figure 2).

Cost advantage. The competitive advantage
typology is useful and its three main variations
are now discussed. We start by first looking at
cost advantage, which arises when the business
is able to generate economic value by having
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Competitive

advantage
Cost Differentiation Marketing
advantage advantage advantage
Variable costs Product differentiation Distribution
Marketing expenses Service quality Sales effort

Operating expenses

Brand reputation

Brand awareness

Figure 2 Major sources of competitive advantage. Source: Best (2004, 140).

costs that are lower than those of competitors.
The three main sources of cost advantage are
reviewed.

Lower variable costs. Lower variable costs
can result in lower prices or higher margins
relative to competitors. One of the most common
ways in which a firm can achieve lower variable
costs is via economies of scale. A firm with a large
MARKET SHARE is able to achieve purchasing
efficiencies and lower the cost of production
and can enable costs to be split across a larger
output (se¢e BRAND GROWTH STRATEGY). Such
a position precludes competitors from gaining
market share as it will be difficult for such firms to
achieve the necessary volume to match unit costs.
Large volume production can also benefit from
a learning curve effect where not only do unit
costs decrease because of growth in the volume
of production but there is also a further drop that
results from a learning effect. This comes about
because, with practice, people and organizations
become better at their tasks, thereby increasing
the efficiency of production making it possible to
cut unit costs even further. Typically, learning
curves follow a negative exponential distribution.

Marketing cost advantage. Marketing cost
advantage results from a marketing cost scope
effect whereby the various costs of marketing
can be divided over a broader range of outputs
as a result of extensions in product breadth
and/or width. The pursuit of umbrella branding
is a case in point. In contrast to individual
product branding, umbrella branding is espe-
cially widespread among service firms, including
banks. Such firms can gain from economies of
scope, in this case, with respect to advertising,

whereby a single advertising campaign can be
employed to promote an entire range of product
offerings. It is possible to derive a marketing cost
advantage not just from lower advertising costs
but also from other marketing activities.

Operating cost advantage. Operating costs
refer to the expenses involved in running a busi-
ness that is not directly related to the production
and sale of the current line of goods or services.
These include such costs as the general and
administrative expenses involved in running a
business which, if they can be lowered, can also
provide a low-cost advantage. The new Airbus
A350XWB scheduled to come into service in
2013 is a wide-bodied aircraft that competes
with the Boeing 777 and 787. The manufacturer
claims that the A350XWB will be able to offer
airlines buying the aircraft “a 20 per cent lower
cash operating costs per seat than competing
aircraft in this size category and fuel efficiency
improvements of up to 25 per cent per seat.”
In addition, it has been reported that Airbus has
been looking at putting a 10-abreast instead of
a 9-abreast seat configuration allowing the oper-
ating cost per seat to be such that it could not be
matched by any other aircraft.

Since not all businesses are able to have some
type of cost advantage, managers can consider
seeking a differentiation advantage as their
source of competitive advantage. Differentiation
(see POINT OF DIFFERENCE AND PRODUCT
DIFFERENTIATION) represents a second
alternative competitive advantage to the firm
that arises when the business is able to generate
economic value by giving a product offering
that customers prefer over competitors’ product
offerings. A differentiation advantage is possible
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on practically any basis as long as it can meet
some customer need or needs better than those
of competitors. The three main sources of
differentiation advantage are elaborated.

Differentiation advantage.

Product advantage. The product offering
provides various attributes that allow for differ-
entiation. While an exhaustive list is neces-
sarily elusive, it is possible to provide a few
examples that can give an indication of the
possible alternatives available. Thus appearance,
design, and features have been used by Apple
to strongly differentiate their offerings. Product
features have been used effectively by Toilet
Duck where its original duck-shaped dispenser
for toilet cleaner designed to reach under the
rim of toilets was able to provide a distinctive
positioning (see POSITIONING ANALYSIS AND
STRATEGIES) in the detergent market. Product
benefits are also widely used for the purpose
of differentiation with the toothpaste market
offering a good example with brands like Senso-
dyne for sensitive teeth and Crest against tooth
decay clearly emphasizing different benefits to
consumers.

Service advantage. Attribute characteristics
that can provide a differential advantage to
tangible products can also be leveraged for
intangible or service products (see CONSUMER
BEHAVIOR AND SERVICES MARKETING).
Indeed most offerings in the market can be seen
as representing a combination of the tangible
and the intangible. However, the aspect of
service quality is an area that has enabled differ-
entiation among the more intangible offerings
in the market and has received much research
attention. Often defined as the difference
between expected and actual performance, it has
been shown that service quality has beneficial
consequences in terms of customer satisfaction,
loyalty, and ultimately profitability. Service
quality is seen as encompassing dimensions of
reliability, responsiveness, assurance, empathy,
and tangibles. Service quality is demanding
to be put in place and, if done successfully,
can provide a service firm with a differential
advantage. Singapore Airways is the only one
in a handful of airlines that gets a five-star
rating from SKYTRAX, the airline and airport

quality certification firm, which confirms that
Singapore Airways provides a high-quality
service experience to passengers.

Reputation advantage. Reputation can be
considered at both a product and at a corpo-
rate level. It is an aspect that is also able to
provide the firm with a competitive advantage.
Like service quality, building a reputation is
demanding and it cannot be easily copied. While
brands can be thought of as symbols around
which relationships can be built between sellers
and customers, brand and corporate reputa-
tion is essentially a feeling or a disposition to
respond favorably or unfavorably to a brand
or company. However unlike brands, reputa-
tion extends beyond customers and can vary
by different communities or publics. Thus,
while Abercrombie & Fitch is undoubtedly a
strong brand that sells a lifestyle image popular
with teens and young adults, the brand and
its corporate reputation among some noncus-
tomer groups and other communities have seen
some of these noncustomer publics raise ques-
tions about such things as the quality of the
clothes and the advertising approach adopted
by the brand. On the other hand, Google is
able to have a strong reputation among different
publics. In its reputation, it possesses an asset
that can provide various benefits to the firm.
Therefore, its reputation advantage can result
in increased sales; can foster more credible
advertisements; can improve perceived product
quality; can produce higher customer loyalty; can
add value; attract higher margins, and increase
cash flow and profits. It can also attract investors
and high-quality job applicants.

Marketing advantage. Besides pursuing a cost
or a differentiation advantage as their source
of competitive advantage, it is possible for a
firm to gain competitive advantage by lever-
aging a combination or a particular marketing
strength relating to sales coverage, distribution,
or brand recognition. These three aspects are
further elaborated as follows:

Channel advantage. The ability to gain
distribution coverage or to deny coverage
to competitors is an important competitive
advantage that goes beyond cost or a differential
advantage. Cisk, a dominant market share lager
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brand in Malta that came under increased
competition from a new local brewery that
bottled Lowenbrau, was able to counter the new
competition by effectively denying access to
the distribution network to the competitor. It
succeeded by using pricing and sales promotion
activities directed at the distribution.

Sales force advantage. There are four key
strategic sales force challenges that need to be
met, which, if they are successfully tackled, can
provide the firm with a competitive advantage.
These relate to: how many sales people should
be employed; whom they should visit, and with
what frequency, and how the sales force should
be organized. If met properly together, these can
provide the firm with a sales force that is effective
and can also afford superior coverage to that of
competitors with sales forces that are larger or of
comparable size.

Brand awareness. Brand awareness refers to
the level of recognition that customers have of
a brand together with knowledge of the specific
product category to which it appertains. With
many fast-moving consumer goods where the
difference among products is marginal, brand
awareness plays a very important role. Colas are
a case in point. The differences in the colas
at a taste level are relatively minor but brand
awareness for the likes of Coca-Cola and Pepsi,
together with the image they portray, results
in higher sales for these brands and provides a
significant barrier that precludes other colas from
gaining market share. The brand awareness of
these two brands effectively provides them with
a competitive advantage irrespective of possible
superior qualities in terms of attributes such as
taste or price that other competing colas may
have.

VALUE CHAIN, VALUE PROVISION AND
COMPETITIVE ADVANTAGE

Porter (1985) sets out the concept of the value
chain as a useful framework that describes how
the organization undertakes certain activities that
are able to create total value and uphold a partic-
ular competitive advantage. Any firm can be
thought of as a set of limited resources that
makes use of activities to provide value that

enables the firm to earn a margin. Margin is
generated when created value exceeds costs.

The value chain allows management to
systematically consider the various activities
involved. The primary activities in the value
chain that enable the firm to make its offering
are inbound logistics, operations, outbound
logistics, marketing and sales, and service, while
support activities consist of firm infrastructure,
human resource management, technology
development, and procurement. The latter
three can support each of the primary activities
while firm infrastructure acts to support the
entire chain (Figure 3).

The value chain highlights the fact that value
can be provided not just from the products and
brands (see BRAND VALUE) that the firm makes
available but also from effective procurement
and the channels of supply and distribution. The
activities that are brought together in the value
chain allow value to be provided to customers,
determining the differentiation that can take
place, and the costs that will ultimately result.
One needs to understand how these activities are
being utilized, how they are controlled, and how
they interact, with a view to devising ways so that
they can be used to gain competitive advantage.

Analysis of the elements of the value chain
underlines the search for synergetic effects that
can result from the extra benefit that can be
derived by the firm by not only looking at the
elements of the value chain but also by bringing
together the added value the different linkages in
the value chain are able to provide. Competitive
advantage results because the firm is able to
undertake these activities more effectively or at
a lower cost than competitors.

The value chain is not without its critics and
it has been argued that the mental framework
behind it appears to assume a manufacturing
rather than a service entity. In addition, it
appears to betray an assembly-line likeness in
its linear, sequential, and unidirectional focus.

ALTERNATIVE GENERIC STRATEGIES

Porter (1980, 1985) cautions against a failure
to opt for one of the three alternative generic
strategies and describes firms that fail to pursue
one of the three generic strategies as “‘stuck in
the middle.” It has been suggested that such
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Figure 3 The generic value chain. Source: Porter (1985, 37).

firms are unable to use their resources effectively
and consequently can be expected to exhibit
poor profitability. While accepting temporary
situations where the pursuit of both a cost
leadership and a differentiation strategy can be
possible, firms are encouraged to look at their
resources and determine the strategic orientation
that can best be matched to their capabilities. It
is therefore argued that firms cannot simulta-
neously pursue a cost leadership and a product
differentiation strategy. Rolex, which pursues a
narrow differentiated focus positioning, is a case
in point. Its structures, management control, and
compensation policies preclude the pursuit of a
cost-focused positioning.

However, it has been suggested that the
generic strategy positions may not always be as
mutually exclusive as suggested. Hill (1988, 401)
has argued that “the circumstances in which the
simultaneous pursuit of differentiation and low
cost make sense are common, depend on more
factors than previously highlighted, and may well
lead to the establishment of a sustainable compet-
itive advantage.” A contingency framework is
therefore proposed where, in the circumstances
of certain emerging and mature industries with
particular characteristics, managers can success-
fully pursue a sustainable competitive advantage
that can frequently involve the simultaneous
pursuit of differentiation and low-cost strategies.

A similar point is made by Miller (1992)
who argues against the notion of “stuck in the
middle” and holds that a strategy that straddles
both positions is viable. Therefore, Caterpillar
Inc., which pursued a differentiated strategy that
focused on providing earth-moving equipment
with distinctive characteristics in terms of high
precision and durability while paying less atten-
tion to efficiency and economy, enabled Japanese
firms to undercut them on price by 30% - the
point being that overspecialization and differ-
entiation of the offering can omit important
attributes that customers are also looking for
and that may afford an opportunity that can be
exploited by competitors. Toyota would seem
to be an example of a firm that has been able
to pursue both a cost leadership and differen-
tiation strategy simultaneously. This is possible
because some bases of differentiation have been
able to also lower costs. The structures, policies,
and controls employed are complementary, and
enable such a stance to be possible.

The debate as to the relevance of generic
strategies is ongoing. A number of authors have
suggested that cost leadership and differentia-
tion strategies are too generic and are limiting.
Kim and Mauborgne (2005) look at what they
call value innovation and argue that a firm should
look outside their current paradigms to find new
value propositions (se¢ A FRAMEWORK FOR
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CREATING VALUE PROPOSITIONS) in new
market space or “Blue Ocean.” The pursuit
of a Blue Ocean strategy argues against a firm
competing in the current market but rather to
identify a market demand that has not yet been
met.

More recently, Gurau (2007) notes the
increased complexity of the current competitive
environment that firms operate in and argues
for the need for stronger relationship marketing
among firms that can build a competitive
advantage based on customer loyalty. He
envisages management seeking to move their
relationship with customers along a continuum
from a weak to a strong relationship and
suggests employing different aspects of generic
strategies, starting with cost leadership in
situations of weak relationships and progressing
to product quality-based differentiation, support
services-based differentiation, a niche strategy,
personalized marketing, and ultimately value
cocreation in the strong relationship condition on
the continuum. Guriu sees relationships, which
enable individual customers to cocreate unique
experiences as a result of high quality inter-
action, as increasingly becoming an important
source of competitive advantage to the firm.

While success can indeed come about by
the adoption of one of the generic strategies,
there are circumstances where a mixed strategy
that combines elements of both cost leadership
and differentiation strategies or a progression of
generic strategies on a relationship continuum,
can possibly represent a viable alternative way
forward. Porter’s generic strategies are not a
substitute for management thinking. Matrices

are by their very nature simplistic and reality
is often not two-dimensional but multidimen-
sional and complex. Rather, generic strategies
and their related matrices should be viewed
as aids to thinking that can provide useful
insights and indications of possible options for
management action in the pursuit of competitive
advantage.
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competitive analysis
Venkatesh Shankar

INTRODUCTION

Competitive analysis refers to the evaluation of
strategies relating to a focal brand, product,
strategic business unit (SBU), or firm rela-
tive to the current and potential competitors
in its market or industry. Competitive analysis
can be done at the product-market level, the
SBU level, or the firm level. The main purpose
of competitive analysis is to develop business
and marketing strategies that take into account
competitive considerations.

Competitive analysis is typically performed
on an ongoing basis. Competitive analysis is
conducted before the formulation and develop-
ment of positioning or value proposition strategy
and marketing mix strategies. It is also under-
taken for a new brand or product, in particular,
prior to its launch in a new market. As such, it
is the basis for the development of competitive
marketing strategy.

The terms, competitive analysis and competitor
analysis, are used interchangeably. Strictly
speaking, competitive analysis is related to but
different from competitor analysis. Competitor
analysis involves the study of competitors’
strengths and weaknesses. It provides key inputs
to competitive analysis. Competitor analysis
focuses on competitors, whereas competitive
analysis focuses on own brand, product, SBU,
or firm.

In formulating brand or product positioning
strategy, customer perceptions of the focal
brand’s strengths and weaknesses relative to
competitors in a given product market form
the inputs for deriving a perceptual map for
that market. Using this information and data on
the location and size of customer preferences,
a brand or product can develop its positioning
strategy. Thus, competitive analysis helps
a brand or product differentiate itself from
competing brands or products.

A good competitive analysis should evaluate
the focal brand, product, SBU, or firm relative to
both existing and potential competitors. Future
competitors include marketers of substitute
products and those with alternative technologies

capable of satisfying customer needs in the
relevant markets or industries. Competitive
analysis is performed at intervals of a year or less.

At the industry level, competitive analysis
is typically performed using the five-forces
model (Porter 1980, 1985). The five forces that
shape industry profitability include threat of
new entrants, threat of substitute products,
bargaining power of suppliers, bargaining power
of buyers, and competitive rivalry. In this
analysis, the factors that influence each force
are identified and an assessment is made on
the level of influence of each force on industry
profitability. An overall evaluation of the
attractiveness of the industry is reached on the
basis of the relative influences of the five forces.

Competitive analysis is also a useful tool for
deciding whether, when, and how to introduce
a new product in a market. Firms typically
decide to launch products when their strengths
relative to their competitors outweigh their rela-
tive weaknesses in markets where opportunities
surmount threats.

AN EXAMPLE OF APPLICATION OF
COMPETITIVE ANALYSIS FOR A NEW
ProbuCT

Consider the example of competitive analysis
for iPhone’s marketing strategy before its intro-
duction in 2007. iPhone’s key strengths can
be analyzed along six dimensions: innovative-
ness, compatibility, ease of use, brand awareness,
price, and quality. The iPhone had an innovative
touch screen that is patented and unmatched by
other mobile products at the time of introduc-
tion. It offered multiple functions in a single
mobile device. It was compatible with iTunes,
other Mac products and operating system soft-
ware tools, and other Apple products like Apple
TV. It allowed wireless connectivity to the big
screen. Its touch-screen interface was easy to use
and its operations were intuitive. It was radically
different from other phones or personal digital
assistants (PDAs) in that it recognized multi-
finger gestures common with a normal human
hand. Apple was well known for cool essen-
tial gadgets like iPods and Macintosh. iPhone
initially planned to sell at a reasonable price
for its value. The first iPhone was of high

Wiley International Encyclopedia of Marketing, edited by Jagdish N. Sheth and Naresh K. Malhotra.
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quality as it had one of the brightest and most
scratch-resistant screens.

iPhone’s key weaknesses were related to
targeting, price, and wuser interface. The
iPhone and Apple products, in general, had
not been targeted at business people, whom
most smart phones had targeted. It did not
have a reputation as being compatible with the
corporate world. iPhone did not offer lower
priced models for price-sensitive consumers.
Finally, the touch-screen interface suffered
from the problem of “gorilla arm,” a condition
in which the long-term use of a flat, solid surface
for input is uncomfortable for users.

iPhone’s key competitors at the time of
its launch included Blackberry, Palm, and
Microsoft. Although Blackberry was targeted
at corporate users and iPhone was directed at
individual users, in terms of functionality and
features, Blackberry was a close competitor.
Blackberry’s major strengths were that it catered
to a large pool of corporate users and offered
reliable email and voice capabilities on the
go. The mobile hi-speed Internet connectivity
was fairly robust and it was the first to offer
corporate email on the mobile device that
boosted office productivity. However, it had its
own drawbacks as well. The scrolling feature
and the keypad for data entry were cumbersome
with limited capabilities.

Palm was also viewed as a direct threat in
the handset market. With a long history in PDA
market and experience in developing software
for mobile devices, Palm is a well-known brand
for businesspeople. Its software was well estab-
lished and compatible with many products in that
market. There were significant costs for Palm
users to switch to iPhone. Palm’s major weak-
nesses were that it was not known for ground-
breaking innovations or consumer products. The
Palm Treo had a lower quality perception and
its interface harder to use, being from an older
generation of products and unfamiliar to Apple
customers. Furthermore, according to product
reviews, Treo’s keyboard was perceived to be
small and difficult to use, especially for accessing
the Internet. Although some users may have
preferred having a keyboard built into the device,
potential users showed a preference toward using
the touch screen.

Microsoft was considered an indirect threat
because it provided only the operating system
for mobile devices and was in the process of
introducing multifunctional mobile devices.
Microsoft’s major strengths were its financial
flexibility and high cash holdings that could
be used to develop new products and react
aggressively to competition. Microsoft software,
the Windows CE operating system for mobile
devices, was already “proven” in the market-
place. Microsoft had global brand recognition
in software products, in particular, in business
markets. Businesspeople were likely to order its
products on the strength of its name, whereas
Apple did not make devices for business use.
Microsoft’s key weaknesses were its failed
portable music player, Zune, the lack of cool
image typically associated with Apple’s products,
and unexciting customer satisfaction rates.

On the basis of an analysis of iPhone’s
strengths and weaknesses relative to those of its
competitors, Apple decided to launch iPhone
by targeting individual users, positioning
around its touch screen, easy-to-use innovative
features, and compatibility with multiple
software applications, projecting a hip image,
pricing it at $599 at the retail, and selling it
exclusively through AT&T, the largest wireless
operator and well-entrenched brand name. The
competitive analysis enabled iPhone capture
the hearts of the market but it also revealed
problems with its pricing. Within months of the
launch, Apple had to drop iPhone’s price by
about a third and even offer credit notes and
refunds to the initial buyers.

GAME THEORETIC COMPETITIVE ANALYSIS

Advances in game theory have provided new
tools for competitive analysis. The concepts of
game theory can be applied to study competi-
tion in marketing variables and predict market
outcomes. In game theoretic models, players
(firms and/or consumers) play a noncooperative
game in which they choose their strategies. A
firm’s strategy is a complete specification of its
actions in all contingencies.

Game theoretic models assume that firms
are rational and intelligent. Rationality refers to
the firm’s maximization of subjective expected
utility (profits) and intelligence refers to the
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firm’s recognition that its competitors are
rational. Game theoretic models can be analyzed
by solving for equilibrium strategies. Equilib-
rium is that condition from which no competitor
has an incentive to unilaterally deviate from its
strategy. In other words, equilibrium strategies
are those for which the competitors obtain the
best outcomes in the given conditions.

The first step in game theoretic model is
specification of the rules of the game. These
rules include the number of competitors, the
set of feasible strategies or decision variable(s),
the profit function, whether it is a one-period
(one shot) or multiperiod game, whether one
competitor is a leader or follower in the deci-
sion variable(s), and the information known to
the competitors at different stages of the game.
Some information such as which competitor
moves first is known to all the competitors and is
known as common knowledge. If all information is
common knowledge, then the game is known as
a game with complete information. Some informa-
tion such as manufacturing cost can be known
to the focal firm but not to its competitors and
is therefore, labeled private information. In this
case, some rules of the game are not common
knowledge, so this game is known as a game with
incomplete information.

Information can be symmetric or asymmetric.
In the case of information symmetry, all
competitors are similar in their information
knowledge. In the case of information asym-
metry, Competitor A may know information on
a variable (say cost) about Competitor B, but
Competitor B may not have the information on
the same variable about Competitor A.

Different types of game theoretic models exist
for analyzing different conditions. For example,
a game in which one competitor is a leader and
another is a follower is known as a Stackel-
berg game and the corresponding equilibrium is
known as the Stackelberg equilibrium. In contrast,
the equilibrium corresponding to a game in
which all competitors move simultaneously is
known as the Nash equilibrium. For the possible
existence of both these equilibria, see Shankar
(1997).

Game theoretic models exist for analyzing
competition in product, price, distribution
channels, advertising, and promotion (for a
detailed review, see Moorthy 1985). While
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much of game theoretic analysis is based
on noncooperative interdependence among
competitors, there is also cooperative game
theory that examines the collusive behavior
of firms in certain situations. The predictions
of game theory models can be tested through
empirical analysis. While game theoretic models
are powerful tools for competitive analysis, they
have some limitations as well. These limitations
include unrealistic assumptions about the game
and inability to capture real-world phenomenon
through tractable models.

COMPETITIVE ANALYSIS AND REACTION TO
NEwW-PrODUCT ENTRY

A new product’s market success depends
on its entry strategy as well as the response
of competitors to its entry. Competitive
analysis relating to reaction to new-product
entry involves a solid understanding of the
determinants of new-product entry strategy,
its interrelationship with competitor response,
and the drivers of competitor response — all of
which can be analyzed through a framework
proposed by Shankar (1999). According to
this framework, a new product’s entry strategy
and competitor response are determined by
entrant, incumbent, and market/industry
characteristics. A new-product entry strategy is
reflected by decisions on marketing variables
such as product line length, price, advertising,
and distribution. New-product entry strategy
involves competitive considerations, and
competitive advantages for pioneers and late
movers under different conditions have been
well documented (e.g., Shankar, Carpenter, and
Krishnamurthi 1998, 1999). The literature on
order of market entry in general is extensive
(for reviews of order of entry effects in physical
and electronic markets, see Kerin, Varadarajan,
and Peterson, 1993; Varadarajan, Yadav, and
Shankar, 2008).

To better analyze competitive response to
new entries, we can use normative and descrip-
tive models of response. A number of normative
or game theoretic models of incumbent reaction
exist. A seminal analytic model by Hauser and
Shugan (1983) shows that it is optimal for an
incumbent to decrease advertising and distribu-
tion spending in response to a new-product entry
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in a static market. Their model also shows that if
the consumers’ tastes are uniformly distributed,
then the optimal competitive strategy is to
decrease prices, improve product quality, and
reposition the brand more along the incumbent’s
strength.

A decoupled response function (the effects
of advertising and distribution are decoupled)
model by Kumar and Sudarshan (1988) shows
that the optimal defensive strategy for incum-
bent competitors is to decrease price, adver-
tising, and distribution when tastes are uniformly
distributed and the market is static. A refine-
ment of this model by Gruca, Kumar, and
Sudarshan (1992) shows that the incumbent
competitor’s optimal response depends on its
market dominance, with dominant brands (those
with a market share of 50% or more) needing
to increase spending and nondominant brands
reducing spending.

Descriptive models of competitor response to
new-product entry are typically based on econo-
metric analyses of data from different markets.
A simultaneous equation model by Robinson
(1988) examines the effects of entry strategy,
incumbent characteristics, and industry char-
acteristics on incumbent marketing reactions
in oligopolistic markets. Analysis using data
from the Strategic Planning Institute on 115
new-product entries shows that incumbents do
not react in the first year after entry and about
half of them are passive in the second year after
entry. The analysis, however, reveals that reac-
tions in the second year after entry are more
aggressive.

In another descriptive model, Gatignon,
Anderson, and Helsen (1989) examine how
established competitors react to a new-product
entry in an over-the-counter gynecological
product and in the airline industry. Their
model focuses on the effectiveness of a current
competitor’s marketing mix instruments. The
results show that incumbent firms retaliate with
their more powerful marketing weapons and
accommodate with less marketing instruments.

Using a game theoretic model that is both
descriptive and normative, Shankar (1997)
explains the pioneer’s reactions and predicts its
shift in marketing mix allocation upon new entry
in a market. His competitive analysis involves
study of equilibrium competitor reactions under

Nash and different leader—follower games and
an empirical illustration of analytical results
with empirical analysis of pharmaceutical data.
The analysis shows that the type of competitive
game and the anticipated impact of the late
mover on the pioneer’s margin and elasticities
are two critical factors that significantly
affect the pioneer’s decisions, in addition to
the pioneer’s characteristics and the market
conditions. The findings reveal that a follower
(leader) role in a marketing mix variable, a
static (growing) market, a decrease (increase)
in own elasticity and margin, generally lead to
accommodation (retaliation) in that variable.
This model underlines the need to examine
a combination of factors such as competitive
structure, the impact of the late mover on the
pioneer’s elasticities and margins, competitors’
marketing mix elasticities, and own elasticities
to understand shift in competitors’ marketing
mix allocation.

Firms can also perform an analysis of the
determinants of reaction time of competitors
to a new-product introduction. A model by
Bowman and Gatignon (1995) estimated on
the profit impact of market strategies (PIMS)
data identify significant predictors of response
time. The findings show that response time
i1s positively related to customer switching
costs, the entering firm’s market share, and
new-product development time, but negatively
related to market growth, the reacting firm’s
market share, and the rate of technological
change. Another study of response times to
easily imitated new products by MacMillan,
McCaffery, and van Wijk (1985) shows that
response time is strongly related to visibility,
radicality, complexity, perceived potential,
strategic attack, and organization misfit.

Firms can study the effectiveness of
different response times to new-product entries.
Gatignon, Roberts, and Fein (1997) find that
faster reactions generally have a positive impact
on the perceived success of the defending firm
but too broad a reaction (in many marketing
mix instruments) is less effective. Importantly,
the results show that the ability of an incumbent
to maintain its market position depends on
industry characteristics and the magnitude of
competitive threat from the new product.
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Further insights into the magnitude and
timing of incumbents’ responses to competitive
new-product entries are available. A delayed
response may be an optimal or efficient strategy
when the new product’s quality is uncertain
because an immediate reaction in the form of a
lower price by the incumbent firm may cause
consumers to believe that the new product’s
quality is high (Kalra, Rajiv, and Srinivasan,
1998). A good competitive analysis in this regard
should treat customers as strategic agents.

Other factors that influence the speed and
breadth of retaliation include rival product’s
innovativeness, market growth, market concen-
tration, and competitor size. Kuester, Homburg,
and Robertson (1999) show that innovative-
ness and firm size slow incumbent’s reaction
time, market growth expedites retaliation in the
product mix, and concentrated markets induce
firms to react less strongly on the product mix
and exhibit slower reactions.

Analysis of competitor reactions in indus-
trial markets reveals new insights into business-
to-business competitive analysis. In an empirical
study of 509 new industrial products launched
in the United States, the United Kingdom, and
the Netherlands, Debruyne ez a/. (2002) find that
two-thirds of new product launches meet reac-
tions by competitors after their launch, primarily
in the form of price changes. The analysis further
reveals that product assortment and promotional
changes are less frequent; distribution policy
modifications occur very rarely; competitors fail
to respond to radical innovations and to new
products targeted at niche markets; competi-
tors react if a product can be assessed within
an existing product category; and competitors
react to new products with high communication
spending and in high growth markets. Thus,
competitive analysis in industrial markets should
consider the characteristics of the new-product
launch strategy and whether the new products
are radical or incremental innovations.

Competitive analysis of responses should
also consider signaling characteristics of the
new entries. Three market signals, hostility,
consequence, and commitment are important
to consider (Heil and Walters, 1993). Research
suggests that, in general, the hostility signal
has the greatest impact on reaction strength
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followed by the consequences signal and the
commitment signal.

What are the factors that determine whether
an incumbent will react to a new product
announcement signal from a competitor, what
are the variables that affect the aggressiveness
of the incumbent’s reaction, and what are the
factors that influence whether the reaction will
be in product or other marketing instruments?
Robertson, Eliashberg, and Rymon (1995)
address these questions based on survey
data from the United States and the United
Kingdom. Their results show that signal
hostility is positively related to the occurrence
of a reaction; an incumbent is more likely to
respond when its fixed commitments in the
product category is high and when the industry
has high patent protection; and aggressive
reactions are more likely under conditions of
high signal credibility and in industries with
high patent protection. Their findings further
show that, in industries where patents are
relevant, firms are less likely to make product
changes and introductions; companies with high
fixed commitments in the product category tend
to react with other marketing mix elements,
instruments, and hostile signals do not induce
changes to product mix.

Competitors react to perceived market signals
from a new product’s launch decisions (broad
targeting, penetration pricing, advertising
intensity, and product advantage). Analysis by
Hultink and Langerak (2002) on the effects of
three perceived market signals on the strength
and speed of competitive reaction shows that
incumbents consider high advantage new prod-
ucts to be hostile and consequential and regard
penetration pricing and intense advertising to
be hostile, especially in fast-growing markets.
Their results also reveal that broad targeting is
not perceived to be hostile, especially not when
used by entrants with an aggressive reputation
and that perceived signals of hostility and
commitment positively impact the strength of
reaction while perceived consequence signal
positively impacts the speed of reaction.

How do we analyze competitive effects of
new-product introductions and deletions and
proactive and reactive actions by competitor
firms? Shankar (2006) analyzes actions and
actions in product line, price, and distribution,
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which include both anticipation and reaction
components of market leaders and followers.
His results show that market leaders have higher
product line elasticities than followers, and that
unlike followers, leaders have greater reaction
elasticities than anticipation elasticities. These
findings are useful in predicting which competi-
tors will react in what marketing mix instrument.

Competitive analysis involving new-product
entries and competitor responses have been
based primarily on their impact on sales and
market share. However, it is important to
analyze their effects on the profits and firm
values of different competitors, including the
introducing firm. What are the competitive
entry strategies that ensure both sales and profit
growth and firm value? What are the competitor
response strategies that result in market growth,
but improved market position and profitability
for incumbents? We do not yet have good
answers to these questions.

OTHER ISSUES IN COMPETITIVE ANALYSIS

Competitive analysis can be enriched by
including three topics that are becoming
increasingly important for firms in a growing
competitive landscape. These topics are compet-
itive benchmarking, convergence analysis, and
coopetition.

Competitive analysis can be enhanced by
including competitive benchmarking. Competi-
tive benchmarking involves analysis of the focal
brand, SBU, or firm relative to the strongest
competitor(s) and is typically done for strategies
such as product strategy, promotion strategy,
marketing communication strategy, sales force
strategy, distribution strategy, and pricing
strategy. Competitive benchmarking is closely
related to analysis of best practices.

Competitive analysis is complex in converging
markets. Convergence is a process by which
the boundaries across industries, businesses,
markets, geographies, or customer experiences
become blurred, creating new competitors
for firms (Shankar, Ancarani, and Costabile,
2010). Convergence competition increases
in an economic downturn, involving new
technologies, modified customer needs, and
unconventional competitors, and market rules.
For example, Danone’s Danacol, a cholesterol-

lowering yogurt, is a convergent offering,
resulting from the comingling of the food
and pharmaceutical industries. Danacol’s
competitor set includes players from both food
and pharmaceutical industries. When a firm
from one industry crosses over and enters a
market in another industry, it creates a conver-
gent offering. For example, Apple entered the
cell phone handset industry through its iPhone,
while remaining in the computing and music
player industries. The convergent firm gains
competitive advantage by being present in
different industries with common technologies
and sometimes, customers. Convergence can
also be created when firms from different
industries fulfill a customer need with different
types of offerings. For example, Danone from
the food industry offers a cholesterol-lowering
yogurt, while Pfizer from the drug industry
markets a cholesterol-reducing drug, Lipitor.
Competitive analysis will not be complete
without a review of coopetition — the term used to
describe the situation where competitors in one
market cooperate in some other market(s) (Bran-
denburger and Nalebluft, 1996). Firms engaged
in coopetition cooperate in those markets or
situations where they believe that such coop-
eration will lead to favorable outcomes such as
cost reduction, quality improvement, and profit
increase. For example, Toyota and Peugeot,
traditional competitors in many auto markets
around the world, cooperated by sharing compo-
nents costs for a new car they developed for the
European market in 2005. A good competitive
analysis could include assessment of coopetition
opportunities and potential in different markets
with different competitors. Such an analysis is
typically done using game theoretic models.

CONCLUSION

Competitive analysis refers to the evaluation
of strategies relating to a focal brand, product,
SBU, or firm relative to current and potential
competitors in its market or industry. Competi-
tive analysis is undertaken before the formulation
and development of positioning strategy, value
propositions, and marketing mix strategies. It is
also undertaken for a new brand or product,
in particular, prior to its launch in a new
market. Game theoretic models are useful tools
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for competitive analysis. Competitive analysis
in a new-product entry context involves a solid
understanding of a framework that comprises the
determinants of new-product entry strategy, its
interrelationship with competitor response, and
the drivers of competitor response. Competitive
analysis can be enriched by including compet-
itive benchmarking, convergence analysis, and
coopetition analysis.

See also competitor analysis; marketing strategy;
marketing strategy models
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competitor analysis

Venkatesh Shankar

Competitor analysis refers to the strategic evalu-
ation of the strengths and weaknesses of current
and potential competitors for a focal brand in its
market(s) or for a focal strategic business unit
(SBU) or firm in their industry(ies). Competitor
analysis can be done at the product-market level,
the SBU level, or the firm level. The main
purpose of competitor analysis is to develop busi-
ness and marketing strategies that are based on
sustainable competitive advantage. The dimen-
sions of strengths and weaknesses include finan-
cial resources, human resources, core capabilities
and competencies, order of entry advantage or
disadvantage, manufacturing expertise, research
and development (R&D) expertise, brand equity,
distribution clout, pricing power, promotional
capability, and execution ability. Each current
and potential competitor is assessed on these
dimensions and a profile of each competitor is
developed. An overall assessment is made on
who the key competitors are and what critical
strengths and weaknesses they bring to bear on
the market. Such an assessment helps brands
and firms anticipate future competitor actions
and reactions and exploit any weaknesses or gaps
in the market or the industry. Thus, competitor
analysis provides a critical input to the develop-
ment of a firm’s competitive marketing strategy.

At the firm and SBU levels, competitor
analysis involves the assessment of all relevant
firms in the relevant industries. When applied
at the brand level, competitor analysis is useful
in formulating brand-positioning strategy.
Customer perceptions of each brand’s strengths
and weaknesses in a given product market
provide the inputs for deriving a perceptual map
for that market. Using this information and data
on the location and size of customer preferences,
a brand can develop its positioning strategy.
Competitor analysis helps brands differentiate
themselves from other brands.

A good competitor analysis should include
assessments of both current and potential
future competitors. Future competitors include
marketers of substitute products and those with
alternative technologies capable of satisfying
customer needs in the relevant markets or

industries. Competitors are typically identified
first in the core product market and then in
the adjacent or peripheral product markets.
The most direct or relevant competitors can
be identified on the basis of an analysis of
the market structure, which includes such
considerations as similarity of served needs,
substitutability, cross-price elasticity, switching
costs, and perceptual positions. With the rapid
global growth in the penetration of the Internet,
the competitor sets for most brands and firms
have broadened to include players from different
product markets and countries. Furthermore,
a firm’s competitor in one market could be its
collaborator in another market, in particular,
in the hi-tech industry. A sound competitor
analysis should incorporate the implications of
such possibilities. The competitor set for any
brand or business unit or firm is dynamic as new
players enter its markets and existing players
leave those markets. Therefore, competitor
analysis is performed at intervals of a year or
less.

Competitor analysis is a useful tool for
deciding whether to launch a new product. By
combining competitor analysis with an analysis
of own strengths and weaknesses and of external
opportunities and threats, firms can better
decide whether to introduce a new product.
Firms typically decide to launch products when
their strengths relative to their competitors
outweigh their relative weaknesses in markets
where opportunities surmount threats.

The term, competitor analysis, is used
interchangeably with another term, competitive
analysis, although competitive analysis typically
refers to the assessment of a business situation
with a view to develop a sound business strategy
or marketing strategy relative to competitors.
Competitor analysis provides an important
basis for the development of such a strategy.
Competitor analysis is an essential element of
any marketing plan. In a typical marketing
plan, it is a part of situational analysis, which is
followed by marketing objectives and marketing
strategy.

See also competitive analysis; marketing strategy;
marketing strategy models
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customer analysis

Barry J. Babin and Eric G. Harris

Few would argue with the notion that customers
hold a key to success for businesses in compet-
itive industries. Customers are the subset of
consumers who choose to interact meaningfully
with a particular business entity. Businesses,
therefore, are challenged to convert consumers
into customers and once they have done so, to
retain them as customers. Value is the key tool
that businesses use to accomplish this feat. Thus,
businesses need intelligence about consumers if
they are to make reasoned strategic and tactical
decisions; these decisions are all directed at
value creation. Customer analysis, then, is the
process of generating intelligence from infor-
mation collected about consumers in the form
of data. Eventually, managers make this intel-
ligence actionable through informed business
strategy and tactics.

Theory plays a large role in customer anal-
ysis. In particular, analysts need to know what
needs to be studied and how to study it. The
“what” needs to be studied question is addressed
through the accumulated body of theory dealing
with consumer behavior. This theory in itself is
largely derived from other disciplines including
psychology, social psychology, anthropology,
and economics. The “how to” study question
is addressed through the accumulated body of
knowledge dealing with consumer research. In
a very real way then, consumer theory is firmly
rooted in the philosophy of science and the
method of learning about consumers is struc-
tured around the scientific method. Not only
does consumer research reveal ways to gather
information about and from consumers but it
also 1s increasingly focused on ways of analyzing
this data. This analysis brings the data to life by
converting raw information into intelligence.

The purpose of this article is to provide a
basic overview of customer analysis. We offer a
perspective to customer analysis based on two
frameworks, one, a framework for understanding
consumer value, the other, a framework for
generating consumer intelligence. The article
illustrates how research and analysis vary on
the basis of the particular aspect of consumer
behavior being studied. No encyclopedia of

marketing would be complete without insight
into studying consumers and this article is
intended to fill this role.

CUSTOMER VALUE

Any attempt to analyze consumer behavior must
begin with recognition of the importance of
value. Value is the sine qua non of consumer
behavior. In fact, according to Peter Drucker,
the marketing concept should be focused on the
creation of value for consumers (Uslay, Morgan,
and Sheth, 2008). Furthermore, the American
Marketing Association acknowledges the key
role of value in its very definition of the field
of marketing:

“Marketing is the activity, set of institutions, and
processes for creating, communicating, deliver-
ing, and exchanging offerings that have value for
customers, clients, partners, and society at large.”
(AMA, 2007, http://www.marketpower.com/
About AMA/Pages/Definitionof Marketing.
aspx).

While there have been a number of concep-
tualizations offered in the literature regarding
the value construct, most can be summed up
in one simple definition; value represents a
personal assessment of the net worth obtained
from an activity (Babin and Harris, 2009). As
such, value amounts to the gratification that
one receives from consumption or the total
net benefit of service received. Importantly,
both actors in an exchange give and receive
value. Marketers receive value when they obtain
resources, most often financial resources, in
exchange for benefits derived from using or
enjoying a product offering. Consumers receive
value after a purchase has taken place through the
process of consumption. For consumers, then,
a simplified way of viewing value is through a
function that highlights what consumers give
up and what they get from an exchange. This
follows a traditional view of value as “what I
get versus what I give” (Zeithaml, 1988). This
function is illustrated in Figure 1.

Consumers typically get benefits such as
quality, convenience, and emotions from their
exchanges with marketers. Likewise, they give
up resources such as time, effort, money, and
energy. Although this is a rather simple way of
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Consumer value

Get Give
components | — [components| =
(total benefits) (total costs)

Figure 1 Consumer value.

illustrating the value concept, it does illustrate
the important “give and get” components.

DIMENSIONALITY OF VALUE

An important issue with regard to consumer
value is the dimensionality of the construct.
Although the dimensionality of value has
received scant research attention, one useful
typology suggests that two main components of
value help capture the construct utilitarian value
and hedonic value (Babin, Darden, and Griffin,
1994). A consumer realizes the utilitarian value
when he/she purchases a product that, when
consumed, helps solve specific problems. For
example, when a consumer buys something as
mundane as a stapler, there is a specific problem
that is to be solved. Attaching papers together
creates greater organization and facilitates the
user’s work. In this way, utilitarian value is
thought of as a “means to an end” (Babin,
Darden, and Griffin, 1994). In other words, by
buying a stapler the consumer is able to solve
a problem that is encountered frequently. The
stapler, in and of itself, provides a solution to a
common, tangible problem, though owning it
provides no value. That is, until it is used, it is
relatively useless.

Hedonic value is focused on the immediate
gratification that results from some consumption
activity (Babin and Harris, 2009). This value is
associated with the act of consumption and the
emotions that come along with it. Little hedonic
value is obtained from the act of stapling pieces of
paper together, however, a great deal of hedonic
value is found in a visit to an amusement park, a
sporting event, an art museum, or a fine dining
establishment. Consuming fine champagne is a
multisensory experience that epitomizes hedonic
value, whereas utilitarian value is influenced by
evaluation of consumption components such as
convenience and efficiency. Hedonic value is
driven by the emotions and feelings that emerge

during the act of consumption (Babin and James,
2010). One seldom goes to a theater production to
be educated. Generally, the theater production is
consumed primarily because the time invested as
an audience member is gratifying immediately.

CONSUMER VALUE FRAMEWORK: THE
“WHAT” OF CONSUMER ANALYSIS

As a general statement, then, customer anal-
ysis must begin with an appreciation of the
importance of value, its dimensionality, its role
in consumer behavior, as well as the myriad
of variables that influence the construct. Some
theoretical orientation is necessary to narrow
down the range of potential phenomena that
might be useful in explanations. One construc-
tive framework for understanding the many vari-
ables that can influence the value derived from
consumption is the “‘consumer value framework
(CVF)” (Babin and Harris, 2009). This frame-
work is illustrated in Figure 2. The framework
addresses the “what” question of consumer anal-
ysis by providing a snapshot of important vari-
ables to consider in any consumer research effort.
Figure 2 indicates that numerous variables
work to influence consumption-related behav-
iors, and ultimately, the value that consumers
receive from products, services, and experi-
ences. Internal influencers are derived directly
from the field of psychology. Here, we find
topics such as learning, perception, memory
processes, consumer information processing,
categorization, attitude, and personality. All of
these concepts are crucial for studying consumer
behavior. External influences, long recognized
in the field of social psychology, include topics
such as acculturation/enculturation, culture,
reference groups, social class, and family influ-
ence. Situational influencers are also important
to consider here. These include topics such as
atmospherics, time pressure, and conditions.
The relationship between the marketer and
the consumer also plays an important part in
all of consumer behavior and analysis. Firms
commonly focus on customer relationship
management (CRM) techniques to ensure
that long-lasting relationships exist between
company and customer. Important topics here
include customer satisfaction/dissatisfaction,
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Figure 2 Consumer value framework (see Babin and Harris, 2009).

consumer  switching behavior, customer
“share,” and customer commitment.

It is important to emphasize that much
research attention has been given to the customer
satisfaction/dissatisfaction concept at the
expense of customer value. As Babin and James
2010 discuss, however, a great deal is to be gained
by focusing on customer value. In fact, many
highly successful marketers (e.g., Walmart)
have shown that delivering customer value is a
major part of a successful marketing strategy.
Of critical importance here is the realization
that customer value drives customer loyalty in
a way in which customer satisfaction does not.

CUSTOMER ANALYSIS IN PRACTICE

While the CVF provides an integrated view
of the “what” to study in consumer analysis,

the question of “how” to perform consumer
analysis is answered by following scientific
research principles applied specifically to
customer analysis (see Figure 3). Although the
research process is not the primary focus of the
current work, we can say that research follows a
scientific process aimed at uncovering truths —
in this case, truths about consumers (Zikmund
and Babin, 2010). Customer analysis focuses on
uncovering the myriad of factors that influence
customer value. This process can occur in both
applied and basic research settings, that is,
customer analysis can be applied to very specific
situations and/or problems (as when a company
analyzes its customers in order to increase
sales), or it can be applied by academicians
who attempt to gain better understanding of
consumer psychology and how it impacts buying
decisions, and ultimately, value.
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Customer analysis, therefore, involves
research. As a result, it follows basic research
principles and the basic steps of the scientific
method: (i) defining the analysis objectives;
(i1) planning an analysis research design; (iii)
planning a sample; (iv) collecting data; (v)
analyzing the data; and (vi) formulating conclu-
sions. Although it is quite common that most
marketing research efforts focus on relatively
large samples, customer analysis is often applied
to individual consumers. Of course, this is
dependent upon the purpose of the research.

The three basic categories of consumer
research designs are exploratory, descriptive, and
causal research. Exploratory research is performed
when the researcher knows very little about the
particular subject matter or situation. The goal
here is to simply gain an understanding of the
consumer behavior phenomena with the expec-
tation that more conclusive research is likely
to follow. Popular techniques for exploratory
research studies include pilot studies, case
studies, and experience surveys. Interpretive
research is often used as an exploratory research
tool. An interpretive approach can involve
ethnography or phenomenology. In either

case, the researcher takes on a more involved
role in observing and/or interacting with
research respondents. The data can take the
form of interview text, a story completion, a
collage, or other observational field notes. An
interpretive researcher then derives meaning
from this data and the meaning can be useful in
establishing a potential explanation. Descriptive
research is undertaken when the researcher has
a basic idea of the subject matter and simply
wants to describe the characteristics of people,
situations, organizations, or environments.
Surveys, secondary studies, and observation
techniques are popular tools for descriptive
research. Common statistical tools include
cross-classification, independent sample /-tests,
multiple regression, and factor analysis. Causal
research is performed when the research has
the purpose of establishing “‘cause and effect”
relationships between variables. Experimental
designs are popular tools for causal research.
Experimental research often involves statistical
analysis using some form of an analysis of vari-
ance (ANOVA) model. Experimental designs
are particularly common in basic consumer
research such as that published in the Journal of
Consumer Research.

Customer  analysis  approaches.  Customer
analysis can be based on results from either
qualitative or quantitative research. Qualitative
approaches are often interpretive and focus
heavily on researcher interpretation with little
or no regard for numerical measurement of
consumer phenomena, whereas quantitative
research techniques rely heavily on numerical
measurement of research observations. Quali-
tative techniques are often used with relatively
small sample sizes. These approaches include
techniques such as phenomenology (the inter-
pretation of the lived experience), ethnography
(a technique that requires the researcher to be
immerged in the research context itself), and
Jfocus groups (unstructured interviews of a small
group of consumers). Such techniques are said
to be researcher dependent because they rely
heavily on the interpretations of the observer.
These techniques have gained in popularity
among consumer researchers and are utilized
regularly in customer analysis. In contrast,
quantitative approaches involve techniques like
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survey designs, experimentation, and statistical
analysis. Quantitative approaches often use
relatively large sample sizes. Regardless of the
research design that is utilized, researchers
must work to ensure that the results obtained
are both valid and reliable. There are several
techniques available for assessing the validity
and reliability of customer analysis studies,
though these techniques are beyond the scope
of the current work. Qualitative approaches
such as these are very commonly employed
to develop explanations of the way customers
might behave.

Data in customer analysis. There are many
ways in which data can be collected for customer
analysis. Survey methods generally require
that respondents complete mail, e-mail, or
door-to-door surveys. The survey procedure
can sometimes require the use of a trained inter-
viewer or research assistant who helps record
consumer responses. Or, in some circumstances,
respondents complete the surveys themselves.
Data can also be collected by trained observers
who simply observe consumer behavior. Yet
another way of collecting data is by using
some type of mechanical equipment such as
video recorders or sophisticated psychological
equipment such as psychogalvanometers or
voice-pitch analyzers. We emphasize once again,
however, that the focus of customer analysis
is often on individual customer responses.
As such, qualitative techniques such as depth
interviews are extremely applicable. Customer
data gathered using a qualitative approach lends
itself more directly to interpretive scrutiny than
to statistical analysis.

Data analysis.  Data analysis is a critical phase
of customer analysis. In this phase, the raw data
that are collected in the study are transformed
via some type of analytical technique into mean-
ingful information. Some refer to this step as data
transformation. The selection of analytic tech-
nique depends on the specific research design.
Qualitative or interpretative designs often
require some type of categorization or theme
generation. In this step, the researcher attempts
to categorize data in either existing or “‘emer-
gent” categories. In doing so, the researcher
must consider the context from which responses

customer analysis 5

are taken. For example, a researcher may focus
on the meanings that consumers attach to
possessions that are handed down from gener-
ation to generation. To do so, they would rely
heavily on interviews and life stories of family
members in order to gain an understanding of
the meaning of such possessions. This would
take place in the absence of consumer surveys
or other quantitative approaches. A great deal
of training is necessary for a researcher to
effectively interpret qualitative data.

There are numerous quantitative analysis
techniques that are available to the consumer
researcher. As mentioned earlier, survey
and experimental designs lend themselves
well to data analysis tools such as regression
analysis, ANOVA, correlation analysis, and
t-tests. However, researchers must often utilize
more sophisticated multivariate data analysis
techniques such as cluster analysis, discriminant
analysis, canonical correlation, conjoint analysis,
and structural equations model (SEM). Although
the details of these techniques are beyond the
scope of the current article, it is worth noting
that these techniques are used commonly in
consumer analysis. Several software packages
are available, including SPSS, SAS, LISREL,
Mplus, and AMOS. Quantitative techniques
generally require a great deal of training in
specific statistical theory. Regardless of the
complexity of the technique, however, the
goal of most quantitative research remains the
same: to obtain information from the sample
data that can be inferred to the population of
interest.

Drawing conclusions. Transforming data into
usable information is an important part of the
customer analysis process. Regardless of the
complexity (or simplicity) of the study, useful
information is critical. In fact, communicating
research results is one of the most important
phases of the entire research process (Zikmund
and Babin, 2010). Of course, the audience of the
research study must be considered. For applied
research studies, the audience generally consists
of managers who are seeking to make busi-
ness decisions that are based on the information
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Table 1 Examples of research aimed at consumer analysis.

Area of CB Research Question — Research Research Description Results Reference
Involved Design Citation
Internal What is the nature Exploratory Interpretive Specific insights ~ Bettany and

influences — of consumer research into motivations  Daly
motivation motivation in pet involving of dog-related (2008)
value consumption? ethnography of marketing.

show dog owners.

Internal What are the Descriptive A survey usinga  Online shoppers are Swinyard
influences — lifestyle probability relatively young,  and Smith
personality of  characteristics sample wealthy, and live ~ (2003)
consumer distinguishing representing US  a lifestyle highly
Consumption  heavy online consumers. oriented around
process shoppers versus the Internet.

online shopping
avoiders?

External How does the Descriptive A survey of Brand attitudes of Hsieh, Chiu,
influences — degree of family elementary Taiwanese and Lin
family communication school children in  children are (2006)
influence influence the Taiwan. influenced by

transmission of parents and these

brand attitudes effects are

from parents to influenced by

children? social and
concept
orientations.

External How do Asian Causal A lab experiment  Chinese subjects ~ Ueltschy
influences — consumers from manipulating display greater et al.
culture and different characteristics of  variance in (2009)
situation countries react to the service satisfaction than
value different levels of environment do Korean or

service (atmosphere). Japanese
performance? subjects.

External What is the role of Exploratory A series of in-depth Relative Henry (2005)
influences — disempowerment interviews of empowerment
social class as a central workers in contributes to

phenomenon of Sydney, distinctive
social class? Australia. financial

Situational
influences on
decision
making

How do repeated  Causal
incident
exposures to
features of the
everyday
environment
influence product
evaluation and
choice?

A combination of
quasi and lab
experiments
utilizing samples
of US

consumers.

approaches to
decision making
The prevalence of Berger and

perceptually and  Fitzsi-
conceptually mons
related stimuli (2008)
can shape

product

judgment and
decision making




www.myindustry.ir

customer analysis 7

Table 1 (continued).

Area of CB Research Question — Research Research Description Results Reference
Involved Design Citation

Influence of When and how Causal Lab experiments ~ Nonintensive Zhu and
atmospherics  does the meaning manipulating processors are Meyers-
on decision of music need for insensitive to the  Levy
making influence cognition and meaning of music  (2005)

perceptions of an processing but intensive

advertised intensity, processors base

product? message format,  perceptions on
and type of meaning.
music.

Postconsum- ~ What is the Causal A lab experiment A product that Chitturi,
ption relationship manipulating meets or exceeds ~ Raghu-
processes between hedonic product design utilitarian nathan,

and utilitarian benefits and expectations and
benefits and consumption evokes Mahajan
postconsumption experience. satisfaction, (2008)
feelings of delight whereas a
and satisfaction? product that

meets or exceeds

hedonic

expectations

evokes delight.

Decision What are elements Exploratory Interpretive Business Lindgreen
making that translate into approach based perspective on et al.
and value value from the on data from what are (2009)

purchase of in-depth important

high-tech interviews of elements varies

products by business on the basis of

business customers. the role one plays

customers? in the decision
process.

Consumer How does the Causal A lab experiment  Health conscious  Naylor,
cognition and  inclusion of manipulating consumers are Droms,
decision functional health product labeling  most likely to and Haws
making claims on food — specifically choose something  (2009)

products alter functional health  with a functional
perceptions of claims. claim - even
value (i.e., when presented
choice)? with conflicting
information.

provided. For basic research studies, the audi- EXAMPLE APPLICATIONS FOR CUSTOMER
ence largely consists of consumer researchers ANALYSIS

who are seeking to learn more about consumer

behavior so that they can advance consumer  lable 1 provides a brief overview of published
research theory. examples of the types of analytical approaches



www.myindustry.ir

8 customer analysis

that have been described . Each study involves
drawing generalizations about consumers with
varying degrees of certainty. Some areas of
consumer behavior lend themselves better to
certain types of research designs. Studies of
consumer motivation sometimes prove difficult
for survey research or even causal research.
Manipulating motivation can be troublesome.
Thus, interpretive research is often employed.
These techniques are often aimed at rela-
tively small samples of consumers. Bettany
and Daly (2008) employ this approach in
studying consumer motivations for pet-related
consumption activities. In contrast, studies
involving individual difference characteristics
like demographics, personality, or lifestyle, lend
themselves very well to descriptive research
employing consumer surveys, often with large
sample sizes. The Swinyard and Smith (2003)
study analyzes characteristics of online shoppers
and typifies this approach. Finally, studies
involving consumer perception, atmospherics,
and decision processes lend themselves well
to experimental designs. This is because the
characteristics of different marketing stimuli
such as advertising copy or even physical
elements like odor can be manipulated easily
in laboratory environments (see Ueltschy et al.,
2009). Basic (or academic) research analyzing
results from studies effectively matching the
analytical approach to the research question
about consumers has contributed and will
continue to contribute to the development
of consumer behavior theory and to effective
analysis of customers by practitioners.
Consumer analysts also recognize that the
term customer does not always involve an indi-
vidual family member or even a household.
Businesses are customers too and the contri-
bution of business-to-business spending to the
GDP of most developed nations is approximately
equal to that of business-to-consumer spending.
Thus, a significant amount of customer analysis
addresses business consumers. Lindgreen et al.
(2009), for example, provide a typical business
customer analysis, in this case, employing a qual-
itative approach, in which they explore the key
elements that make a high-tech product more
valuable in the eyes of the business customer.
Likewise, customer research is not always moti-
vated by a specific marketing problem for a

business. The government is also interested in
customer analysis. Fach public policy decision
that involves a restriction in the marketplace
should be informed by research. Food product
labeling is regulated in every developed country.
Thus, a significant amount of consumer research
addresses the ways consumers react to different
types of product claims and different ways to
present health-related claims. Researchers, for
example, analyze the way customers react to
claims that a product provides some health func-
tion such as aiding digestion (Naylor, Droms,
and Haws, 2009). In this case, a causal design
allows analysis aimed at more informed govern-
ment decisions on labeling.

No matter how the research is generated,
customer analysis provides critical information
for theory development, businesses, and govern-
ments. Without valid analysis, decision makers
are left to make decisions based solely on intu-
ition, politics, or pure guess work. For instance,
decisions about what consumer segments to
appeal to involve analysis matching the person-
ality of'a consumer to the personality of a brand;
decisions about how to communicate nutri-
tion information appropriately involve analysis
of psychological processes; and decisions about
environmental design involve analysis of key
situational and cultural variables. Intelligence is
the key to reducing the risk of decision making.
In the end, valuable outcomes for consumers
can best be delivered when decision makers have
some idea of the processes by which value can be
created.

See also brand wvalue; competitor analysis;
customer  lifetime  value (CLV);  customer
solutions;  hedonism:  gratification is  value;
marketing research process; structural equation
modeling; survey research; thinking deeper about
customer experience; value co-creation
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thinking deeper about customer experience

Jerry Olson and Gerald Zaltman

In recent years, marketers have become aware
of the importance of customer experience
(Carbone, 2004). Service companies such as
theme parks, restaurants, and airlines quickly
recognized that an emotional experience is
the primary benefit they provide. Somewhat
belatedly, product-oriented companies realized
that tangible products also provide customers
with important experiences.

We propose that a person’s thoughts and
feelings about an event are central to customer
experience. Table 1 shows that marketers have
not always treated customer experience in that
way.

In more than a few cases, observations of
“what happened” have been treated as expe-
rience. Marketers can learn “what happened”
through secondary sources (How many people
repurchased brand A within six weeks?) or
ethnographic observation (How many brands
do consumers examine in the cereal aisle?)
(see DESCRIPTIVE RESEARCH; PERSONAL
OBSERVATION). Although such descriptions
can be useful, they are not true experience.
Rather, experience resides in a customer’s inter-
pretation of ““‘what happened.” When marketers
do not know how customers understand “what
happened,” they must imagine the meanings
and feelings that constitute experience. That
intuition is often wrong and can lead to costly
mistakes.

Identifying customers’ feelings of “what
happened” as an event occurs does reflect true
experience, but measuring such phenomenolog-
ical reactions is difficult. Consider how we could
measure customers’ real-time thoughts and
feelings during the course of a grocery shopping
trip. We are able to capture physiological
reactions (e.g., galvanic skin response, heart
rate, or perhaps eye fixations) for relatively
simple behaviors such as reactions to an ad.
However, physiological measures do not reveal
customers’ cognitive and emotional interpreta-
tions. Moreover, we know that quite different
feelings can produce similar physiological
signatures. For more complex experiences such
as a day at a theme park, it is easier to obtain

customers’ self-reported thoughts and feelings
immediately following the behaviors of interest.
However, these ‘“‘direct” measures can access
only phenomenological reactions of which the
customer is consciously aware, and we know
that significant aspects of customers’ experience
will be unconscious.

Perhaps the best indicators of customers’
experience access memories of “what happ-
ened,” since memories reflect prior interpreta-
tions by the customer (se¢ CONSUMER MEMORY
PROCESSES). Memory-based measures are infl-
uenced by many factors, including the amount
of time since ‘“what happened,” the number
of prior recalls of “what happened,” and the
type of questioning. Direct requests to remem-
ber “what happened” are likely to yield rela-
tively shallow accounts of experience. To iden-
tify the deeper aspects of experience, including
customers’ mostly unconscious interpretations
of “what happened,” we need more sophisticated
measures.

The Zaltman Metaphor Elicitation Tech-
nique (ZMET) uses metaphor to help customers
access and describe the deeper, often uncon-
scious meanings associated with an experience
(Zaltman, 2003). In a ZMET study, customers
are asked to find pictures (sometimes, objects)
that represent their thoughts and feelings
about an experience of interest. Each picture
is a metaphor for some relevant aspect of the
customer’s experience; often an unconscious
meaning, emotion, or orientation that cannot
be accessed by direct questioning. In projecting
their thoughts and feelings onto the pictures,
customers tell stories that reveal the interpreted
meanings of their experience, often in rich detail
(see PROJECTIVE TECHNIQUES).

For example, consider a ZMET study in
which we asked theatergoers to find images
that express their Broadway theater experience.
The stories these customers told revealed the
conscious and unconscious feelings and mean-
ings of their remembered Broadway experiences.
A key unconscious metaphor was Container,
indicated by customers’ stories about the various
“places” where they experienced Broadway
theater. As customers moved in and out of the
various “Containers of Broadway meaning,”
they experienced different thoughts and
emotions. For instance, theatergoers described

Wiley International Encyclopedia of Marketing, edited by Jagdish N. Sheth and Naresh K. Malhotra.
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Table 1 Three types or levels of experience.

Type of Experience Interpretation Possible Measures Example
Observed What happened An external observer’s Susan waited in line at
behavior account of customers’ Starbucks for 3.45
behaviors in a minutes.
situation as captured
by ethnography or
video recording.
Phenomenological The feeling of Physiological measures Susan felt only slightly
experience “what taken during the frustrated by her wait
happened,” situation; or as she was distracted
as it occurred immediate by the product
self-reported feelings. displays around her.
Remembered The meaning of Retrospective Over lunch, Susan told
experience what interpretation of a friend about her

happened, as
stored in
memory

one’s behavior in a
situation. This
process blends three
things: the memory
of what happened,
the memory of the
feelings that were
experienced, and the
currently activated
mental frame.

recent visit to
Starbucks. Her
feelings about waiting
in line to be served
were not a relevant
aspect of her
experience; rather
she described two
products that caught
her interest during
that time.

feelings of excitement and anticipation as they
entered the hustle and bustle of the Broadway
area in New York. When customers entered the
“different world” of the theater building, they
imagined theater customers of bygone days and
felt a connection with them. The play also was
framed as a “‘container” into which theatergoers
became immersed. Often, they became “lost
in” the story line as they “explored” how the
play is relevant to issues in their own lives.
After leaving the theater, some customers
entered into extensive discussions with friends
about their feelings and interpretations, the
final “container” of their Broadway theater
experience.

We propose that marketers develop and
apply measurement tools like ZMET that

can uncover the deep and rich aspects of
customer experience. Gaining a deeper under-
standing of how customers think and feel
about “what happened” will help marketers
develop more effective ways to improve the
experiences of their customers (se¢e CUSTOMER
SATISFACTION/DISSATISFACTION; CUST-
OMER-SATISFACTION RESEARCH).
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customer lifetime value (CLV)

Katherine N. Lemon and Loren J. Lemon

Customer lifetime value (CLLV) is defined as the
net profit from a customer (customer margin less
the costs of acquiring and serving the customer)
over the lifetime of the customer’s relationship
with the firm, discounted to the present. One
of the key objectives of CLLV is to assist in the
estimation of how much a customer/customer
segment (new or existing) is worth to a firm over
the lifetime of the customer’s relationship with
the firm in current terms (e.g., today’s dollars).
While the terminology may vary from model to
model, the essential elements of CLLV estimation
consist of the following:

Acquisition cost
Time interval
Net profit
Retention rate
Discount rate

To understand CLV, it is important to
understand the definitions of each element of
CLV.

First, acquisition cost is equal to the costs
the firm incurs in first securing the customer
less any revenues derived by the firm from the
customer at the time of acquisition. Second,
time interval is the time periods (usually years)
and overall time horizon selected for a given
CLV estimation. While this may be infinite,
usually a specified interval is selected based on
the firm’s general “life expectancy” of its rela-
tionships with the customer(s) being analyzed.
An appropriate time interval for most CLLV esti-
mates is three to five years. Third, net profit is
the expected future profits to be derived from the
customer(s) being analyzed for the selected time
interval. This is often considered to be the “net
margin” from such transactions or the recur-
ring revenue derived from the customer less
any recurring costs in servicing the customer.
These costs should ideally be directly associ-
ated with the customer. Fourth, retention rate
is the expected probability that the firm will
retain the customer as a customer during the
selected time interval. Finally, discount rate is
the rate used in calculating the “net present

value” of the future profits derived from the
customer. The usual reference point in selecting
the discount rate is the firm’s weighted average
cost of capital.

The basic model of CLLV is presented below.
CLV is typically expressed as the following
mathematical formula in Equation 1:

T '
;mm —AC (1)

where

AC = Acquisition costs,
t = Time interval,

d = Discount rate,

m = Net profit,

r = Retention rate.

When the following specific assumptions are
satisfied, the equation simplifies to Equation 2
below:

e recurring net profit () is constant over the
life of the customer,

e retention rate (r) is constant over the life of
the customer,

e discount rate (d) is constant over the life of
the customer.

m

CLV = —— —
1—r+d

AC )

It is important to note that CLV estimations
can be made for a specific customer, specific
customer segment, or a generalized calculation
based on the firm’s generalized experience
for its customers. For decisions based upon
CLV to be actionable, the customer segment
estimated should be as homogeneous as possible.
CLV is useful in assisting a firm in making a
determination of whether any new initiatives
by the firm are worthwhile (Berger and Nasr,
1998). For example, initiatives focusing on
acquiring new customers can be evaluated
to determine whether the costs of such new
initiates may be worth it given the potential
expected future profits from such customers
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(see CUSTOMER RELATIONSHIP MANAGE-
MENT). Initiatives focusing on current customer
(either to increase the revenues from existing
customer or improving the retention rate for
such customers) can be evaluated by first
estimating the CLV for such customers prior to
the initiative and then reestimating the expected
CLV with the new initiatives.

CLV can also be used to determine which
customer segments to focus on, which customers
may not be worth retaining, and where sales
and marketing efforts and other firm resources
may best deployed (see CUSTOMER EQUITY;
CUSTOMER ANALYSIS) (Rust, Lemon, and
Zeithaml, 2004). New and different applications
of CLLV analysis are constantly being developed
(Fader, Hardie, and Lee, 2005; Jain and Singh,
2002).

There are some important caveats related to
the use of CLLV. At its best, it can be an accu-
rate estimation of the future profitability of the
customer examined but it is simply an estimate.
CLV is highly dependent on the quality and
accuracy of the data utilized. Depending on the
complexity and sophistication of the CLLV model
and formulation used, the resulting estimate may
not fully account for the very dynamic nature
of the firm/customer relationship (Gupta et al.,
2006). In addition, except to the degree it is

accurately reflected in the customer retention
rate, CLV does not account for the action of
competitors. Finally, since not all customers are
the same, an aggregation bias can occur, espe-
cially when a generalized approach is used in
the CLLV estimation as there could be substantial
differences in retention rates, servicing costs, and
the amounts and rates of customer transactions.
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customer relationship management

V. Kumar

INTRODUCTION

A customer pulls into Harrah’s Caesar’s Palace
in Las Vegas. A cheerful valet greets her by name
and escorts her into the game room, circum-
venting the crowded lobby. Soon, a designated
host approaches her and ensures that the service
she is receiving matches her expectations. After
her gaming session, she is escorted into the
restaurant to her preferred table with her favorite
wine waiting for her. This superior customer
service is an instance of Harrah’s building
individual relationships with their high-value
customers as a means to enjoy their continued
patronage. Considering the satisfaction for
customers and the subsequent repeat business it
would generate for Harrah’s, it is a win-win situ-
ation for both the company and the customers,
and one that often leads to positive word of
mouth and referrals for the company. This tech-
nique of developing a one-to-one relationship
with customers is called customer relationship
management (CRM). While the example
above illustrates the customer experience
(see THINKING DEEPER ABOUT CUSTOMER
EXPERIENCE) in a business-to-consumer (B2C)
setting, appropriate measures can be adopted
to manage relationships with vendors in a
business-to-business (B2B) setting.

WHAT 1s CRM?

The above example illustrates the power of
database marketing (see DATABASE MINING
AND MARKETING) and how it can be harnessed
to identify and analyze customer segments for
valuable information that can be used to increase
the impact of marketing campaigns for compa-
nies. Further, with advancements in technology,
it is now possible to capture customer data and
interact with the customers simultaneously, as
demonstrated by Harrah’s. Therefore, CRM
extends the concept of database marketing to
a customer level in order to develop profitable
company-to-customer relationships. The con-
cept of CRM can then be used to create
strategies for interacting with each customer.

Examples of such strategies include developing
better relationships with profitable customers,
locating and enticing new customers that will be
profitable, and finding appropriate strategies for
unprofitable customers, among others.

With this as the background, we can now see
CRM from a business strategy perspective. By
adopting such an approach, companies can gain
long-term competitive advantage by optimally
delivering value and satisfaction (see CUSTOMER
SATISFACTION/DISSATISFACTION) to the
customer and extract business value from the
exchange. Kumar and Reinartz (2006) define
CRM as follows:

CRM is the strategic process of selecting the
customers a firm can most profitably serve and
of shaping the interactions between a company
and these customers. The goal is to optimize the
current and future value of the customers for the
company.

The key components of this definition include
the following:

o Strategic process: This means that CRM
activities are initiated and managed starting
from the top of the organization. CRM
does not belong to any single department
but needs contributions and reinforcements
from all corporate functions. Furthermore,
CRM is a continuing process that cannot
be handled as just another software imple-
mentation project. It must be viewed as
a continuous effort with the goal of the
company becoming more customer focused.

o Selection: When the economic value of a
customer is the basis for resource allocation,
it is logical that firms focus on their most
profitable or potentially profitable customers
first. This is not about denying services to
certain customers but about recognizing
that there is a fit between a firm’s offering
and a segment’s desires, behavior, and
characteristics.

e [nteractions: This means that the relation-
ship between the customer and firm takes
the form of an interactive dialogue. Infor-
mation and goods are exchanged and, most
importantly, the exchange evolves as a func-
tion of past exchanges. This is very different

Wiley International Encyclopedia of Marketing, edited by Jagdish N. Sheth and Naresh K. Malhotra.
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from the view that firms sell one-off products
and services to the customer (see SERVICES
MARKETING STRATEGY).

e  Customers: Depending on the industry and
company, a customer can be an individual
account, one or several segments within a
market, or an entire market. Also, customers
include not only end users but also interme-
diaries, like distributors, retailers, and so on.

o Current and future value of the customer: (see
CUSTOMER SOLUTIONS) This means that
firms are moving away from extracting their
profit from single transactions to maximizing
profits over a series of transactions. Thus,
firms are starting to maximize CUSTOMER
EQUITY - that is, the value of all their
customer relationships to them. In this
process, traditional measures such as market
share are increasingly being replaced with
new measures such as customer lifetime
value (CLLV).

CRM also involves automating and enhancing
the customer-centric business processes of sales,
marketing, and service. It not only deals with
automating these processes but also focuses
on ensuring that the front office applications
improve CUSTOMER SATISFACTION, resulting
in increased customer loyalty (se¢ MARKETING
METRICS) that directly affects the company’s
bottom line.

LOYALTY PROGRAMS

Companies have long used loyalty programs
in an effort to assess the current and future
value of customers. A loyalty program is a
marketing process that generates rewards to
customers on the basis of their repeat purchases.
Consumers who enter a loyalty program choose
to focus more of their buying with a particular
company, thereby forgoing the free choice they
had otherwise. In exchange for concentrating
their purchases with the company, they accu-
mulate assets (e.g., ‘“‘points”) that are exchanged
for products and services, typically associated
with the focal firm.

All successful loyalty programs have a unified
objective and stress on an important aspect in
customer management (CM) — it is cheaper to
market to existing customers than to acquire

new ones. Considering the achievements of all
loyalty programs thus far, we can summarize the
key objectives of loyalty programs as follows:

o  Building true loyalty: This refers to a greater
commitment to the product or organiza-
tion through the building of true loyalty,
both attitudinal and behavioral. Attitudinal
loyalty refers to the perceptions and atti-
tudes that a customer has toward a particular
product or service. Behavioral loyalty, on the
other hand, refers to the observed action that
the customers have demonstrated toward a
particular product or service. This objective
is also not easy to achieve because consumers
can be fickle and economic benefits are
important to them. Hence, building true
loyalty is the goal of many loyalty programs.

o Efficiency profits: "This refers to the compar-
ison of profit consequences with and without
loyalty programs to determine where the
biggest gain is obtained in terms of return
on investment (ROI) or profit. Therefore,
the goal of cultivating profitable loyalty is an
important objective.

o Effectiveness profits: These are long-term
profit consequences realized through better
knowledge of customer preferences over
time. This goal ensures that profitable
loyalty created is sustainable over the long
term in generating value for customers.

o Value alignment: Finally, building true
loyalty and cultivating profitable loyalty
should align the cost of serving a particular
customer with the value he or she brings to
the firm. This ultimate goal enables a firm
to serve its customers in the best manner
possible.

However, one has to keep in mind that
not all of these goals may be pursued by the
loyalty programs. It is possible for loyalty
programs to concentrate on certain goals alone.
Further, companies have to measure and
manage customer loyalty in order to develop
longerlasting customer relationships.

METRICS TO MEASURE AND MANAGE
CUSTOMER LLOYALTY

Traditionally, various metrics (see MARKETING
METRICS) have been used to measure and
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manage customer loyalty that are anticipated
to be reasonable indicators of actual customer
value. These metrics help firms prioritize their
customers in a manner that allows a higher
proportion of resources to be assigned to the
customers who are expected to generate greater
profits in the future. The following are some of
the popular metrics used:

e Recency, [frequency, and monetary value
(RFM): Recency refers to how long it
has been since a customer last placed an
order with the company, frequency refers
to how often a customer orders from the
company in a certain defined period and
monetary value denotes the amount that a
customer spends on an average transaction.
The higher the computed score, the more
profitable the customer is likely to be, in the
future.

e Past customer value (PCV): In this model,
the value of a customer is determined on the
basis of the total contribution (toward profits)
provided by the customer in the past. Since
products/services are bought at different
points in time during the customer’s life-
time, all transactions are adjusted for the
time value of money.

o Share of wallet (SOW): This refers to the
proportion of category value accounted for
by a focal brand or a focal firm within its
base of buyers. It can be measured at the
individual customer level or at an aggregate
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The metrics discussed above score customers
on the basis of their past purchase behavior
and rank order customers from best to worst.
However, research has shown that these
traditional metrics are poorly correlated with
future profitability. Therefore, we need a
forward-looking metric that overcomes these
limitations and helps firms accurately measure
and manage customers profitably.

NEED FOR A FORWARD-LOOKING METRIC

We have found a solution to this problem in
the CLV metric (se¢ CUSTOMER LIFETIME
VALUE (CLV)). Unlike other traditional measures
that include only past contributions to profit,
the merit of CLV rests on the fact that it
is a forward-looking metric. The conceptual
approach to compute CLV is illustrated in
Figure 1.

The CLV metric can be computed using
three main components: (i) contribution margin,
(i) marketing cost, and (iii) probability of
purchase in a given time period (Reinartz and
Kumar, 2003). Each of these models will have
a set of drivers/predictors. These three models
are estimated simultaneously. By applying this
approach, managers can estimate the CLV for
each customer in the firm. The calculation of
CLV for all customers helps the firms to rank
order customers on the basis of their contribution
to the firm’s profits. Such an analysis would help
the firm to treat each customer differently on
the basis of his or her contribution, rather than

level. treating all the customers in a similar fashion.
Recurring
revenues
- Gross
Minus contribution Adjusting
gin
Recurring - UelNE
Marketing Times Accumulated
costs margin
Expected number X Customer
of purchases over Minus lifetime
next 3 years value
Acquisition
costs

Figure 1 Approach to CLV measurement.
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CLYV assists marketers to adopt appropriate
marketing activities today in order to increase
future profitability. In addition, the computation
can also be used to include prospects, not just
current customers as used by the recency,
frequency, and monetary value (RFM), share
of wallet (SOW), and past customer value
(PCV) metrics. Further, CLV is the only
metric that incorporates into one, all the
elements of revenue, expense, and customer
behavior that drive profitability. This metric
also manages to score over other metrics by
adopting a customer-centric approach instead
of a product-centric one, as the driver of
profitability (Kumar, 2007).

One of the key outcomes in using CLV as
a metric is in achieving convergence between
marketing actions (e.g., contacts across various
channels) and CRM. When managers have
computed the CLV of their customers, they
must look forward to maximize it in order to
reap the benefits of the metric. The following
section discusses the various strategies that
firms can use to maximize CLV.

STRATEGIES TO DEVELOP PROFITABLE
CUSTOMER RELATIONSHIPS

Using a powerful metric such as CLV, firms
can address marketing issues with greater confi-
dence. This metric will also help companies
to develop important CRM strategies that will
help them develop profitable relationships with
their customers. Figure 2 illustrates the strate-
gies, known as the Wheel of Fortune (Kumar,
2008).

Implementing these strategies is a cyclical
process. The knowledge acquired in imple-
menting these strategies should be used as the
basis for deciding which customers to pursue in
the future and how to select the most profitable
set of customers. A brief synopsis of all the
strategies is provided in this section.

Customer selection.

The strategy. The objective of customer
selection is to detect and target customers/
distributors on the basis of their value potential
as opposed to other traditional metrics like
REFM, PCV, and SOW. This strategy is applied
when firms want to target individual customers

or groups of customers. The reason for targeting
these customers can be manifold, for example,
for sending out a promotion or for inviting
them to a special event. Finding the right
targets for marketing resource allocation is at
the heart of any CRM strategy. Smart targeting
actions add value to the firm as well as to the
customer.

Need for the strategy. First, the marketing
budget of a firm is limited, and managers have
to make choices as to where and on whom they
should spend the limited resources available to
them. Second, not all customers are equally
profitable. An overwhelming share of profits is
generated by a small percentage of customers.
This necessitates targeting those customers with
high profitability, and this is the basis of the
customer selection strategy. Traditionally, firms
rank order customers based on their profits and
prioritize their resources based on this ranking.
Among the metrics discussed in the previous
section, the forward-looking CLV metric is the
most successful in predicting future customer
profits.

Benefits of this strategy. The performance
of the traditional metrics (RFM, PCV, and
SOW) versus the CLV metric in customer
selection has been compared numerous times
with CLV always offering higher levels of prof-
itability. For example, Venkatesan and Kumar
(2004) found that the net value generated by the
customers who were selected based on the CLLV
score is about 45% greater than that generated
through customers selected through other tradi-
tional metrics. This shows that using CLV to
select customers is far more effective than using
the traditional metrics. These findings provide
substantial support for the usefulness of CLLV
as a metric for customer scoring and customer
selection.

Managing  loyalty and  profitability — simul-
taneously.

The strategy. Companies should manage
customers who are profitably loyal and not just
loyal. This is based on the finding by Reinartz
and Kumar (2002) that not all loyal customers
are necessarily profitable, and not all profitable
customers are necessarily loyal. By managing

loyalty and profitability simultaneously, this
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Customer
selection

Optimal
allocation of
resources

Figure 2 The Wheel of Fortune. Source: Adapted and updated from Kumar, V. (2008), Managing Customers for Profits,

Upper Saddle River, NJ: Wharton School Publishing.

strategy clarifies the relationship between loyalty
and profitability and provides managers with
the required framework to manage loyalty and
profitability at the same time. Implementation of
this strategy calls for segmenting customers on
the basis of their loyalty and profitability to the
firm. There are several measures of loyalty and
profitability that can be used for this purpose.
Customers are segmented into cells on the basis
of their loyalty and profitability levels. The four
cells are as follows:

o Cell 1 - Strangers (low profitable and
short-term customers): This set of customers
is not loyal to the firm and bring in
little to no profits to the company. These
customers have very little fit between the
company’s offerings, and have very little

profit potential. They have to be identified
very early on, and any investment toward
building a relationship with them should be
avoided. Profits should be made from every
transaction with these customers.

Cell 2 — Butterflies (highly profitable and
short-term customers): These are transient
customers who can be very profitable, but
often do not exhibit traditional behavioral
loyalty. These customers tend to buy a lot
in a short time period and then move on to
new firms after making those transactions.
These customers avoid building a long-term
relationship with any single firm. Therefore,
firms should adopt a more prudent approach
in managing them-enjoy their profits while
it lasts and stop investing in them at the right
moment when they switch.
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o Cell 3 — True friends (high profitable and
long-term customers): These customers are
both loyal and profitable, and buy steadily
and regularly (not too intensively) over time.
True Friends are generally satisfied with
existing arrangements with the firm, and are
usually comfortable engaging with the firm’s
processes. Care should be taken in building
relationships with these True Friends, since
these customers have the highest potential to
bring long-term profitability.

o Cell 4 — Barnacles (low profitable and
long-term customers): These customers, if
managed unwisely, could prove to be a
severe drain on the company’s resources.
The size and volume of the transactions
made by these customers are too low to
justify the cost incurred in marketing and
maintaining their accounts. The primary
step in managing these customers is to
evaluate the size and share of their wallet.
If the SOW is found to be low, specific
up-selling and cross-selling can be done to
extract profitability. However, if the size
of wallet is small, then, strict cost control
measures can reduce the loss for the firm.

Need for the strategy. This segmentation
strategy is helpful for firms in building an
effective loyalty program - one that is aimed
at maximizing profitability for the firm. With
the four segments as the base, firms can aim
to (i) build and enhance behavioral loyalty by
focusing on purchase behavior of individual
customers and their respective contributions to
firm profit, (i) cultivate attitudinal loyalty by
studying customers’ attitudes toward the firm
through customer feedback and focus groups,
and (ii1) link loyalty to profitability by using
the CLLV metric, and ensure a successful loyalty
program. This would help companies to identify
the high-value customers and spend the limited
marketing resources on them.

Benefits of the strategy. All customers
are not equally profitable. This should be
remembered when putting a loyalty program
in place. This strategy would help the firm
reward customers depending on their level
of profitability, such as a two-tiered loyalty

program (Kumar and Shah, 2004). The tier-1
rewards are aimed at all customers based on their
current and past purchase behavior. This tier-1
reward is a simple explicit way of rewarding
customers and attracting new customers. Tier-2
rewards are aimed at influencing the future
purchase behavior of customers. Tier-2 rewards
are more selective and rewards customers to
influence their behavioral and attitudinal loyalty.

Optimal allocation of resources.

The strategy. Ideally, firms should be
investing only in customers who are profitable.
However, many companies continue to spend
resources on a large number of unprofitable
customers. They either invest in customers
who are easy to acquire but are not necessarily
profitable or try to increase the retention rate of
all their customers, thereby leading to wastage
of limited resources.

Implementation of this strategy calls for
identifying the most profitable customers,
and the customers who are most responsive
to marketing efforts. The second step is to
determine the right mix of different channel
contacts for each customer. This depends
upon how responsive each customer is to these
channels of communication (e-mail, direct mail,
telephone, direct visit by a salesperson), and how
cost effective these channels are. The next step
in implementing this strategy is to decide how
frequently the customer should be contacted,
and what the intercontact time should be.
Further, the various factors that affect customer
behavior such as upgrading (to a higher product
category), cross-selling (in a different category),
and so on, need to be analyzed. Therefore, by
carefully monitoring the purchase frequency
of customers, the interpurchase time, and
the contribution toward profits, managers can
determine the frequency of marketing initiatives
in order to maximize CLV.

Need for the strategy. Conventional
wisdom says that a company’s contact strategy
and the frequency and modes of communica-
tions affect the customer’s predicted purchase
frequency. Further, it would help managers
know the extent to which they should use the
various contact channels. For instance, should
there be an increase in face-to-face meetings
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and a decrease in the frequency of direct
mailers, or vice versa? Traditional marketing
methods of flooding customers with product
promotions will not only drain the company’s
limited marketing resources but also lead to
customer estrangement. Venkatesan and Kumar
(2004) have shown that different channels of
communication have different costs associated
with them and have to be employed at the
optimum frequency and time intervals to
maximize a customer’s purchase frequency.

Benefits of the strategy. This strategy
makes recommendations as to which customers
to acquire and retain based on their predicted
CLV. It also provides recommendations as to
how to use the different channels of communi-
cation based on how responsive each customer
is to these channels. And an optimal level of
communication across the right mix of channels
is recommended in order to achieve maximum
profitability. When the channel reallocation was
implemented in a B2B firm, the firm generated
100% more revenue and 70% more profit.

Pitching the right product to the right customer at
the right time.

The strategy. Companies are constantly
involved in predicting the next product that
a customer is likely to buy. An ideal contact
strategy is one where the firm is able to deliver a
sales message that is relevant to the product that
is likely to be purchased in the near future by a
customer. This could be achieved by accurately
predicting the purchase sequence.

Need for the strategy. Understanding the
purchase sequence calls for analyzing past
customer purchases and estimating the like-
lihood of future purchases to design optimal
contact strategies. By analyzing and asking
questions such as (i) in which product category
the customer is likely to make a purchase, (ii)
at what intervals and at what time period is the
customer likely to make a purchase, and (ii1)
how much is the customer likely to spend or,
in other words, how profitable the customer is
likely to be, the strategy predicts the purchase
sequence of each customer.

Benefits of the strategy. When Kumar,
Venkatesan, and Reinartz (2006) tested this in
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a B2B setting, 85% of the customers predicted
by this model to make a purchase actually
went on to do so. In comparison, only 55%
of the customers predicted by the traditional
model actually made a purchase. When this
strategy was implemented in the B2B setting,
an increase in ROI of 160% was observed.
Thus, this strategy suggests that efficient
management of the purchase sequence not
only increases revenue by accurately predicting
and preempting a customer purchase but also
minimizes cost by reducing the frequency of
customer contacts.

Preventing customer attrition.

The strategy. As competition intensifies,
companies find that their customers are very
vulnerable and are likely to defect. Since
customer churn has a tremendous impact on
the firm’s performance it is very critical for the
firms to develop a successful strategy to prevent
attrition. This strategy calls for calculating the
probability of defection for each customer.
With this as the base, and answers to questions
such as: (i) Should we intervene? (ii) With
which customers should we intervene? (iii)
When should we intervene? (iv) Through which
channel should we intervene? (v) What should
we offer? companies can target those customers
with intervention offers that would make them
stay with the company for a longer period of
time.

Need for the strategy. Customer attrition
impacts a firm in several ways. First, firms expe-
rience a loss of revenue from the customers who
have defected. Second, the opportunity cost for
the firm to recover the acquisition cost on the
defected customer is lost, which makes it diffi-
cult for the firm to break even. Third, the firm
loses the opportunity to up-sell/cross-sell to
customers who have defected, and this loss can
be treated as a loss of potential revenue. Fourth,
due to potential negative word of mouth, the
firm loses out on future customers. This drains
the firm’s resources, which are already impacted
by the loss of customers, mostly to competitors
(see COMPETITOR ANALYSIS).

Benefits of the strategy. The effect of the
customer intervention strategy was studied in a
telecom firm using test and control groups. Using



www.myindustry.ir

8 customer relationship management

this strategy, the firm realized a net revenue gain
of $345000, after accounting for the cost of
intervention, and the ROI was close to 860%.
Therefore, the key to retaining customers is to
identify those who are likely to quit and intervene
by sending appropriate messages.

Managing multichannel shoppers.

The strategy. This strategy demonstrates
that multichannel shoppers (see MULTI-
CHANNEL MARKETING) initiate more contacts
with the firm, stay with the company for a
longer duration, purchase more frequently, and
are more receptive to contacts through multiple
communication channels. Further, the strategy
shows that there exists a nonlinear relationship
between returns and multichannel shopping,
and that there is a positive synergy toward multi-
channel shopping when customers are contacted
through various communication channels.

Need for the strategy. Companies are in a
constant pursuit to grow and serve customers,
and thereby use at least a few different chan-
nels. In many cases, these channels not only
offer customers a chance to make purchases via
multiple channels but they also offer customers
the chance to search for product information
in one or more channels and purchase in a
completely different channel. Further, owing
to advancements in logistics, increase in online
selling formats, and diverse customer segments,
firms are introducing multiple distribution chan-
nels to target the customer segments. Since
each distribution channel services a different
set of customers and provides varying levels
of services, this approach can lead to a reduc-
tion in the overall service cost, resulting in an
increase in profitability for the firm. Therefore,
it would be profitable for firms to start operating
across multiple channels and thereby target the
multichannel shoppers.

Benefits of the strategy.  Using this strategy,
Kumar and Venkatesan (2005) showed that as
a customer shops across more channels (from
one channel to four channels), the customer (i)
spends more revenue with the firm, (i1) spends
a higher proportion on the focal firm (rather
than with a competitor), (iii) has a higher past
profitability (which is correlated with future
profitability), and (iv) has a higher likelihood

of buying in the future. By adopting the test and
control group experiments, it was found that
the net gain in revenue for the firm due to the
addition of one more channels was on average
about 80%. After accounting for the costs, the
return on investment was about eight times
or 800%. Therefore, when firms contact the
right customers, at the right time, to encourage
adopting another channel, it results in higher
profitability.

Acquiring profitable customers.

The strategy. The main goal of this strategy
is to acquire profitable customers, make them
stay longer with the company, and derive more
profits from them over their lifetime with the
company. Using CLV| this strategy optimizes
the acquisition/retention costs of customers
and links such efforts to overall profitability.
Such an exercise helps firms to decide which
customers are worth acquiring/retaining and
which dormant customers should be pursued
to come back to the firm. Firms should use
customer profiles to identify the customers who
are most likely to be profitable. This can be
achieved by identifying customers with similar
characteristics as existing high-CLV customers,
and by adopting an appropriate marketing
strategy.

Need for this strategy. The need for this
strategy arises from the fundamental question
to which every company seeks answers -
whom to acquire and retain? While making
direct marketing investment decisions, many
marketers still overemphasize short-term cost
over long-term gain. This leads to a situation
where companies would pursue customers who
are cheap to acquire and cheap to retain without
essentially being profitable. Conventionally,
most companies use customer acquisition and
retention rates to measure their marketing
performance. This approach could diminish
returns to the firms as they might be spending
more on acquiring and retaining a customer,
than on what the customer brings in as
revenue. Further, different groups of customers
require different levels of acquisition/retention
spending to maintain their relationship.
Therefore, managers need a strategy that strikes
a balance by efficiently allocating resources
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between customer acquisition and customer
retention.

Benefits of this strategy. By observing the
customer behavior of a catalog retailer, Thomas,
Reinartz, and Kumar (2004) segmented cus-
tomers on the basis of their cost of acquisi-
tion and cost of retention. They found that the
largest segment (32%) was made up of customers
who were easy to acquire and retain. But, they
accounted for only 20% of the total profits. On
the other hand, 40% of the total profits came
from the smallest group of customers (15%)
who were expensive to acquire but cheap to
retain. Therefore, linking acquisition and reten-
tion to profitability helps the firm to target and
retain profitable prospects and customers. This
demonstrates that optimal allocation of resources
helps companies increase their revenue, balance
acquisition and retention strategies, and manage
customers profitably.

Referral marketing strategy.

The strategy. This strategy introduces the
use of the Customer Referral Value (CRV)
metric, which is defined as the value of the
referral behavior for a specific customer, as the
basis for managing and maximizing customer
referral behavior. This metric advises managers
that customers be valued on the basis of their
indirect impact on the firm’s profits, through
savings in acquisition costs and addition of new
customers by way of customer referral.

Need for the strategy. Past research studies
have suggested the existence of a link between
a customer’s willingness to recommend and
the growth in firm’s profits (Reichheld, 2003).
Specifically, the ultimate question for a firm is —
would you recommend us? Relying only on this
question leads to two problems: (i) this ques-
tion would highlight only the correlation and
not the causation of referrals and increase in
profits, and (ii) this question would identify the
referral behavior on an aggregate level and not on
an individual customer basis. Recently, Kumar,
Petersen, and Leone (2007) conducted a field
study to better understand the determinants of
customer referral behavior and its impact on firm
profits by computing CRV.

customer relationship management 9

Benefits of the strategy. It is important to
note that while CLV indicates the actual value
of purchases provided by a customer to the firm,
CRYV computes the influence that the customer
has on other potential customers. Therefore,
firms should measure and manage CLV and
CRYV simultaneously to drive more value for the
firm. To develop an effective CRM strategy,
a telecommunications firm computed the CLV
and CRV for a sample of 9900 customers and
segmented them into four cells ofa 2 x 2 matrix.
The four cells are (1) affluents (high CLLV and a
low CRYV), (ii) misers (low CL.V and a low CRV),
(1i1) advocates (low CLV and a high CRV), and
(iv) champions (high CLV and a low CRV).

Therefore, the managerial implications in
maximizing CLV and CRV simultaneously is
that (i) not all behaviorally loyal customers
recommend new customers, (ii) not all customers
who recommend new customers are behav-
iorally loyal, and (iii) focusing only on high-CL.V
customers for increasing the number of referrals
is not an optimal strategy. The key to success is
to encourage customers to build social networks
and to trigger them, along with customers who
already have strong social networks, to talk to
individuals in their network by using marketing
programs that reward word of mouth and/or
referrals.

The strategies discussed here are proven
strategies that can help companies in building
profitable longerlasting customer relationships.
Even though these strategies can yield great
results when implemented separately, they work
best when implemented as a whole. The knowl-
edge acquired from implementing each strategy
can be used to improve on other strategies, and
this information can be collectively used to refine
future CRM initiatives.

FUTURE OF CUSTOMER RELATIONSHIP
MANAGEMENT

Until now, CRM strategies adopted by compa-
nies have always focused on cost savings in
managing customers. Increasingly, companies
are beginning to realize the potential of
cultivating profitable customer loyalty that can
help them increase revenue and profit. When
implementing CRM strategies, firms have to
adopt a customer-focused view that considers
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their needs, lifetime value, and profitability.
In this regard, a product-focused view where
decisions are made with the product in reference
would be of little help to the companies. Such a
managerial transformation requires indentifying
necessary components and interfaces for
delivery of products/services to the customer,
human resources to implement and manage
the process, and appropriate metrics that can
measure and maximize the impact on any
change in the firm’s consumer base. The future
of CRM, therefore, lies in the ability of firms to
accurately assess customer feedback and market
trends through an interactive marketing (see
DIRECT AND INTERACTIVE MARKETING)
approach and the capacity to respond instantly
to changing market and customer needs.
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customer satisfaction/dissatisfaction

Steven P. Brown and William Zahn

CUSTOMER SATISFACTION

Customer satisfaction is a tacit or explicit
assessment by customers that they have received
positive outcomes and fair value for sacrifices
made in acquiring and utilizing a product
or service. In fundamental respects, it lies at
the heart of marketing thought and practice.
Given its centrality to marketing thought and
practice, it is not surprising that customer
satisfaction has been considered from various
perspectives and at different levels of analysis
in marketing research. Customer satisfaction
research accounts for a substantial proportion
of total revenues of leading market research
firms (Oliver, 1999), and academic research on
the topic provides an integrating theme that
can be traced across research paradigms and
substantive fields of interest.

Customer satisfaction might fairly be said
to constitute the conceptual centerpiece of
marketing thought and practice, or at least to
have as substantial a claim on that distinction as
any other construct. In this article, we organize
the many viewpoints that have been taken
on customer satisfaction into three categories:
philosophical, psychological, and managerial.

The philosophical perspective. In his classic
article on “Marketing Myopia,” Levitt (1960)
argues that the brilliance for which we
remember Henry Ford should 7ot be for having
revolutionized production processes; it should
be for his marketing prowess. Citing Ford’s
own writings, Levitt notes that Ford first came
to understand that he could sell millions of cars
priced at $500, and only then set out to devise
a way to profitably satisfy this latent demand.
Assembly line production became the means to
this end, but the driving innovation was that the
goal of satisfying customer wants and needs at a
profit at a price they were willing to pay dictated
product design and the means of production.
While he was apparently denying it (by saying
‘“‘customers can have it in any color they want,
as long as it is black”), Ford had become the
father of MARKET ORIENTATION.

Levitt’s (1960) article is frequently cited as
the seminal statement that customer satisfaction
and customer orientation lie at the heart of
business and constitute its essential purpose.
This philosophical position has since been
thoroughly interwoven into marketing thought
(if not always into practice). It is reflected
in Levitt’s observations that “The view that
an industry is a customer-satisfying process,
not a goods producing process, is vital for all
businesspeople to understand” (p. 55), and that
‘“...the entire corporation must be viewed as
a customer-creating and customer-satisfying
organism. Management must think of itself
not as producing products but as providing
customer-creating value satisfactions” (p. 56;
see A FRAMEWORK FOR CREATING VALUE
PROPOSITIONS).

Levitt’s philosophical perspective has been
updated by Kohli and Jaworski (1990); Narver
and Slater (1990), and others in their descrip-
tions of market-oriented organizations (see
MARKET ORIENTATION). Their contributions,
which we discuss in more detail in the section
Managerial Perspectives, have supported the
philosophical perspective and sustained the role
of customer satisfaction as the centerpiece of
marketing thought and practice.

Noting that satisfied customers often do
not remain brand loyal (se¢e BRAND EQUITY;
BRAND GROWTH STRATEGY), some writers
(e.g., Reicheld, 1996) have urged scholars
and managers to redirect their attention from
customer satisfaction to loyalty. Addressing
this issue, Oliver (1999) underscores the
indispensable role of customer satisfaction in
the development and maintenance of loyalty
(see CUSTOMER EQUITY). He likens the
metamorphosis from satisfaction into loyalty to
the germination of a seed into a flower when
nurturing elements (e.g., differentiated quality,
social support, and consumer resistance to
competitive offerings) are present. He further
notes that in many product categories (e.g.,
those in which real differentiation, customer
identification, and social support are not feasible)
true loyalty is not realistically achievable, and
satisfaction should remain the firm’s primary
objective.

Wiley International Encyclopedia of Marketing, edited by Jagdish N. Sheth and Naresh K. Malhotra.
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The psychological perspective.  Feelings and
judgments of satisfaction (e.g., with life, work,
or relationships, as well as with products and
services) importantly influence the quality and
meaning of life experience (see THINKING
DEEPER ABOUT CUSTOMER EXPERIENCE).
As a result, considerable research effort has
endeavored to understand the processes that
determine satisfaction judgments.

From the psychological perspective, Oliver
(1999) defines customer satisfaction as “‘plea-
surable fulfillment.” Research on processes
resulting in customer satisfaction has focused
largely on the disconfirmation of expectations
paradigm. In this view, customers are believed to
have preexisting expectations about the perfor-
mance of products and services and to derive
satisfaction judgments based on how their actual
consumption experience measures up against
these expectations. Positive disconfirmation
produces satisfaction, whereas negative discon-
firmation leads to dissatisfaction. Although
the preponderance of research has shared this
general premise, different researchers have
posited and tested different types of standards
and expectations against which to compare
product performance (e.g., desires, ideals,
experience-based norms, comparison levels of
alternatives).

The disconfirmation of expectations paradigm
has been criticized for being too focused on
single consumption experiences, excessively
cognitive, narrowly individualistic, and overly
abstracted from consumption context. Seeking
to broaden the scope of customer satisfaction
research, Fournier and Mick (1999) contex-
tualized the psychological perspective using
ethnographic methods. Although they found
some support for disconfirmation processes,
their investigation also led to conclusions that
customer satisfaction is partially rooted in the
life situation and social context of the consumer
(sge THINKING DEEPER ABOUT CUSTOMER
EXPERIENCE). Products that facilitate progress
toward higher order goals (e.g., being a good
parent, being a consummate professional) and
enrich the enjoyment and meaning of social
interactions produce satisfaction. Also, products
that inspire awe, produce positive surprise and
delight, eliminate expected negative conse-
quences of consumption, or become integral

to the consumer’s existence deliver high levels
of satisfaction. Fournier and Mick (1999) also
found customer satisfaction to result from
dynamic processes that are shaped through
extended interactions with products over
time. In all,; this research usefully broadened
the psychological perspective on customer
satisfaction by highlighting the limitations of
the dominant disconfirmation paradigm (while
not totally rejecting it) and emphasizing the
goal-directed and socioemotional aspects of
consumption. They also highlighted what
they perceived as an integral linkage between
customer satisfaction and life satisfaction
(particularly in the sense that products that
further life goals produce customer satisfaction).

The managerial perspective.  'The manage-
rial perspective on customer satisfaction is
concerned with the practical realization of the
philosophical perspective. If from a philo-
sophical perspective customer satisfaction is a
primary goal that shapes product development
and means of production, then the managerial
perspective is concerned with the means by
which this orientation can be implemented
most effectively. The ubiquity of customer
satisfaction measurement in industry suggests
the extent to which executives accept the philo-
sophical perspective and strive to implement
it. In contrast to research on the psychological
perspective, which is typically conducted at
the individual level of analysis, research on the
managerial perspective aggregates customer
satisfaction scores to the organizational level and
seeks to identify antecedents and outcomes of
satisfaction at this level.

Fornell and Wernerfelt (1987) provided an
important impetus to the managerial perspective
on customer satisfaction by indicating the
substantial returns firms can realize from
“defensive marketing” (i.e., customer retention
resulting from high levels of satisfaction; see
CUSTOMER RELATIONSHIP NIANAGEMENT).
Reicheld (1996) provided a further impetus
with an analysis indicating that an improvement
of 5% in customer retention can result in
profitability improvements ranging from 25 to
95% (depending on industry; see CUSTOMER
LIFETIME VALUE (CLV)). Although customer
loyalty (rather than satisfaction per se) is the
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focal variable in these analyses, as previously
noted, customer satisfaction is the sine qua non
underlying loyalty (in the sense of attitudinal
commitment to the brand).

Development of the American Customer
Satisfaction Index (ACSI) at the University
of Michigan, which benchmarks over 200
firms based on customer satisfaction scores,
has importantly advanced research from
the management perspective. Studies based
largely on the ACSI database have established
satisfaction as a leading indicator of financial
performance metrics, such as operating margin,
return on investment, and shareholder value
(e.g., Anderson, Fornell and Mazvancheryl,
2004; see MARKETING METRICS). Most of this
research has shown meaningful variation in the
strength of relationship between satisfaction and
financial performance across industries. Other
research has shown that customer satisfaction
also improves the efficiency of future advertising
and promotion investments (LLuo and Homburg,
2007; see COMMUNICATIONS BUDGETING).

Conceptual and empirical research on market
orientation (e.g., Kohli and Jaworski, 1990,
Narver and Slater, 1990) has extended Levitt’s
work by identifying processes that characterize
market-oriented businesses and relating them
to organizational performance. In Kohli and
Jaworski’s (1990) framework, these processes
include intelligence generation, dissemination
across functions, and coordinated response to
market developments. Parsing the conceptual
domain of market orientation somewhat differ-
ently, Narver and Slater’s framework includes
customer orientation, competitor orientation,
and interfunctional coordination. Both of these
views of market orientation have been shown to
be positively related to firm profitability.

At a finer grained level of analysis, orga-
nizations frequently seek to leverage their
investments in satisfaction research by identi-
fying specific process improvements that will
most effectively improve customer satisfaction.
Product attributes that correlate highly with
customer satisfaction and on which performance
has considerable room for improvement provide
the best targets.

Survey-based efforts to improve customer
satisfaction have been criticized for being back-
ward looking, as customer feedback reflects past
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actions and may provide no hint of impending
discontinuous innovations that could render
present markets obsolete. In this regard, it
is important for firms to maintain a broad
vision in their collection and dissemination of
market information and not rely excessively
on customer feedback about current product
forms. Such feedback must be interpreted in
the context of latent needs that customers may
not be able to articulate easily, and technological
advances that could result in new and radically
changed product forms that serve the same needs
(see INNOVATION DIFFUSION). This point was
central to Levitt’s (1960) original statement of
the marketing concept.

SUMMARY

As the core of the marketing concept, customer
satisfaction has a reasonable claim to being the
conceptual centerpiece of marketing thought
and practice. Although some have reasonably
argued that “satisfaction is not enough” (i.e.,
many satisfied customers switch to competitors’
products), deep brand loyalty begins with the
experience of satisfaction, and without it true
loyalty cannot develop. Conversely, dissatisfac-
tion leads to customer defections, negative word
of mouth, and even customer efforts to harm the
brand.

Given the centrality of customer satisfaction
to marketing thought and practice, it is not
surprising that it has inspired a great abundance
and diversity of research. As our review suggests,
widespread acceptance of the marketing concept
reflects a philosophical perspective in which
delivering customer satisfaction is the funda-
mental purpose of business. This perspective
suggests the importance of understanding the
psychological processes that lead to customer
satisfaction. In this regard, we conclude (in
agreement with Fournier and Mick, 1999) that
the dominance of the expectancy disconfirma-
tion paradigm has restricted progress toward a
broader and more contextualized appreciation of
socioemotional factors that shape the experience
of satisfaction. Finally, research conducted at
the organizational level of analysis has shown
that customer satisfaction is related to a range
of financial performance metrics. These find-
ings support the philosophical perspective as
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originally articulated by Levitt (1960). As the
psychological perspective has suggested, satis-
faction importantly influences the nature and
quality of people’s life experiences, and deliv-
ering it reliably to customers is fundamental to
firms’ financial performance.
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customer solutions

Sundar G. Bharadmwaj

In the last decade, firms have increasingly moved
in the direction of offering solutions to their
customers. Recent actions by Dell to purchase
Perot Systems, HP in purchasing EDS, or
Xerox’s purchase of Affiliated Computer
Systems were all motivated by the need to offer
solutions. This strategic action which initially
began in the technology sector has broadened
out to other sectors including financial services,
travel, healthcare, automotive, and others.
Actions such as using reverse auctions, group
purchasing, global sourcing, and supplier tiering
have increasingly put pressure on supplier
firm prices and profitability. To overcome the
perceived commoditization that such purchasing
approaches impose on their offerings, supplier
firms have added solutions to their portfolio
with the explicit hope of differentiating their
offerings and appropriating the value created
through better prices. However, in a vast
majority of instances, the expected premium
prices have not materialized. The fundamental
problem has been the inherent confusion that
supplier firms have faced with regard to what
a solution really is. Customers have tended to
perceive the solutions offerings of their supplier
firms merely as bundles largely consisting of
products and service that are at best customized.
Consequently, customers have not tended to
provide the premiums that the suppliers have
anticipated for such offerings, while in fact
they have demanded a discount for buying a
bundle. On the other hand, suppliers have faced
increased costs in designing customized bundles
and with lower prices their bottomlines have
been significantly hurt. The author has drawn
upon a study on both customers and managers
from supplier firms to present a new way of
defining and delivering solutions (Tuli, Kohli,
and Bharadwaj, 2007).

The research indicates that while most
supplier firms think of a solution as a customized
and integrated bundle of goods and services,
most customers, in sharp contrast, think
of a solution as a set of relational processes
comprising (1) customer requirements definition,
(ii) customization and integration of goods

and/or services, (ii1) their deployment, and
(iv) postdeployment customer support, all aimed
at meeting a customer’s business mneeds. The
contrasting viewpoint leads suppliers to under-
emphasize customer requirements definition
and postdeployment support that are crucial
to many customers. Suppliers’ inattention to
these relational processes appears to result in
ineffective solutions, dissatisfied customers, and
lower profitability. Viewing a solution as a set
of four relational processes can help suppliers
organize themselves to deliver greater value to
customers, determine their cost-to-serve more
accurately, and appropriate the value through
more favorable prices.

Understanding a customer’s business and
needs is a nontrivial task. Firms need to
translate the benefits of the solution in terms
of outcomes that match the customer needs
closely. For example, Lorenzo Zambrano, the
CEO of Cemex, a cement manufacturer, realized
that their real business was helping customers
complete their construction project, not buy
cement. While their goal was to sell more cement
to low-income customers in Mexico, they also
realized (after conducting participant observa-
tion research by living with them for a year in
Mexico) that customers relied on repatriated
funds from family members in the United States.
Repatriation was a costly process and transaction
costs were as much as 12%. Moreover, the
families in Mexico had little expertise over-
seeing construction process. Cemex innovated
a solution for such customers, wherein they
provided construction advice, repatriated funds
directly to contractors (lowering transactions
costs substantially), and developed precast
cement blocks and a new type of low-cost slurry
to meet the needs of the low-income target
market. An obvious managerial lesson is that
to encourage an outcome-based thinking in the
organization, firms need to get their employees
to think of a whole range of related needs a
customer faces in completing a task.

The effectiveness of a solution depends on
both supplier and customer related structural
and process oriented actions as well as char-
acteristics. In particular, suppliers can enhance
their ability to provide solutions by (i) adopting
contingent hierarchies, in which a business unit
with the most to contribute to a particular

Wiley International Encyclopedia of Marketing, edited by Jagdish N. Sheth and Naresh K. Malhotra.
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solution has the authority over other business
units for providing that solution; (ii) prespeci-
fying the organizational process for developing
solutions; (i) aligning incentives of functions
and units around providing effective solutions;
(iv) emphasizing the documentation of customer
engagements; and (v) limiting customer contact
personnel turnover.

The effectiveness of a solution also depends
on a customer’s willingness to (i) adapt to a
supplier’s offerings, (ii) share information about

its internal operations with a supplier, and (iii)
share relevant internal political considerations
with a supplier. In summary, these factors serve
as the segmentation and targeting guideline for
suppliers.
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database mining and marketing

Maytal Saar-Tsechansky

Database mining refers to the data-driven
process of extracting useful patterns or rela-
tionships from large databases, usually by
means of sophistical statistical techniques. In
the context of marketing, database mining
and marketing refers to the application of
data mining techniques with the objective
of informing marketing decisions, such as
direct targeting decisions. In contrast to some
traditional marketing modeling approaches, data
mining is principally data-driven. That is, it
discovers and unravels patterns in data and is not
guided by a theory of the underlying domain.

While most data mining techniques are
generic and were not specifically developed for
marketing applications, marketing has proven
to be a popular application for database mining.
Indeed, applications of data mining in marketing
have been highly successful, and some have
even become standard industry solutions. The
reasons for this success include (i) the availability
of large amounts of clean and structured data
(such as scanner, purchase, and click-through
data), (i1) open-mindedness regarding the inter-
pretability of models (black box approaches are
often acceptable), (iii) moderate requirements
regarding the performance of data mining (i.e.,
the cost of decision or prediction errors is
typically not very high), and (iv) significant,
measurable, and immediate monetary benefits
often result from the application.

Most marketing applications of data mining
techniques utilize customer-specific demo-
graphic information, customer behavioral
records, or a combination of both. The adoption
of the Internet as a sales platform and a virtual
environment offers a plethora of additional
data sources including user-generated content
including reviews, blogs, and Facebook, and
social networks, all of which bear significant
relevance for marketing problems. Below are
illustrative marketing database mining applica-
tions that have been adopted widely in industry.

Market basket analysis: This employs algo-
rithms that efficiently extract common co-
occurrences of product purchases. More

formally, market basket analysis employs
algorithms that extract association rules of
the form: if A then B, where A and B are sets
of products. Such rules are often interpreted
as: if one buys the products in A, then one
is more likely (than a customer drawn at
random) to buy the items in B. Market basket
analysis has been applied to support decisions
in store design, promotion, and even product
recommendations.

Propensity models: These are predictive
models that are typically applied to estimate
the likelihood of a certain event, such as
the likelihood that a customer will purchase
a given product, or discontinue a service.
Modeling techniques that have performed
well include support vector machines,
which are particularly effective for large
sets of independent variables, and ensemble
modeling approaches such as bagging, which
effectively exploit extensive transactional
histories. Propensity models are useful tools
for designing mailing lists and optimizing
the use of sales resources by prioritizing
customers for targeting.

Customer lifetime value models: These go
beyond modeling a customer’s single
purchase decision and address the long-term
effect of retention efforts. Insights from
customer lifetime value modeling can be
used to optimize pricing and quality of
service decisions. Wallet models serve a similar
purpose and estimate the total budget that
a customer has at his or her disposal for a
given product category. This information is
of general strategic value and can affect both
product- and customer-specific pricing and
marketing actions.

Ad placement: This is a more recent
marketing application of data mining. The
objective of ad placement is to match an
ad with a relevant online content so as to
increase the likelihood that a customer will
be influenced by the ad. In this application,
methods from information retrieval analysis
are often used both for representing content
and ads using keyword vectors and for
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capturing the “proximity” of a given content
to a set of keywords representing a given ad.

Viral marketing: This capitalizes on cus-
tomer social networks that are either associ-
ated with a product (such as social networks
derived by telecommunication providers
based on customers’ interactions) or social
networks derived from public data sources,
such as blogs. Data mining has demonstrated

that explicit social networks as well as
networks derived not from actual interactions
but based on behavioral similarities provide
valuable cues to help predict consumers’
preferences. For example, network neighbors
of a customer who has purchased a service
were found to be more likely to order the
same service in the future. Such networks
have also been found to be effective for
identifying targets for brand advertisements.
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demand elasticity

Ashutosh Prasad

INTRODUCTION

Pricing is an important component of the
MARKETING MIX. Here we cover a well
established concept with direct implications
for PRICING STRATEGY, namely, the price
elasticity of demand. Also discussed are the
related concepts of cross-price elasticity and
income elasticity of demand.

The price elasticity of demand is a measure of
consumers’ sensitivity to price changes. Demand
is said to be more (respectively, less) elastic if
there is a large (respectively, small) change in
quantity demanded in response to a price change.

The concept of elasticity was introduced by
Marshall in 1882. Bartels (1976, p. 11) in The
History of Marketing Thought writes that ‘“The
concept of elasticity was the result of a long
development in economic thought. Adam Smith
had recognized that demand was not a fixed
amount at all prices. Malthus, on the other
hand, had a better appreciation of some of the
subjective character of demand and recognized
what he called “intensity” of demand. Jevons
and the Austrians expanded that idea into a
theory of diminishing utility. Alfred Marshall
later generalized it in the concept of elasticity.
His interpretation of demand has long been used
by marketing writers as a theoretical basis for
selling, advertising, and the promotional work of
marketing in general.”

Definition of elasticity. The price elasticity of
demand (henceforth elasticity) is defined as

oy ODP/DP) P D)
PV ="~ DB < op

)

where,

P is the price of the product;

D(P) is the quantity demanded at price P, that
is, the demand curve for the product. Function
arguments are suppressed hereafter when no
confusion arises. The possible dependence of
demand on additional variables, such as prices
of other goods and customers’ incomes, explains
the use of partial derivatives.

To apply Equation 1 we need a differentiable
demand function which can be obtained either
from estimation or by assumption. If the demand
curve is unknown but a few discrete points on
it are given, then an approximation of elasticity,
sometimes called the arc elasticity of demand, is
useful:

__ AD/D 9% change in demand
AP/P % change in price

e @)

In this context the definition in Equation 1
is referred to as the point elasticity of demand. A
derivation of the point elasticity and arc elasticity
is provided in Example 1.

Example 1. A store observes that the quantity
demanded for a product is D; units when it is
priced at Py and D; units when it is priced at P;.
What is the elasticity?

We can compute the point elasticity by
assuming a two-parameter demand function that
passes through the data points, followed by an
application of the elasticity formula in Equation
1. The answer will depend on the chosen
demand function. Thus, for the demand func-
tion D(P) =a — bP, it is e(P) = W
Note that the elasticity varies along the demand
curve. For example, at the midpoint of the data,

(D1 4+ D3)/2 and (P; + P;)/2, the elasticity is
o= DDy P+l
Di+D; ~ Pi—P,

The alternative to assuming a functional form
for demand is to compute the arc elasticity.
When using the arc elasticity formula, often
the data midpoint D = (D; + D;)/2 and P =
(P1 + P;)/2 is chosen as the reference point
from which percentage changes are computed.
Then5 aprlying t}g: arc elasticity formula yields
&= L):%D; X ﬁ. This illustrates that when
evaluated at the data midpoint, arc elasticity and
point elasticity with linear demand are equiva-
lent. J

If there are more than two data points, regres-
sion analysis can be used to first fit a demand
curve to the data and then elasticity can be

obtained.

Elastic and inelastic demand.  From its defini-
tion, elasticity will be negative for a downward
sloping demand curve. Since this is usually
the case, the minus sign is often ignored. For
example, when we say that demand is “more
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Table 1 Estimated price elasticities of demand.

Inelastic Demand

Approximately Unit Elastic

Elastic

Gasoline and oil, ns

Water consumption, —0.20
Medical care, —0.31

Legal services, —0.40

Jewelry and watches, —0.41
Tobacco products, —0.46

Funeral and Burial expenses, —0.47
Taxi, —0.63

Motion pictures, —0.87
Medical care (Ir), —0.91
Shoes and footwear, —0.91
Laundering services, —0.93

Foreign travel (Ir), —1.77
Tobacco products (Ir), —1.89
Restaurant meals, —2.27

(ns = not significant; Ir = long-run)

elastic” or has “higher elasticity” the reference
is to the magnitude of elasticity. The magnitude,
or absolute value, of elasticity is denoted by |e|.
Demand is said to be elastic if |e| > 1, inelastic
if |e| < 1, and umit elastic if |¢] = 1. Further-
more, demand is perfectly elastic if |¢| = oo and
perfectly inelastic if ¢ = 0. An example of the
latter occurs when the demand curve is parallel
to the price axis.

Table 1 was constructed from results selected
from Houthakker and Taylor’s (1970) analysis
of US consumption data to show a few product
categories with elastic, inelastic, and unit elastic
demands.

A demand curve will generally exhibit diff-
erent elasticities at different price points. This is
illustrated by Example 2.

Example 2. What is the price elasticity of the
linear demand function, D = 4 — BP, where A
and B are positive constants?

The formula for elasticity yields ¢ = A:%.
Thus, elasticity is a function of the price.
Figure 1 shows that the linear demand curve is
divided into elastic and inelastic regions.

Atits highest value, demand has zero elasticity
and at its lowest value it is perfectly elastic. As a
curiosity, the elasticity at any point on the linear
demand curve is equal to the length of the line
segment above that point divided by the length
below it. [

Measuring demand sensitiviry.  As an alternative
to computing the elasticity, a related measure
of consumers’ sensitivity to price changes is
the slope of the demand curve 0D/dP. Of
these two measures, elasticity is often preferred
because it is a unitless quantity, which facilitates

comparisons across different products, curren-
cies, and quantities. However, unlike the slope,
it is not straightforward to assess elasticity by
eyeballing the demand curve, with the excep-
tion that when the demand curve is drawn on
a log-log graph, the slope will be exactly the
elasticity. To see this, consider the function

y = f(x), where y =InD and x = In P are the

transformed demand and price variables. Then
the slope of this function is given by

dy dlnD 09D/D
— = = — =&
dx dlnP  OP/P

One can derive the demand function require-
ments for elasticity to be constant. Assuming
that elasticity is constant, the above equation
& =0InD/d In P can be solved as a differential

Inelastic

D(P)
Elastic

0 Al2B A/B
Price P

Figure 1 Elastic and inelastic regions of a linear demand

curve.
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equation to give
D= KpP*

where K is independent of price. This demand
function, due to its property of constant elasticity
atevery price point, is called the constant elasticity
demand function or the isoelastic demand function.

Thus, using log-log transformed demand and
price data, the estimate of the slope coefficient
provides an empirical estimate of elasticity. The
data could come from various sources-sales
data, panel data, conjoint studies, surveys,
and experimental methods have all been used.
Econometrically, it may be necessary to control
for such things as competitive and product-line
prices, endogenous price, heterogeneity, and
correlation with other marketing mix variables
to improve the validity of the model. Often with
multibrand, multisegment demand models,
the elasticity is neither a model parameter nor
amenable to derivation from the estimated
parameters. Then, after estimating the demand
function, elasticities for each brand and segment
can be numerically evaluated at a few different
price points and an average value reported.

In the preceding discussion, the dependent
variable is demand or sales, but it could also be
the market share. The price variable can also
be variously defined, for example, as absolute or
relative price, regular or promotional price, or
unit price. There is some discussion that promo-
tional price elasticities are higher than regular
price elasticities (Blattberg, Briesch, and Fox,
1995). The former is calculated by adding a
discount variable and/or a dummy variable to
indicate whether the purchase was made when
the product was on promotion. As another
operationalization issue, elasticity, by defini-
tion, should be unchanged whether computed
from an incremental increase or an incremental
decrease in the price, but the two can give
slightly different results due to reference price
effects. The effects of different operationaliza-
tions and additional factors on the magnitude
of elasticity have been studied. Tellis (1988)
and Bijmolt, Van Heerde, and Pieters (2005)
provide meta-analyses of a large number of
econometric studies. In addition, an excellent
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discussion of empirical generalizations from elas-
ticity and cross-elasticity research is provided in
Hanssens, Parsons, and Schultz (2001, Ch. 8).

OPTIMAL PRICING

Having understood how elasticity is defined
and measured, we now turn to the implications
of elasticity for pricing beginning with the
monopoly setting.

A monopoly firm’s profit from selling its
product at price P when facing a demand func-
tion D(P)and a cost function C(D(P))is PD(P) —
C(D(P)), thatis, the total revenue minus the total
cost. The firm’s objective is to maximize its profit
with respect to price. We assume a downward
sloping demand curve and a convex, increasing
cost function, both twice differentiable, and
denote D' = dD(P)/dP and C' = dC(D)/dD.
The latter is called the marginal cost because it
is the increase in total cost when one additional
unit of the product is sold, or equivalently it
is the cost of the last unit sold. The first-order
condition for maximum is (P — C")D' 4+ D = 0.

If the second-order condition is also satisfied
then, from the definition of elasticity, substitute
D' by De /P into the first-order condition and it
can be rewritten as

P-C 1
== 3
P ] 3)

This is sometimes called the inverse elasticity
rule for pricing. The left-hand side, which is the
markup as a proportion of the price, is called
the Lerner Index. It is a measure of the firm’s
market power, that is, the ability of the firm
to set a price higher than its marginal cost. In
comparison, under perfect competition, the firm
has no market power and sets price at marginal
cost. The right-hand side of the equation is the
inverse of the elasticity at that price point. One
can conclude that if a product has more elastic
demand then, all else being equal, the optimal
price will be lower.

Because the Lerner Index is bounded between
0 and 1, the right side of the equation must also
be similarly bounded. It follows that |g| > 1.
Thus, when faced with inelastic demand, the
firm should price higher till the demand becomes
elastic. The optimal monopoly price lies in the
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elastic portion of the demand curve. This result
can also be argued as follows: total revenue
is PD(P) and the impact on it of a small
increase in price is PD’ + D, which may be
rewritten as D(1 — |e]). This impact is 0 for unit
elastic demand (implying that revenue is maxi-
mized at |e| = 1), positive for inelastic demand,
and negative for elastic demand. With inelastic
demand, therefore, price can be increased to
generate additional revenue. Thus, governments
can more heavily tax goods such as gasoline and
alcohol that have more inelastic demand to raise
revenues.

Optimal pricing under Cournot competition.

Next, we examine a model of imperfect compe-
tition. Suppose there are N competing firms
indexed by 7 = 1... N. The total productlon in
the industry is denoted by QO = Z, 1 9;, where
firm : produces quantity Q,. Under Cournot
competition, the market price P(Q) is a func-
tion of the industry output. Each firm has the
objective of maximizing its profit by its choice of
output, that is, HEX P(Q)0Q; — Ci(Q)). The profit

maximizing condition for firm / can be written

as

PQ)—CiQ) _ si )
PQ) lel

where, s; = 0;/0 is firm 7’ s market share. This
equation is an extension of the inverse elasticity
rule from the last section. It states that the larger
the market share of a firm, and the lower the
elasticity, the higher will be its markup.

Aggregating the left-hand side of the equation
over all firms in the industry shows how far
the industry deviates from perfect competition
wherein the markups would be 0. Multiplying
both sides of the equation by s; and summing
over firms yields

PQ) T e

Y P©Q) - CQ) _ 1 al
Z == Z‘Y |8|

©)

i=1 =1

where, HHI = ZNch is the Hirschman-
Herfindahl Index. This index is used by
antitrust entities, for example, to assess the
impact of a merger. In a market with a large

number of symmetric competitors, the HHI will
be close to 0.

The analysis in this section is useful for
explaining regular price levels based on the elas-
ticity. Firms would like their demand to be less
elastic so that they can charge a higher price
without causing a steep drop in demand and
thereby improve their profitability. We there-
fore proceed to examine what factors influence
elasticity and how marketers might apply them.
Discussions on this topic can also be obtained
from pricing textbooks such as Monroe (2003)
and Nagle and Hogan (2006).

DETERMINANTS OF ELASTICITY

The demand curve is an aggregation of individual
customer’s demands and elasticity is a measure
of their price sensitivity. Customers will be more
price sensitive, that is, more likely to reduce or
stop their purchases of a product whose price
has increased if they perceive that there are
other, attractive substitutes available. Since the
perception of substitutability is influenced by
such things as customer satisfaction, differenti-
ated positioning, and advertising, elasticity can
be a useful measure of the health of the brand.

Type of product. The availability of substi-
tutes may be constrained by the nature of the
product category. If the product category is a
necessity, such as salt, gasoline, or pharmaceuti-
cals, then it will possibly have inelastic demand
because customers have little choice but to make
purchases. For similar reasons, addictive product
categories such as cigarettes and alcohol tend to
exhibit more inelastic demands. In the case of
pharmaceuticals, some additional factors explain
lower price sensitivity. For example insurance
providers absorb part of the cost and furthermore
pharmaceuticals, like textbooks, are prescribed
by decision makers who do not bear the cost of
the purchase.

Consumer characteristics.  The availability of
substitutes is also influenced by the characteris-
tics of the customers, which may be influenced
by targeting decisions. Elasticity can vary by
customer segment depending on the substitutes
available to each segment. For example, demand
for restaurant food is less elastic for tourists
than for locals because the former do not have
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information about alternatives, the time or
inclination to search, or the option to eat at
home. A similar contrast exists between loyal
shoppers and switchers, where mainly the latter
look around for deals. Differentiation on search
costs (e.g., retirees vs employed), inventory
costs (e.g., home ownership vs not), and
transportation costs (e.g., car owners vs others)
also exist and they influence the availability of
deals to different segments. The firm should
examine the possibility of price discrimination
between segments with different elasticities.

Influence of marketing mix.  Advertising can be
used to affect the price elasticity. If advertising
serves to inform consumers about substitutes
or attract new consumers who are more price
sensitive, then its overall effect is to increase
elasticity. But when advertising is used to build
loyalty, thereby reducing the need to search for
substitutes, it should result in lower elasticity.
The loyalty building role of advertising is often
contrasted with the immediate sales response
of promotions. There is some evidence that
offering promotions can make consumers more
price sensitive over time because they learn to
wait for deals. In effect, the firm provides the
expectation of a future, cheaper substitute and
hurts its sales at regular prices. However, in the
case where promotions lead to habit formation,
the result should be reduced elasticity.

Scope of market. 'The magnitude of elasticity
will depend on how broadly or narrowly the
product category is defined. An analysis of food
and manufacturing industries by Pagoulatos and
Sorensen (1986) found that industry price elas-
ticities were all in the inelastic range, some
examples being meat packing plants (—0.7), fluid
milk (—0.17), soft drinks (—0.05), cigarettes
(—=0.75), roast coffee (—0.12), canned fruits
and vegetables (—0.23), and pet food (—0.10).
However, marketers operating at the brand level
very often face elastic demand. For example,
a given brand of table salt can have elastic
demand due to consumers switching between
brands despite the fact that the category demand
remains inelastic.

Variation over time. By the “long run” we
mean that consumers have fully adjusted to a
price change. Elasticities will often be higher
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in the long run than in the short run because
more substitutes become available. For example,
when the price of gasoline increases, consumers
have little immediate choice except to continue
purchasing it in the same quantities. In the
long run, however, they can respond to the
higher price by purchasing more fuel efficient
cars. Another issue of dynamics is how price
elasticities vary over the product life cycle. This
is complicated because not only does the product
change over time but so do the competitive
forces and the consumer mix at each stage of the
product life cycle. If later consumers are more
price sensitive, elasticity increases, but if they are
more loyal then elasticity decreases. The latter
point was argued by Simon (1979) and finds
support in Bijmolt, Van Heerde, and Pieters’s
(2005) meta-analysis.

Share of budget. Products whose purchases
have a smaller impact on the household budget
have less elastic demand. Consistent with
this, Bijmolt, Van Heerde, and Pieters (2005)
conclude that the magnitude of elasticity is
consistently higher for durable goods, which are
typically large ticket items, than for groceries.
The size of the household should also matter
in that large households should be more price
elastic than smaller households for products
such as groceries because the purchases are
a larger proportion of their income. This
hypothesis is supported in Hoch ez al. (1995).

CRrOSS ELASTICITY OF DEMAND

A related concept to the (own-price) elasticity
of demand covered so far is the cross-price (or
cross-) elasticity of demand. The cross-elasticity
of demand is a measure of the sensitivity of the
demand of a product to changes in the price of
other products in the market. The cross elasticity
of the demand of product A to a change in price

of product B is defined as
0Dy /Dy Pz 0Dy
N"B = 77 7 — ~ X 5~
aPg/Pg Dy 0Pg

N % change in Dy

(6)

% change in Pp

where Dj(Pa, Pg) is the demand for product A
and Py is the price of product B.
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Note that nap is not identical to nga. For
example, an analysis of grocery store prod-
ucts found that brands could take significant
market share away from other brands in the
same price-quality tier or in lower tiers through
price reductions, but not from brands in the tiers
above themselves (Blattberg and Wisniewski,
1989). Sethuraman, Srinivasan, and Kim (1999)
found that the cross-elasticities were highest for
brands within the same tier.

If customers view two products A and B as
substitutable, then an increase in the price of B
makes the purchase of product B less attractive
and increases the demand for its substitute.
Thus, positive cross-elasticity implies that the
two products are substitutes and a higher value
of cross-clasticity means that they compete
strongly. Similarly, negative cross-elasticity
means that the products are complements, while
zero cross-elasticity means that the products
might not be competing for the same customers.
Which products compete with each other,
and how strongly, is part of market structure
analysis. Example 3 illustrates the usefulness of
cross-elasticities for market structure analysis.

Example 3. For the three brands A, B, and C
in a market, what elements of market structure
are revealed from Table 2?

(1) Positive cross-elasticities means the brands
are substitutes and the magnitudes suggest that
A and B compete more strongly with each other
than with C. (ii) The cross-elasticities are asym-
metric, with brand A less sensitive to the other
brands’ prices than they are of its. To put this
quantitatively, for brand i, clout is defined as
Z r]] and vulnerability as Zj ny (Kamakura
and Russell, 1989). Brands A, B, and C have
clouts {0.4, 0.09, 0.0} and vulnerabilities {0.09,
0.36, 0.05} respectively. (iii) Cross elasticities
are much smaller than elasticities. This means
that additional sales are obtained either from
stockpiling or market or volume expansion,
not just from substitution. (iv) The market is
not based on logit competition which generates
uniform cross-elasticities. But, as in the logit, it
is possible that brand A has the highest market
share given that it has the lowest elasticity and
highest cross-elasticities. [

The question of how much of the sales
increase caused by a promotion can be attributed
to purchase acceleration, quantity expansion, or

brand switching is very relevant for retail store
promotions because if the increase in sales comes
mainly at the expense of competing brands in the
store, then the promotion may not be worthwhile
for the retailer overall. To explore this issue,
Gupta (1988) proposed the following method for
decomposition of elasticity. The sales in units of
brand j on a shopping trip is stated as

Pr(1)
—

Prob. of purchase
in category

-
Sales of
brand j
X Pr(G;|1) X 0

—_— —
Prob. of choosing Quantity bought
brand j given given purchase
category incidence of brand ;

Differentiating with respect to price, the elas-
ticity of sales of brand j is ¢, = &/, + &¢; + €
For coffee data, Gupta (1988) found & /8]
= 0.14 (a measure of purchase acceleratlon),
€g;/¢; = 0.02 (a measure of quantity acceler-
ation), and e/ = 0.84 (a measure of brand
switching). Additional commentary on the inter-
pretation of these numbers is provided by Van
Heerde, Gupta, and Wittink (2003).

In addition to explaining competitive interac-
tions, cross-elasticities are helpful for pricing
a product-line sold by a firm. In the case
of a two-product product-line with constant
marginal costs ¢;, the firm maximizes

P; — ¢;)Di(Py, P
gll’aP);Z( ; — c)Di(Py, Pr) (7

The results suggest that if the product-line
is composed of complementary (respectively,
substitute) products, the optimal product line
prices will be lower (respectively, higher) than
the optimal prices in isolation. Simon (1989)
and Rao (1993) have formulae that incorporate
cross-elasticities for multiproduct pricing.

Applying this type of pricing analysis in
practice requires estimating the matrix of
elasticities and cross-elasticities. Reibstein and
Gatignon (1984), for example, estimate different
cross-elasticity formulations to explain the
pricing of eggs. Hoch ez al. (1995) studied many
more grocery product categories. Montgomery
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Table 2 Matrix of elasticities and cross-elasticities.
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A B C
A ea = —2.2 nag = 0.3 nac = 0.05
B NBA = 0.6 EB = —-2.8 nBC = 0.01
C nca = 0.2 nce = 0.1 Ec = -3.3
and Rossi (1999) suggest a Bayesian approach ACKNOWLEDGEMENTS

for estimating cross-elasticities.

INCOME ELASTICITY OF DEMAND

In addition to prices, demand can be a function
of other variables. In this section we consider
the impact of income. The constant elasticity
demand curves for a duopoly, for example, could
be given by D;(P;, P, Y) = K,P{'Pl" Y¥i Vi, j €
{1,2}, 1 #j, where Y is a measure of income
and other terms are as previously defined. The
income elasticity of demand D is defined by

oD/D Y 0D % change in demand
K== — — X

Y)Y DIY % change in income

®)

If income elasticity is positive, it means that
the consumption of the product increases when
income increases, and the good is called a
normal good. For food items such as vegeta-
bles, and other necessities, it is observed that
0 < k < 1, that is, the proportion of budget
spent on food decreases as income increases.
This is called Engel’s Law. In contrast, discre-
tionary and luxury goods associated with leisure,
recreation, and foreign travel have x > 1. Finally,
if demand decreases when income rises, the good
is called an inferior good. For example, if, when
income increases, consumers switch from eating
potatoes to eating meat, then potatoes are an
inferior good.

There is a connection between own elas-
ticity, cross-elasticity, and income elasticity
(Mas-Colell, Whinston, and Green, 1995, p.
27). Assume that if prices and income change
by the same percentage then the consumer’s
demand for different goods does not change.
Then for any 7 of the L goods in the market,

8,‘4-277,_','-}-/(,' =0.
JFL

This write up benefited from input from Ali
Bakhtiari, Octavian Carare, Sungha Jung,
Vithala Rao, Raj Sethuraman, and César
Zamudio, to all of whom I am very grateful.
Errors are my own.
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direct and interactive marketing

Frank J. Mulhern

Direct marketing consists of marketing commu-
nications where organizations communicate with
consumers or businesses through direct media.
Direct media include mail, print catalogs, and
telephone. Interactive marketing is an extension
of direct marketing into electronic media
technologies that provide immediate, two-way
communications. Interactive media include
e-mail, the Internet, and mobile (wireless)
marketing. Direct and interactive marketing can
be contrasted with mass media, which commu-
nicate with large audiences, and personal selling,
which communicates through person-to-person,
nonmediated communications.

Compared to mass marketing, direct and
interactive marketing allow organizations to
communicate with consumers through conver-
sation-like exchanges that generate integrated
marketing communications (se¢ INTEGRATED
MARKETING COMMUNICATION STRATEGY)
across media platforms (Shepard, 1999).

The key dimensions of direct and interactive
marketing are as follows:

e Information-driven: Direct and interactive
communications are typically linked to
customer databases containing information
on individual customer purchase histories.
Customer databases facilitate three key
aspects of direct and interactive marketing:
—  Precise targeting: The selection of target

customers based on the analysis of past
purchase behavior.

—  Customization: The ability to vary infor-
mation, messages, prices, or promotions
across customers.

—  Addressability: The use of the targeted
customers’ names within communica-
tions to achieve personalization.

e Interactivity: Interactive media allow for
two-way communications between buyers
and sellers as exemplified by e-mail and
e-commerce web sites. Interactive commu-
nications feature the properties of conver-
sations and facilitate ongoing interactions
and relationship building.

o  Response mechanism: Most direct marketing
is direct response marketing — communica-
tions that contain a call to action — a specific
request for a behavioral response such as
making a purchase.

o  Measurability: When paired with customer
databases, the effects of direct and interac-
tive marketing can be precisely measured,
allowing for the evaluation of perfor-
mance metrics including response rates,
incremental sales, and return on investment.

One of the most important components of
direct and interactive marketing is the use of
information in databases to measure the buying
behavior of customers and their value to the
firm. As such, direct and interactive marketing
blend with CUSTOMER RELATIONSHIP
MANAGEMENT to evaluate key metrics of
customer behavior including recency — how
long ago a customer last purchased, frequency
— the number of times a customer purchased
within a time period, and monetary value — the
dollar value of total purchases in that time
period (Hughes, 2005). Database marketers (see
DATABASE MINING AND I\lARKETING) use
scoring models that combine such information
into a single metric to prioritize who should
be targeted. Direct and interactive marketing
tactics are then used to solicit response from
the consumers with the highest scores. The
combination of direct and interactive media
with customer databases allows firms to
carry out a long-term contact strategy — the
strategic management of communications with
individual consumers over time based on the
estimated customer lifetime value (Venkatesan
and Kumar, 2004; see CUSTOMER LIFETIME
VALUE (CLV)).

As media become more digital, the direct
and interactive marketing approach becomes
central to marketing (Harden and Heyman,
2009). In short, mass marketing approaches
pioneered in the print and broadcast media era
yielding to more precise and efficient marketing
communications driven by information in
customer databases and the capabilities of
interactive media technologies. As television
becomes digital and merges with the Internet,
the direct and database marketing model will
dominate advertising and bring about more
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complete MULTICHANNEL MARKETING. In
many ways, direct and database marketing
represent a revolution in marketing practices
that feature a high level of information and
the ability to communicate interactively with
individual customers.

The limitations of direct and database
marketing stem from intrusiveness and
customer privacy. Direct and interactive media
can be very bothersome to consumers who
receive an abundance of unwanted telephone
calls, mails, e-mails, and online ads. Privacy
concerns are the most serious challenge to
direct and interactive marketing (Peltier,
Milne, and Phelps, 2009). Many consumers
oppose the collection and use of extensive
information on their purchase behavior. Direct
marketers, in conjunction with the Direct
Marketing Association, facilitate mechanisms to
protect consumer privacy. A common practice,
particularly for mobile direct marketing, is to

limit direct marketing to consumers who opt-in
to solicitations from specific brands.
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Adel I. El-Ansary

The advent of the Internet transformed
traditional, localized ‘“market places” into
vast contemporary global ‘“market spaces.”
The transition has been enabled by features
that characterize the Internet such as digiti-
zation, interconnectivity, interactivity, global
reach, time-free and location-free access,
personalization and customization, and market
deconstruction. Market deconstruction is of
particular significance because it leads to the
creation of infomidiaries that replace and/or
supplement the traditional “brick and mortar”
marketing channels. These features singlehand-
edly or in combinations, facilitate the effective
and efficient formulation and implementation
of business strategy in general and marketing
strategy in particular. Examples include (i)
market segmentation and targeting through the
creation of Internet “communities” powered
by blogs and social media, (ii) one-on-one
customer reach and interactive buying and
selling through ‘“‘e-commerce” portals, (iii)
differentiation and positioning through “online
advertising” and enabling customization and
personalization on Internet portals, (iv) “online
branding” (se¢e BRAND COMMUNITY), and (v)
marketing program implementation involving
online catalog merchandizing, advertising, sales
promotion, public relations, and the delivery of
digitized products such as music, books, and
software. In essence, the Internet established
the foundation for building “new, narrowcast
media” that enables firms to target customers
through one-to-one communication.
E-commerce, enabling buying and selling
transactions via the Internet, has shaped the
way the world does business, making marketing
more competitive, economic, and widespread.
Businesses depend on the Internet to reach
customers around the world and to market
their products to every geographic location
with access to the Internet. Businesses are
realizing more than ever before that the
customer’s priority is the value (see CUST-
OMER SATISFACTION) of a product. The
Internet enables value creation through “portal
content,” “e-enabled” customer service, and

“e-enabled” customer relations. The Internet
also facilitates communication of value through
an ‘“e-integrated marketing communication
mix”’ that includes (i) three-dimensional “online
catalog merchandizing,” (ii) online advertising
that reaches targeted viewers around the world
at a fraction of the cost of the ‘“shotgun”
advertisements in magazines, newspapers,
and other media, (iii) online sales promotions
designed to attract new business with discounts,
coupons, and sweepstakes, and (iv) online
publication of newsletters and other public
relations tools.

The arrival of the Internet shifted power from
the marketers to the consumers. Consumers
have the ability to search the web for the best
deals and products. Consumers are not bound
by their geographic location or distance from the
seller. The Internet provides unlimited informa-
tion to consumers and grants them the ultimate
purchasing power. Customers enjoy the ability to
research information (se¢e KNOWLEDGE ACCES-
SIBILITY) about the product on the Internet,
compare prices, and make purchasing decisions.
They can access information 24 hours a day,
7 days a week and are thus no longer limited
by brick and mortar store hours. Prospective
consumers can even view inventory and ship
products to their doorstep. One of the greatest
conveniences afforded by e-commerce and the
Internet is the time savings for the consumer.
Customers no longer have to search for a product
and waste precious time comparing prices. With
a single search on the Internet, consumers can
view all available products and compare prices.
Also, marketers can easily gather information
from customers and process such information
using countless analytical tools (se¢e WEB
SURVEYS) to better understand buyer attitudes,
motives, consumption patterns and buying
decision making, and behavior. Such analysis
is essential for marketers to effectively and effi-
ciently reach buyers. Consequently, marketers
are more aware than ever before of what
consumers’ desire. (se¢ CONSUMER DESIRE)

E-commerce and Internet marketing brings
additional benefits and revenue to the firm.
Businesses can communicate with customers,
via email. They can answer customer questions,
mitigate buyer concerns, and address problems
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more effectively. Customers can provide feed-
back to businesses, allowing companies to gain a
better grasp of their performance and learn (see
CONSUMER EXPERTISE) how to improve the
way they do business. In light of all these bene-
fits, some firms only sell their products online
(see. ONLINE CONSUMPTION), and therefore
have decreased sales costs and customer service
costs. Because people around the world are
able to view the products that a business
offers (see DIGITAL MEDIUM AND GLOBAL
MARKETING), a broader market is reached and
more sales transactions are likely to occur.
E-business has not always been accepted;
however, companies around the globe are real-
izing, more than ever before, that e-commerce
is essential to their survival and their ability to
thrive in a globally competitive market space.

It is becoming a truism that the Internet is
an equalizer of businesses, large and small,
in countries, developed and underdeveloped.
In essence, the Internet aids in establishing
an “information-based democracy” (see CON-
SUMER WELL-BEING), enabling participation
by everyone everywhere.
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ethical marketing and marketing strategy
Gene R. Laczniak and Patrick E. Murphy

INTRODUCTION

Ethical marketing can be defined as practices
that emphasize ‘“‘transparent, trustworthy, and
responsible personal and/or organizational
marketing policies and actions that exhibit
integrity as well as fairness to consumers and
other stakeholders” (Murphy et al., 2005).
This definition reflects the normative dimension
of marketing ethics; that is, it embodies an
aspirational view of how marketers ought to
oversee their actions, programs, and proce-
dures as they strategically engage their target
markets. The approach is consistent with the
motivational spirit of professional codes for
marketing practitioners such as the American
Marketing Association (AMA) Statement of
Ethics (2008), which asks members to commit
themselves to embracing “‘the highest standards
of professional norms and values implied by our
responsibilities to multiple stakeholders . . .”

Of course, like with most statements of ideals,
the difficulty and debate occurs in the details
and interpretation of complex concepts such
as transparency, integrity, creating trust, and
determining the meaning of fairness in particular
exchange situations. In the points that follow,
we try to make more pragmatic and tangible
the conceptual dimensions that underscore the
essentials of ethical marketing strategy. This is
done in three ways. First, we distill the notion
of normative ethical marketing into seven basic
propositions (BPs) (Laczniak and Murphy,
2006) (referenced as LM, hereafter). Then,
we link these propositions to actual company
approaches that have been acclaimed as “best
practices” in marketing ethics (Klein, Laczniak,
and Murphy, 2006). Third, both of these
perspectives will also be connected to the AMA
Statement of Ethics (2008) in order to under-
score the contention that there exist distinct
norms and values to which professional
marketers are expected to conform.

Some further words about this blended
approach to clarifying the nature of ethical
marketing are in order. In LM, the authors set
about reviewing various frameworks in moral

philosophy and models of corporate social
responsibility (CSR) in order to derive the BPs
that comprise ethical marketing. This is analo-
gous to the promulgation of principles essential
to informed marketing management such
as “understand consumer needs,” “‘segment
markets according to meaningful criteria,” and
“measure customer satisfaction.” Like most
sets of marketing principles, the normative
moral perspectives discussed in this article
are ‘‘integrative” in that each informs and
supplements the others.

Klein, Laczniak, and Murphy (2006) examine
in detail the practices of over a dozen companies
that have been designated as ““ethical exemplars”
either by winning the 7orch Award of the U.S.
Better Business Bureau or being so anointed in
various case study analyses of role-model organi-
zations. Thus, this second approach represents
a “boots on the ground” description of how
acclaimed organizations implement distinctive
ethical marketing practices.

Finally, the AMA Statement of Ethics (2008)
captures the fundamental norms and values
that professional marketing practitioners should
follow (See Table 1 - AMA Statement.) These
values are explicated further into a “‘duty-based”
set of expectations that professional marketers
ought to adhere to. To the extent that the ethical
precepts of the three approaches sketched above
converge, we begin to build a strong case for the
face validity of certain practices being essential
to ethical marketing strategy. The following
also must be stated: whether or not being ethical
contributes to the profitability of marketing
strategy is rather beside the point since the
expectation is that marketers will practice their
craft in conformance to legal requirements
and ethical standards. That said, we believe
that ethical marketing and improved long-term
profitability are tethered as we have argued
at length elsewhere (Murphy et al., 2005).
Indeed, as Aaker (2008) observes, “Strategy
has to win not only in today’s marketplace
but in tomorrow’s when the customer, the
competitor set, and the market context may
all be different.” One way of generating such
ongoing, strategic competitive advantage is
for the firm to build an enduring reputation
of trust in the marketplace that translates to
brand loyalty and brand equity. With this in
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mind, we unfold the elements that can help
create such abiding trust in the marketing
firm.

ETHICAL MARKETING PUTS PEOPLE FIRST

That “good” marketing is person focused is the
first basic perspective of ethical marketing;
it is referred to as the “‘societal benefir” BP
(LM). Marketing theory has long placed
effective marketing as something more than the
Sinancially focused view of maximizing profit
for owner-investors. Moreover, marketing
has always elevated the customer to a status
coequal to that of shareholders. As marketing
luminary Peter Drucker (1954) wisely opined,
“There is only one valid definition of business
purpose: to create a customer” (p. 37). Indeed
the fundamental tenet underlying modern
marketing has always been the marketing
concept and its strategic implication that
marketing planning is driven by the discovered
needs and desires of consumers (Anderson,
1982). From that perspective it also follows
that, strategically, organizational resources
should be aligned in a manner that creates
sustainable competitive advantage for the firm
(Porter, 1998). As marketing strategy became
more networked and outsourced (Dyer, Kale,
and Singh, 2001), the recognition that other
stakeholders were essential to marketing success
became more prevalent. Today, the enlightened
marketing organization realizes that (as Laczniak
and Murphy, 2006 restate BP1), “persons in
marketing transactions should never be viewed
as merely a means to a profitable end” (p. 159).

This deep concern for the welfare of all parties
to the marketing process can be seen in the prac-
tices of various acclaimed companies (Klein,
Laczniak, and Murphy, 2006). For example,
Charter Manufacturing Company of Mequon,
Wisconsin uses a “‘cost-plus” pricing model
that includes posting the indices from which
price is derived on the Web for client-customers
to better understand and monitor. Charter also
gives its employees a great deal of autonomy both
to do their own jobs and also to oversee their
clients. And, Tom’s of Maine (ToM), a company
producing all-natural personal care products
since 1970, includes the statement ‘“People and
nature have inherent worth and deserve respect”

as part of their guiding “seven intentions” of
“value-centered leadership”. ToM had been
named for 10 consecutive years as one of the
€100 Best” companies to work for by Working
Mother magazine.

The general sentiment of “‘ethical marketing
puts people first” is also reflected in multiple
passages of the AMA Statement of Ethics (2008)
including the elaborations under the value of
respect that marketers should strive to: “listen to
the needs of customers and make every effort to
monitor and improve their satisfaction . ..” and
“treat everyone, including our competitors, as
we would wish to be treated.”

ETHICAL RESPONSIBILITY EXCEEDS LEGAL
REQUIREMENTS

Ethical marketing seeks to achieve a behavioral
standard in excess of the law. This is the second
BP of ethical marketing as defined in LM. It
should be understood that the legal system of
developed economies is typically a ‘“lagging”
institution and, as a result, ethical perceptions
of currently controversial marketing practices
inevitability foreshadow the future of the law. As
aresult, marketers need to be proactive in identi-
fying what these marketing-connected problems
are and fix them quickly. Moreover, any corpus
of professional knowledge, since it reflects its
own common body of specialized information,
ought to also include guidelines that articu-
late its unique ethical obligations. Embedded
within this BP is the recognition of an implicit
“social contract.” This social contract, which
takes the form of recognizing the consider-
able societal impacts of marketing practice (i.e.,
effective exchange, creation of markets, service
innovation, and marketing jobs), also requires
accepting substantial social responsibility that
supersedes economic efficiency alone (see for
instance, Dunfee, Smith, and Ross, 1999). In
other words, as a major player in economic
system, Marketing has the obligation to work to
make that system better — to discharge its “duty
of beneficence” as philosopher W.D. Ross (1930)
might phrase it.

GSD&M, anadvertising agency out of Austin,
Texas founded in 1971, seems to be an example
of a firm that willingly goes beyond the require-
ments of the law. Not only do they chisel their



www.myindustry.ir

ethical marketing and marketing strategy 3

Table 1 AMA Statement of Ethics (AMA Statement of Ethics (revised 2008)).

Ethical Norms and Values for Marketers

Preamble

The American Marketing Association commits itself to promoting the highest standard of
professional ethical norms and values for its members (practitioners, academics, and students).
Norms are established standards of conduct that are expected and maintained by society and/or
professional organizations. Values represent the collective conception of what communities find
desirable, important and morally proper. Values also serve as the criteria for evaluating our own
personal actions and the actions of others. As marketers, we recognize that we not only serve our
organizations but also act as stewards of society in creating, facilitating and executing the
transactions that are part of the greater economy. In this role, marketers are expected to embrace
the highest professional ethical norms and the ethical values implied by our responsibility toward
multiple stakeholders (e.g., customers, employees, investors, peers, channel members, regulators,
and the host community).

Ethical Norms
As marketers, we must:

e Do no harm. This means consciously avoiding harmful actions or omissions by embodying high
ethical standards and adhering to all applicable laws and regulations in the choices we make.

e Foster trust in the marketing system. This means striving for good faith and fair dealing so as to
contribute toward the efficacy of the exchange process as well as avoiding deception in product
design, pricing, communication, and delivery of distribution.

e Embrace ethical values. This means building relationships and enhancing consumer confidence in
the integrity of marketing by affirming these core values: honesty, responsibility, fairness, respect,
transparency, and citizenship.

Ethical Values
Honesty - to be forthright in dealings with customers and stakeholders. To this end, we will:

Strive to be truthful in all situations and at all times.

Offer products of value that do what we claim in our communications.
Stand behind our products if they fail to deliver their claimed benefits.
Honor our explicit and implicit commitments and promises.

Responsibility - to accept the consequences of our marketing decisions and strategies. To this end,
we will:

Strive to serve the needs of customers.
Avoid using coercion with all stakeholders.
e Acknowledge the social obligations to stakeholders that come with increased marketing and
€Conomic power.
e Recognize our special commitments to vulnerable market segments such as children, seniors, the
economically impoverished, market illiterates and others who may be substantially disadvantaged.
e Consider environmental stewardship in our decision making.

Fairness - to balance justly the needs of the buyer with the interests of the seller. To this end, we will:
e Represent products in a clear way in selling, advertising and other forms of communication; this

includes the avoidance of false, misleading, and deceptive promotion.
e Reject manipulations and sales tactics that harm customer trust.
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Table 1 (Continued).

Ethical Norms and Values for Marketers

e Refuse to engage in price fixing, predatory pricing, price gouging, or ‘“‘bait-and-switch” tactics.
e Avoid knowing participation in conflicts of interest.
e Seck to protect the private information of customers, employees, and partners.

Respect - to acknowledge the basic human dignity of all stakeholders. To this end, we will:

e Value individual differences and avoid stereotyping customers or depicting demographic groups
(e.g., gender, race, sexual orientation) in a negative or dehumanizing way.

e Listen to the needs of customers and make all reasonable efforts to monitor and improve their
satisfaction on an ongoing basis.

e Make every effort to understand and respectfully treat buyers, suppliers, intermediaries and
distributors from all cultures.

e Acknowledge the contributions of others, such as consultants, employees, and coworkers, to
marketing endeavors.

e Treat everyone, including our competitors, as we would wish to be treated.

Transparency - to create a spirit of openness in marketing operations. To this end, we will:

Strive to communicate clearly with all constituencies.
Accept constructive criticism from customers and other stakeholders.
Explain and take appropriate action regarding significant product or service risks, component
substitutions, or other foreseeable eventualities that could affect customers or their perception of
the purchase decision.

e Disclose list prices and terms of financing as well as available price deals and adjustments.

Citizenship - to fulfill the economic, legal, philanthropic, and societal responsibilities that serve
stakeholders. To this end, we will:

Strive to protect the ecological environment in the execution of marketing campaigns.

Give back to the community through volunteerism and charitable donations.

Contribute to the overall betterment of marketing and its reputation.

Urge supply chain members to ensure that trade is fair for all participants, including producers in
developing countries.

Implementation

We expect AMA members to be courageous and proactive in leading and/or aiding their
organizations in the fulfillment of the explicit and implicit promises made to those stakeholders. We
recognize that every industry sector and marketing subdiscipline (e.g., marketing research,
e-commerce, Internet selling, direct marketing, and advertising) has its own specific ethical issues
that require policies and commentary. An array of such codes can be accessed through links on the
AMA Web site. Consistent with the principle of subsidiarity (solving issues at the level where the
expertise resides), we encourage all such groups to develop and/or refine their industry and
discipline-specific codes of ethics to supplement these guiding ethical norms and values.

values into the foyer of their building (e.g.,
“Integrity — do the right thing”) but they have
turned down potential clients because partners at
the firm were uncomfortable with what they were
being asked to do. Similarly, Weber O’Brien, an
accounting firm from Toledo, Ohio with 46
associates, has periodically terminated contracts

when clients were found to be lying or cheating;
they also offer substantially reduced fees to char-
itable organizations seeking accounting services
(Klein, Laczniak, and Murphy, 2006).
Consistent with this BP, the AMA Statement
of Ethics underscores the value of citizenship,
which calls on marketers ““to fulfill the economic,
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legal, philanthropic, and social responsibilities
that serve stakeholders” and includes the admo-
nition to “contribute to the overall betterment
of marketing and its reputation” (American
Marketing Association, 2008).

ETHICAL. MARKETING CONSIDERS INTENT,
MEANS, AND ENDS

BP3 states that marketers are responsible for what-
ever they intend as a means or end of a marketing
action. Further, if the intended means and end
are acceptable, the action may proceed (with
minor side-effects) unless there is risk of a
major negative outcome for stakeholders. If such
a major negative outcome occurs, even if it
was not foreseen, marketers have a responsi-
bility to try to make things right. LM explicate
this idea by underscoring the obligation of all
marketers to take responsibility for both how
they conduct their marketing campaigns as well
owning up to any negative social effects that
result from their marketing activities, espe-
cially when these outcomes are foreseeable and
substantial. For example, marketers of fast food
and other high-fat/high-salt food snack sellers
obviously are not singularly responsible for the
obesity epidemic among children in the United
States. Clearly, unbalanced eating habits, the
lack of exercise, and too much time spent in
front of computer or TV are major contribu-
tory factors; nevertheless, high calorie, possibly
addictive junk food, is somewhere in the causal
mix. Thus, according to this BP, marketers
should be prudential about the manner in which
they promote junk food and fast food and ought
to take proactive steps to offer healthy alterna-
tives as well as “‘smart-eating” advice.

Klein, Laczniak, and Murphy (2006) have
profiled several firms that seem to go far beyond
the black letter law in taking into account their
responsibilities. For example, Toledo Metal
Spinning, an industrial fabrications producer
in business since 1929, totally lost their major
production and operations facility in a 1998
fire. In an action reminiscent of the well-known
Malden Mills case, they kept their employees
fully engaged in salvage, cleanup, and recon-
struction for seven months until a new facility
was ready, all with an eye to making progress
toward fulfilling the 500 orders that they had “in

process” with an array of customers. Similarly,
Baxter International (est. 1931), a global
supplier of medical technologies and health
care products, was quick to assume the product
liabilities to injured patients from defective
dialysis filters even though Baxter had only
recently acquired the rights to the problematic
product line from another company.

The AMA Statement of Ethics (2008) speaks
of this disposition toward responsibility quite
explicitly. The first general norm of the statement
is “Do no harm,” the most common ethical
dictum across a variety of codes in the professions
including medicine and engineering. And, under
the value of transparency the AMA statement also
reads as follows:

Explain and take appropriate action regarding
significant product and service risks, component
substitutions or other foreseeable eventualities
that could affect customers and their perceptions
of the purchase decision.

ETHICAL MARKETERS TRY TO INSPIRE
MORAL IMAGINATION

The fourth BP focuses on categorizing
marketing managers according to their level
of moral reasoning. In most firms, managers
making marketing decisions differ in their
ability to evaluate and resolve ethical issues.
Some marketing executives will have little
ethical sensitivity while others will have the
capacity for significant moral imagination — that
is, the character and ability to morally reason to
creative ethical solutions when encountering an
ethical issue (Werhane, 1999). Life experiences,
personal values, and basic character traits vary
among marketing managers and influence their
critical ethical evaluations. Thus, organizations
should seek to understand the nature of these
different moral aptitudes and work to instill an
improved ethical reasoning capacity among all their
managers.

Inspired by the work of Kohlberg (1969) and
others, LM classify marketing managers into
four major types detailed below.

o FEgoist marketing managers are the least
morally developed and have a strong
tendency to resolve ethical situations on the
basis of their own immediate interests and
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consequences. Individuals at this compara-
tively undeveloped stage of moral thinking
give strong weighting to the incentive and
sanctions that will affect only them. They
use rationalizations such as “everyone else
is doing it” and “we were only following
orders.”

o Legalist marketing managers overtly espouse
the law as their guide in adjudicating the
propriety of any marketing action. As hinted
at in BP2, they embrace predominately an
agency approach to their managerial duties
and generally follow the adage that “If it is
legal, it is ethical.”

o Moral strivers are those marketing managers
who have progressed in their moral thinking
and development to the point where they
are capable of considering and balancing
multiple stakeholder claims when deciding
what constitutes an ethical imperative.
Empathy for others is what distinguishes
moral strivers from the lower levels.
However, without sufficient reinforcement
by company ethical standards and training,
some strivers will fall back to legalist or
egoist tendencies.

o  Principled marketing managers have reached a
high level of moral development. Managers
who attain this sophisticated state address
their ethical problems by regularly applying
both prevailing ethical norms and applicable
laws to the specific situation. They possess
substantial moral imagination and bring this
to bear on their decisions. Like Maslow’s
“self actualization” stage, few managers
reach this highest level of development (p.
163).

While these four categories are rough
approximations, one can see their relevance
to marketing management. Recent examples
of egoist marketing managers are those from
Merrill Lynch and AIG who were “secretly”
rewarded with bonuses. Almost 700 Merrill
managers received bonuses of around $1 million
while 14 individuals received a combined $249
million (Bray, 2009). Then in March of 2009,
while the Federal government presumptively
owned busted insurance company AIG, their
traders (who had lost tens of billions of dollars
with their earlier derivative-based trades)

were given over $100 million in bonuses by
management in order to incentivize their
retention. Recognizing the frail state of the US
economy and the fact that both Merrill and
AIG were part of the US government bailout
in 2008-2009, these episodes may supplant the
vilified Enron managers as the personification
of ethical egoism even as the term “corporate
swine” embodied the lexicon of public outrage.

Somewhat on safer ground, legalist managers
are quick to fall back on the law as the guiding
force for all decisions. Generally, marketing
managers in the building and construction sector
are known for their letter-of-the-law tenden-
cies perhaps because of their engineering back-
ground, a get-the-job-done mentality, and the
process-dominated nature of that industry.

Most marketing managers fall into the moral
striver category. Some of the recent strategic
adjustments in the food industry, responding
to critics who assert that consumer packaged
goods companies are not sensitive enough to
the growing obesity epidemic in the United
States, are indicative of moral striving. One
recent positive response comes from SuperValu,
a major Midwestern supermarket chain, which
is putting color-coded labels on its store brands
to help consumers make a more informed choice
regarding fat, sugar, calorie count, and other
nutritional content.

While it is perilous to label all managers within
a particular firm as “principled,” two compa-
nies are used to illustrate this stage. The first
is Honest Tea. The company was founded as a
competitive response to the then typical flavored,
cold teas that were generally high in sugar and
low in nutrition content. The original (Honest
Tea) product was made from whole tea leaves,
which leads to better taste. The name fits this
all-natural product because it strived to create
healthy and honest relationships with multiple
stakeholders — customers, suppliers, and the
environment. (In fact, the original name was
Honestea, but the threat of a lawsuit by Nestea
forced the change). Furthermore, in order to
enhance distributive justice in the supply chain,
the company buys “fair trade” tea from around
the world and partners with nonprofit organi-
zations in selling some of its flavors. Honest
Tea also invented and uses tea bags with a
one-piece, tag-and-bag design and no staple or
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string, making them fully biodegradable. The
bag itself is made with unbleached fiber from
an abacca plant (Klein, Laczniak, and Murphy,
2006). These principled policies led to financial
success for Honest Tea, and in 2008, Coca Cola
purchased a 20% stake in the firm.

The second company example is Lego, the
well-known Danish toy brick producer. The
name of the company means to “play well.”
Its managers have long followed principles such
as only depicting toys on the box that can be
assembled from the bricks inside and never
having larger pictures on the outside of the
box than “actual size” so that the children never
will be misled. In recent years, Lego also has
become a signatory and proponent of the UN
Global Compact. The principles espoused there
deal with child labor, health, and safety, and
protection of the environment. Lego has also
developed its own set of principles to guide its
relationship with suppliers. While no company
is perfect, Lego does seem to demonstrate in
multiple ways that they are a “principle-based,”
ethically driven company.

The four types of marketing managers
described above relate to the AMA Statement
of Ethics in that the Association hopes that
by following the ethical values outlined
within, professional marketing managers will
be pushed toward the “principled stage” of
moral development. In fact, the “Preamble”
to the American Marketing Association (2008)
statement indicates that “‘marketers are expected
to embrace the highest professional ethical
norms and the ethical values implied by our
responsibility toward multiple stakeholders . ..”

ETHICAL MARKETERS EMBRACE CORE
VALUES

With the formulation of BP5, LM suggest that
“Marketers who aspire to operate on a high
ethical plane should articulate and embrace
a core set of ethical principles.” There, five
principles are recommended including the prin-
ciple of nonmalfeasance, basically not intentionally
doing harm via marketing actions, policies, and
procedures, and the principle of nondeception —
avoidance of intentional misrepresentation to or
unfair manipulation of consumers. Both these
precepts are reflective of the general norms (for

good and fair marketing) specified in the Amer-
ican Marketing Association (2008) Statement of
Ethics. In addition, three other principles are
put forward in LM that challenge marketing
practitioners to aspire to even greater levels of
social responsibility. These are as follows:

o The principle of protecting vulnerable mark-
ets: Marketers must always take extraordi-
nary care when engaging in exchanges with
vulnerable [market] segments.

o The principle of distributive justice: There is
an obligation on the part of all marketing
organizations to assess the fairness of
marketplace consequences flowing from ...
marketing practice.

o  The principle of stewardship: Marketers are
obligated to ensure that their operations will
not impose external costs on society, espe-
cially the physical environment, that result
from their . . . marketing [actions].

As documented by Klein, Laczniak, and
Murphy (2006), there are multiple instances
of organizations that attempt to formulate,
embrace, and follow such core principles as
part of their corporate mission and culture.
For example, BadgerMeter, a Milwaukee-based
manufacturer of water meters and flow tech-
nology that sells its products worldwide, has
long held three guiding principles: (i) exemplary
ethical conduct, (ii) respect for all people, and
(111)) managing for the long term. These ideas
are expanded in a detailed corporate code of
conduct but interestingly, the organization
specifies that all of its core vision can be realized
by caring for each customer as if it were one of its
“hometown” Milwaukee neighbors. Similarly,
ToM, the producer and seller of natural and
environmentally  compatible  personal-care
and household products mentioned earlier,
has articulated a ‘“managing upside down”
approach that begins with the assumption that
“people and nature have inherent worth and
deserve respect.” This idea is at the heart of
its “value-centered leadership” approach that
encourages ToM managers to “connect with
goodness” as the true path to economic success.

A particularly interesting example is bp, the
energy sector multinational (i.e., the former
British Petroleum), because it both illustrates
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the importance of having core values as well as
the reality that espousing these is not enough
to insure ethical behavior. bp is an organization
that, in the mid-2000s, experienced a horrific
explosion at its Texas refinery resulting from
employee inattention as well as pipeline damage
in Alaska, due to its lack of following required
safety procedures. That said, there was no doubt
within the bp organization that what happened
was an ethical failure because bp has taken
great pains to document not only its core values
(e.g., trust, acceptance of the UN Declaration
of Human Rights) but also a decision-making
framework that should be consulted along the
way. This decision model, internally sometimes
referred to as the “bp Way,” makes clear that
“there is no right way to do a wrong thing”
and that any uncertainty about the ethicality of
a contemplated decision requires greater consul-
tation within the company.

ETHICAL MARKETERS ACCEPT THE
STAKEHOLDER CONCEPT

The notion of a stakeholder (i.e., any group or
individual who can affect, or is affected by, the
achievement of the organization’s objectives)
was introduced to the business literature by
Freeman (1984). Since that time, marketing
managers and other senior executives have
focused attention on those who have a “‘stake” in
business decisions. It can be logically reasoned
that the adoption of a stakeholder orientation is
essential to the advancement and maintenance of
ethical decision making in all marketing operations.
Such an orientation embodies the idea that
marketing organizations operate in and on behalf
of society (Laczniak and Murphy, 2006). In
the sixth BP, LM recognize three primary and
three secondary stakeholders. Not surprisingly,
customers, employees, and investors are the
three primary stakeholder groups identified.
These groups are primary because they are typi-
cally necessary to the completion of successful
marketplace transactions and their claims trump
other stakeholders. The three secondary stake-
holders identified are distributors/suppliers
(some of whom have contractual relationships
with the marketing organization and are essential
partners to the well-being of the firm) as well as
host communities and the general public.

While many companies have not only
embraced the stakeholder concept but also
worked to genuinely “engage’” in stakeholder
dialogue, noted here are firms that have done
a particularly superior job of addressing the
needs of one of the six stakeholder groups. For
example, customer orientation is a hallmark of
many successful commercial marketers such
as Johnson & Johnson. J&]J’s stakeholders
include doctors, nurses, patients, mothers, and
fathers and are given primacy in their famous
Corporate Credo. Similarly, Harley Davidson
— that famous international icon of customer
admiration - is known worldwide for the brand
loyalty and customer appreciation connected to
that organization. In the nonprofit world, the
Mayo Clinic is recognized as being unparalled
in its patient orientation (Berry and Seltman,
2008). Perhaps, the best national example
of focusing on the employee stakeholder is
Southwest Airlines, a firm espousing the philos-
ophy that “satisfied employees lead to satisfied
customers.” Also, Charter Manufacturing,
identified earlier in this article, is a regional
company illustration of a firm that accords its
employees exceptional autonomy and respect.
In contrast, a purely investor orientation is
extremely well practiced by investment banks
like Goldman Sachs - putting its investors (and
some would say its management) above the needs
of the market/consumers and sometimes taking
advantage of its competitors in the process. The
current state of the world’s financial markets
shows the catastrophic effect of only focusing
on short-term investor stakeholders.

In the secondary stakeholder category, Toyota
is known for its strong relationships with its
suppliers and dealers. Similarly, Target and
General Mills, headquartered in Minnesota, are
renowned for responding with empathy to their
(secondary) community stakeholders via their
generous philanthropic policies. They and many
other companies in that geographic area donate
5% of pretax profits to charity, much of it going
to nonprofit corporations. The general public,
as yet another secondary stakeholder, is often
embodied by the media or advocacy groups.
T'wo companies that have constructively engaged
their secondary stakeholder critics during the
last several years are Nike and Wal-Mart. In
the late 1990s, Nike was widely vilified for
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the working conditions of its subcontractors,
especially those in the developing world. The
company embarked on a major effort to nego-
tiate with representatives of several human rights
activist groups in order to improve the situation.
A more recent illustration is Wal-Mart and its
environmental critics. The firm has not only
engaged these stakeholders, but made bona fide
efforts to become a “green” company and to
stock and sell products that are increasingly envi-
ronmentally friendly (Rosenbloom and Barbaro,
1938). (‘This laudatory illustration pertains only
to Wal-Mart’s environmental efforts because its
responses regarding employee compensation and
supplier relations have been more controversial.)

In the AMA Statement of Ethics, “stake-
holders” are cited numerous times. First, various
stakeholder groups are specifically mentioned in
the preamble. Second, stakeholders are explic-
itly referenced regarding every endorsed ethical
value except fairness and one could argue that
they are implicit in the notion of fairness, since
that concept embodies giving relevant parties
what is their due. Third, in the Implementa-
tion section, all AMA members are encouraged
to be courageous and proactive in dealing with
relevant stakeholders.

ETHICAL MARKETERS SHOULD EMBRACE A
PROCESS OF MORAL REASONING

The final BP lays out a series of steps that
marketing managers should follow in making an
ethical decision. The first stage is cultivating
ethical awareness and sensitivity. This is the
domain of corporate culture and is reinforced
by management. Marketers must be able to
“see” an ethical issue when it arises. Without
a sense of awareness and sensitivity, marketers
are less likely to be able to ascertain whether
a certain decision contains ethical implications.
In one of the most famous articles in the busi-
ness ethics literature, The Parable of the Sadhu
(1983), Buzz McCoy writes about his mountain
climbing experience in the Himalayas and pens a
classic line that illustrates this point: ‘“Real moral
dilemmas are ambiguous, and many of us hike
right through them, unaware that they exist.”
The second step of the ethics decision-making
protocol involves framing the ethical issue or
question. It should be understood that the

formulation of an ethical question does not imply
that the questionable practice will necessarily be
deemed unethical (LLaczniak and Murphy, 2006,
p. 169). It is the role of the marketing manager
to assist junior members of the department in
ascertaining whether a potentially questionable
policy such as “product placement” or ‘“‘ambush
marketing” constitutes an ethical issue that
needs discussion and resolution.

Articulation of stakeholders affected by the
marketing decision in question is the third
stage of ethical decision-making process. Both
primary and secondary stakeholders should
be specified. For example, in a decision about
whether to introduce a new and/or more violent
update to a video game, prospective customers
(both adult and underage), employees of the
firm, and company stockholders should be
considered. Game developers and retailers who
might distribute the software are also impor-
tant secondary stakeholders. Because of the
software’s violent themes, both activist groups
and society, in general, should be considered as
well. If the company expects a potential public
backlash, the secondary stakeholders and the
fallout from the product launch needs to be
addressed before moving forward.

The fourth step in the ethical reasoning
process involves the selection of an ethical stan-
dard or standards. This could include simple
maxims like the golden rule, the Wall Street
Journal test or more complete ethical theories
like utilitarianism, duty-based or virtue-based
ethics. For example, the hypothetical decision of
alocal Ford dealer about whether to acquire a JB
Byrider franchise should be evaluated using one
or more of these standards. The Byrider fran-
chise specializes in used automobiles that appeal
to low to moderate income consumers. The past
record of these franchises has been questioned
because of the relatively high interest rates they
charge and propensity to quickly repossess autos
when customers fall behind on their payments
(Grow and Epstein, 2007).

The fifth stage is “ethical analysis,” which
involves applying the ethical standard to the
ethical question keeping in mind the impact
on impacted stakeholders. Continuing with the
Byrider example, the auto dealer may believe
that acquiring such a franchise will lead to more
benefits for consumers than costs. Hence, using
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a utilitarian analysis, the decision to go forward
might be positive. However, with most other
ethical standards, the decision might be called
into question because this branded franchise
has not historically operated with transparency
toward consumers (a violation of virtue ethics);
moreover, it appears that Byrider intends to sell
cars to at least some consumers who cannot
afford them (i.e., possibly failing to meet the
duty-based ethical standard). The point of this
example is that if a manager is a “principled”
one, s/he will use multiple ethical criteria to
evaluate decisions.

Sixth, a decision should be made using all the
information gathered in the preceding stages.
Usually, there are three options: acceptable to go
forward; the strategy may be ethical if amended
in some fashion; or practice should be aban-
doned. A positive example of where a company
moved forward with a vetted decision, after a
thorough ethical evaluation process, is BzzA-
gent. Here the organization, a buzz marketing
agency, moved from instructing its agents to be
“discreet” to the higher standard of disclosure —
“you must tell people” — when asked if they
were involved in instigating a “‘word-of-mouth”
marketing campaign.

The final stage of the decision protocol is
to monitor the outcomes of the “ethical” deci-
sion. Steps need to be taken so that unintended
consequences do not occur such as inadvertently
using ultrathin models in advertising, thereby
contributing to perceptions of poor body image
among young girls. The highly acclaimed Dove
campaign showing women of “many sizes and
shapes” was a positive response to the long-
standing trend of only using slender models in
cosmetics advertising. Similarly, marketers who
sell to children and other vulnerable consumers
have a special obligation to monitor the societal
effects of their advertising and product usage.
Studying the impact of marketing actions on
stakeholders beyond consumers is the type of
monitoring that one might expect of managers
who exhibit moral imagination.

Although the AMA Statement of Ethics does
not articulate its own set of steps for making
ethical decisions, the entire document is aimed
at helping marketers to become more aware
of the ethical issues. In fact, the three central
ethical norms — do no harm, foster trust in the

marketing system, and embrace ethical values -
are helpful ethical guidelines that marketers can
use in stage three and apply in stage four of
the ethics assessment process. Finally, the six
ethical values that embody the core of the AMA
statement can be seen as an illustration of a
“virtue ethics” approach to ethical issues.

CONCLUSION

Several conclusions can be drawn for marketing
managers from the analysis of the seven BPs
above. First, the marketing concept, strategy
formulation, relationship marketing, and supply
chain management are all inherently ethical
activities. If any or all of these marketing prac-
tices are to be successful, a sense of trust
and fairness must exist among marketers, their
customers, suppliers, and end users of their
products. This notion is implicit in the BPs.
Clearly, the ethical dimensions of marketing
are not new ideas but rather theory-inspired
approaches that require renewed diligence.

Second, ethical issues facing marketers in the
future will likely require both a normative and
technical analysis. Most ethical problems are
complex. One reaction by companies has been to
hire ethics consultants or internal ethics officers
to help them deal with these questions and set
up ethics training programs. However, this is
probably not enough any longer. For example,
many environmental and solid-waste problems
necessitate sophisticated technical advice on (for
example) recycling versus landfill disposal. The
“right” decision may not be clear until the scien-
tific evidence is first factored in. Thus, both types
of analyses should help illuminate the difficult
choices ahead for marketing executives.

Third, marketing’s role in society and in
dealing with social issues should be examined
from an ethical standpoint. Marketing as a busi-
ness practice has made major contributions to
society over time and occasionally is judged
harshly from an ethical performance viewpoint.
But marketing can be an exceptional force for
“good.” Marketing methods will increasingly be
called upon to shape various social issues facing
the world such as AIDS education, discour-
aging illegal drug use, helping publicize inno-
vations in education, as well as various other
social interventions that require promotion and
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dissemination. Marketing has much to offer to
the discussion and the potential alleviation of
social problems; marketing-rooted strategy can
contribute positively to environmental better-
ment and to meeting the needs of disadvantaged
consumers in the future.

Fourth, ethical marketing companies exhi-
bit a genuine stakeholder orientation and
engagement. Exemplar companies, such as
those profiled above, commit to represent all
stakeholders because they recognize the rights,
claims, and presumption that other affected
parties expect of a business organization -
especially recognitions that go beyond the basic
requirements of the law. Our discussion of BP2
and BP6 directly illustrate this point. Although
many firms list stakeholders as important in
their website profiles, the most enlightened
firms go the extra step in creating an ongoing
dialogue with major stakeholders when changing
conditions warrant such discussions.

Finally, ethical leadership is crucial for the
success of any firm. While it starts with the CEO
and CMO, other top-level marketing managers
should also exhibit integrity and fairness in their
dealings with employees and customers. While
BP4 and BP7 both address the importance of
managerial leadership, this idea pervades the
very core of ethical marketing. The Implemen-
tation section of AMA Statement of Ethics calls
on AMA members to be such leaders: “We
expect AMA members to be courageous and
proactive in leading and/or aiding their orga-
nizations in the fulfillment of the explicit and
implicit promises made to those stakeholders.”
Although we have concentrated on companies
rather than individuals in providing profiles of
enlightened and ethical marketing strategy, we
want to conclude by noting the reflections of
two ex-CEOs who have written persuasively
on ethics and values-based leadership - Bill
George and Sims (2007) and Harry Kraemer
(2007).

In the end, the purpose of marketing strategy
is to develop assets and competencies that create
“value propositions” appreciated by the firm’s
target markets on a sustained basis. The ethical
perspectives discussed in the paragraphs above
are both an articulation of how ethical marketing
is conducted according to the highest profes-
sional ideals as well as a road map for the

cultivation of expanded consumer trust that
accrues to organizations that embrace these
approaches.
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first-mover (pioneer) advantage

Peter N. Golder

First-mover (or pioneer) advantage is the
long-term reward that may accrue to the first
company to enter a new market (se¢ PRODUCT
CATEGORY). Five key theories underlic a
potential first-mover advantage.

e Fuase of recall: People recall more easily the
first brand they use or hear about in a new
product category. As a result, pioneering
brands can remain top-of-mind, promoting
word-of-mouth and ongoing purchases (see
CONSUMER MEMORY PROCESSES).

e Brand loyalty: Consumers often develop a
preference for purchasing brands that they
have used previously (se¢e PERCEPTION
OF BRAND EQUITY; CONSUMER BRAND
LOYALTY). By continuing to purchase the
same brand, consumers avoid the cost of
searching for alternative brands as well as
the risk of possibly sampling a poor brand.
In new product categories, brand loyalty
can have especially strong effects because
first movers shape the expectations of the
entire category. Essentially, first movers
are prototypes against which later entrants
are judged. First movers determine which
attributes are important and which levels
of attributes are appropriate. Thus, later
entrants may be perceived as inferior to the
standard set by the pioneer or be perceived
as “‘me-to0”’ copies of the original brand.

o Technological  leadership: Pioneers  can
operate at the technological frontier of the
new-product category. As a result, they
have the opportunity to secure patents
that may deter other firms from entering a
category or at least inhibit their ability to
compete (see INNOVATION TYPOLOGIES;
INTELLECTUAL PROPERTY RIGHTS).

o FEconomies of scale and experience: First
movers can be the first firm to achieve
substantial volume in manufacturing and
sales. This volume can result in lower costs
and the associated experience may lead to
higher quality and better features than the
competitors’ products.

e Resource capture: First movers have the
opportunity to secure the best raw materials,
suppliers, consumer segments, and distri-
bution outlets (see MARKETING CHANNEL
STRATEGY). Later entrants may be left with
less profitable alternatives. For example,
first movers can sell to innovators, who
are eager to purchase new products, while
later entrants are left trying to sell to
noninnovators. In addition, first movers may
develop broader product lines enabling them
to appeal to a variety of market segments.

Many empirical studies report results that
support a first-mover advantage on several key
performance measures. First, they report an
average MARKET SHARE for first movers of
approximately 30%. Second, one contributing
factor to this high market share is that remark-
ably few pioneers fail. However, early empirical
studies do not reporta specific failure rate. Third,
first movers’ high market shares result in the
finding that most market leaders are first movers.
Finally, studies report that market leaders tend
to remain market leaders for many years, often
decades.

Subsequent research has found that two key
limitations result in first movers having substan-
tially lower rewards than described above (see
LATER MOVER (NONPIONEER) ADVANTAGE
for more details). The first limitation is that
initial studies include only surviving brands in a
category. Therefore, the longest surviving brand
may have been successful for a variety of reasons
other than being the first mover. The second
limitation in many studies is that companies
classified themselves as either first movers
or later entrants (se¢e MARKET DEFINITION;
SURVEY RESEARCH). As a result, successful
firms were more likely to attribute their success
to being a first mover on some aspect of their
strategy even though earlier entrants employing
inferior strategies may have failed.

The diminished rewards for first movers
identified in later studies have led to a
reconsideration of first movers’ theoretical
advantages. All of these theories rely on the
presumption that the first mover was successful
on one or more important dimensions. That
is, the first mover offered a superior product,
positioned it properly to the most attractive

Wiley International Encyclopedia of Marketing, edited by Jagdish N. Sheth and Naresh K. Malhotra.

Copyright © 2010 John Wiley & SonsLtd



www.myindustry.ir

2 first-mover (pioneer) advantage

market segment, locked up the most attractive
distribution channel, and continued to benefit
by staying at the forefronts of technology and
experience. Some first movers are able to do
these things, but most are not. As a result,
companies seeking to establish a first-mover
advantage would be wise to regard the situation
as a first-mover opportunity instead. Long-term
success will result from assiduously cultivating
these opportunities over time.
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global marketing strategy
FJohny K. Johansson

INTRODUCTION

A global marketing strategy (GMS) is a strategy
that encompasses countries from several
different regions in the world and aims at co-
ordinating a company’s marketing efforts in
markets in these countries.

A GMS does not necessarily cover all coun-
tries but it should apply across several regions.
A typical regional breakdown is as follows:
Africa, Asia, and the Pacific (including Australia)
Europe and the Middle East, Latin America, and
North America. A “regional” marketing strategy
is one that coordinates the marketing effort in
one region.

A GMS should not be confused with a global
production strategy. Outsourcing and foreign
manufacturing subsidiaries, common features
of a global production strategy, can be used
with or without a GMS for the finished prod-
ucts.

As listed in Table 1, GMSs can involve one
or more of several activities.

The coordination involved in implementing
a GMS unavoidably leads to a certain level
of uniformity of branding, of packaging, of
promotional appeal, and so on (Zou and
Cavusgil, 2002). This also means that a GMS,
in some ways, goes counter to a true customer
orientation (se¢e MARKETING PLANNING). The
product and marketing mix are not adapted
to local preferences, as a customer orientation
suggests. This is a potential weakness of GMSs,

Table 1 Components of a global marketing
strategy.

Items Listed in Order of Descending Occurrence

Identical brand names

Uniform packaging

Standardized products

Similar advertising messages
Coordinated pricing

Synchronized product introductions
Coordinated sales campaigns

and leaves opportunities open for local products
and brands.

As the notion of integrated marketing
communications (se¢ INTEGRATED MARKET-
ING COMMUNICATION STRATEGY) suggests,
the ensuing consistency can have positive
revenue benefits because of reinforcement of a
unique message, spillovers between countries,
and so on. But the main driving force behind
the adoption of a GMS is the scale and
scope of cost advantages from such uniform
marketing strategies. These cost advantages
include elimination of unnecessary duplication
of effort, savings on multilingual and same-size
packaging, use of the same promotional material,
quantity discounts when buying media, and so
on. The pros and cons of a GMS are given in
Table 2.

THE ORGANIZATIONAL CONTEXT

Firms typically contemplate adopting a more
coordinated GMS, once they have significant
presence in several countries and regions. Since
local markets will never be exactly the same,
a proposed global strategy will generally not be
welcomed by the country managers. The existing
local operations will have to be convinced to
adopt the new global strategy. Thus, a GMS
is always top-down, not bottom-up, and it is
easy for antiglobalization sentiments to stir even
within a multinational company.

The typical solution to this problem is to allow
country managers to be involved in the formu-
lation of the GMS, and to form cross-national
teams to participate in the implementation. It
is also common to designate one country the
“lead” market for the strategy, and use its current
strategy as a starting point for the global strategy.
This lead country is typically one of the larger
markets and one where the firm has a strong
market share. In multibrand firms, it is also
common to limit a global strategy to one or two
brands, allowing the local subsidiaries to keep
control of some of their own brands.

(GLOBAL SEGMENTATION AND POSITIONING

The firms most likely to engage in GMSs
are those present in global markets. Global
markets are those where customer needs, wants,
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Table 2 General pros and cons of global marketing strategies.

Pros

Cons

e Revenue side
Spillover of brand awareness

Enhanced liking (mere exposure)

e Cost side Reduces duplication, waste

Uniform product design, packaging,

advertising

Quantity discounts in media buy

Reinforced message, unique idea

Culturally insensitive
Antiglobal target
Vulnerable to gray trade

Requires managerial time
Lowers morale in subsidiaries, agencies

and preferences are quite similar across the
globe (se¢ MARKET DEFINITION). Typical
product categories are technology products,
including consumer electronics, cameras and
computers, branded luxury products, and
also apparel, personal care, and entertainment
categories where, for certain segments, globally
standardized products are desired by all. By
contrast, in multidomestic markets such as
food and drink, where preferences are more
culturally determined, global coordination is
less common (se¢ CUSTOMER ANALYSIS).
For example, ACNielsen’s cross-national data
suggest there are only 43 global brands in the
consumer packaged goods categories found in
the typical supermarket (ACNielsen, 2001).

Global segmentation. 'The need to target similar
segments in different countries is an attempt to
minimize the drawbacks of a coordinated global
strategy (se¢e MARKET SEGMENTATION AND
TARGETING). A typical cross-national segment
targeted with a standardized product is the
teenage and young adult segments, where pref-
erences are allegedly very similar even for food
and drink categories. Coca Cola uses the same
one-word slogan “Always” around the world.
Nike is positioned with a rebellious image in
many countries, even though the particular
sports associated with Nike differ by country.
Technology brands such as the iPod have usually
even more coordinated global strategies, with
synchronized rollouts of new models across
countries.

Global marketers might use a two-stage
approach to market segmentation (se¢e MARKET
SEGMENTATION AND TARGETING), first
grouping countries into similar regions to

increase the chances of finding homogeneous
subgroups within each region. Often the first
step amounts to selecting a trade bloc, such
as the European Union. As research has
documented, many global strategies are, in fact,
more regional than global (Rugman, 2005).

A GMS can also be successful if the firm has
managed to change local preferences. A new
product entering a local market will usually
change preferences to some degree, whether by
new features, promotion, or price. This is the
basis for the extreme standardization proposed
by Levitt in his seminal 1983 HBR (Harvard
Business Review) article, where he suggests that
“everybody” likes the same products. Examples
of this abound. IKEA, the Swedish furniture
retailer, has changed the market for furniture in
many countries — it uses a very standardized and
coordinated marketing strategy, focusing around
its simple and functional furniture, annual
catalog, and warehouse stores. Starbucks, the
American coffee chain, also has re-created and
enlarged a mature market in several countries
with its new coffee choices, novel store layouts,
and wider menu. In other cases, changes in
the environment have affected preferences so
as to make standardization possible. “Green”
products are naturally targeting global segments,
as are the lighter beers, the bottled waters,
and the shift to wines. Such global segments
naturally induce companies to adopt GMSs.

Global positioning. 'The main issue in global
positioning (se¢e POSITIONING ANALYSIS AND
STRATEGIES) is whether the product offering
should be positioned the same way everywhere or
not. Complicating the issue is the fact that even
with complete uniformity of the marketing mix,
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the arrived-at position may still differ between
countries. A classic example are Levi’s jeans,
whose rugged outdoors image places it in a main-
stream American lifestyle segment, but becomes
a stylish icon in other countries. Also, as this
example illustrates, even if a brand wants to be
seen as “‘global,” its position is typically affected
positively or negatively by its country of origin.

A fundamental factor affecting transferability
of a position is the actual use of the product. A
food product such as apples might be consumed
as a healthy snack in the West (‘““An apple a day
keeps the doctor away” as the saying goes). Butin
Japan, apples are a favorite item in the gift-giving
season, placing a premium on color, packaging,
and price — hardly the same positioning.

Even without such dramatic usage differ-
ences, differences in economic development and
cultural distance, in general, are main factors
influencing the potential for an identical posi-
tion. A Ford car may be positioned as a functional
value product in Europe, but might be a status
symbol in a poor country. First-time buyers in
emerging markets rarely view products the same
way as buyers in the more mature markets, where
preferences are well established. For example,
the successful Buicks offered to new customers
in China offer quite different benefits from those
offered Buick customers in the United States,
even though the product is largely the same.

The strength of local competition (see
COMPETITIVE ANALYSIS) is also likely to
vary across countries, affecting the positioning.
Where domestic competitors are strong, a
foreign brand that is a mainstream brand at
home will typically attempt to target a niche
abroad. This applies to many European brands
including Heineken, Illycaffe, and Volvo. In
other cases, a company with a niche position at
home may target a more mainstream position in
another market - an example is Japanese Honda
in the US auto market. In global markets, where
often the same global players compete in the
major foreign markets, positioning is more likely
to remain constant across the mature markets.
Examples include automobiles, with the global
players occupying very similar positions in
most markets. This is less true for new product
categories that are still in the growth stage in
many countries and the brands are not equally
well known everywhere. Cell phone makers
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Nokia, Samsung, and Sony-Ericsson occupy
quite different positions in each market.

The stage of the life cycle (see STAGES OF THE
PRODUCT LIFE CYCLE) is also likely to vary
across countries, affecting how well a particular
position can be transferred. In the early stages,
with preferences still in flux, a strategy based on
the positioning in a lead country may not be very
effective in a new country. Thus, the first auto-
matic single-lens reflex camera was introduced
by Canon as a mainstream product in Japan,
but a specialty product for more professional
photography overseas. In emerging countries
with their pent-up demand, however, even new
consumers aspire for the best products in the
leading markets. This is why some Western
companies (such as Electrolux, the home appli-
ance manufacturer) will position themselves at
the top of the market even in a country like
Russia.

The typical strategic assumption is that a
globally uniform positioning requires similarity
of culture, of competition, and of life cycle
stage. However, even in countries where one
or more of these requirements are not met, a
standardized global positioning may still work.
For example, when global communications have
made the brand name already well known, a
global strategy may work even in a multidomestic
market. McDonald’s successful entry into many
emerging markets is a case in point. And even
where domestic competition is strong and would
suggest a niche positioning, external events
may shift the market in favor of a newcomer.
This happened, for example, when the Japanese
autos entered the American market and gained
strength during the 1970s oil crisis. But these
are exceptions and are certainly not automatic, as
Coca Colalearned in India when local ThumsUp
rebounded (see the section Global Brands).

THE GLOBAL MARKETING MIX

Global products and services. Standardization
of the product or service is usually a major
feature of a global MARKETING MIX. “Product
Standardization” means uniformity of product
or service features, design, and styling. There
are several advantages to such standardization,
including those listed in Table 3.
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Table 3 Advantages of product
standardization.

Table 4 Disadvantages of product
standardization.

e Cost reduction
e Improved quality
e Enhanced customer preference

The advantages are mainly on the cost side —
scale economies from the larger number of iden-
tical units produced. But there are also quality
advantages involved. With longer series, there is
more reason to invest in specialized technology,
machine tools, components, and parts, yielding
higher and more consistent quality. Finally,
there is a possible positive demand effect on
customers. Because of the prevalence of the
products and designs, the “mere exposure’ of
individuals to the products engenders a posi-
tive impact on preferences. This is an effect
which partly depends on competitive imitation —
when most cell phones feature a built-in camera,
consumers ‘“‘want’’ a camera with their cell phone
(see COMPETITIVE ANALYSIS).

The disadvantages of product standardization
are mainly on the demand side (see Table 4).

Apart from the case of pent-up demand in an
emerging country, standardized products rarely
manage to target precisely a specific segment in
a new country market. They are at least slightly
off target. This is not always such an obstacle to
success. First, preferences may change —the stan-
dardized product may offer features not offered
before in that market. Honda’s 1970s entry into
the US car market exemplifies this case, with the
car offering both fuel efficiency and sportiness.
Second, a mispositioning may be overcome by a
strong brand name. The McDonald’s entries in
emerging markets fall in this category. Third,
the entering product may well be sold at a
low price - its scale advantages can allow such
a strategy. This was the strategy followed by
Samsung before its later drive toward a strong
global brand (Quelch and Harrington, 2004).

Since the typical multinational company does
manufacturing in a large number of country
subsidiaries, the need for scale has sometimes
made it necessary to designate local production
sites as suppliers for the whole world. Toyota’s
Kentucky plant produces the Camry for global

o Off-target
e Lack of uniqueness

distribution. The BMW Z4 sports car is only
produced in South Carolina. Apple computers
are all produced in Taiwan. In general, however,
the risks of local strikes and political conflict
make most companies assign production to more
than one site.

From a marketing perspective, a uniform
product or service is often less acceptable locally.
Of course, some localization is always necessary
in any case — electric appliances face different
voltages and plugs, safety regulations differ
between countries, and homologation require-
ments differ. But the more critical issues revolve
around customer acceptance. What is seen as a
good product or service in one market might not
be acceptable elsewhere.

The fact is that there are relatively few prod-
ucts and services that are identical around the
world. One would expect that products in global
markets, such as technology products, would be
identical. But generally speaking, PCs and cell
phones are smaller in Asia, automobiles have a
harder suspension in Europe than in the United
States, and even stereo speakers vary slightly
in bass level between North America (heavy
on bass) and Asia (where smaller apartments
places the listener closer). The classic failure
by Euro Disney to transfer its American theme
park unchanged to France is a good example of
misguided standardization of a service product.
Despite the success of the strategy in Tokyo,
the Euro effort fell flat for many reasons, one
of which was the no-alcohol rule inimical to
Continental Europeans.

Luxury products are usually the same across
the globe, and utilitarian items such as automo-
bile tires, toothpaste, and kitchen utensils can
be standardized. But products such as sham-
poos, soaps, and personal-care items need to
take account of hair types, skin color, and
water quality to perform satisfactorily. Coca
Cola’s level of sweetness differs across coun-
tries, McDonald’s menu is adapted to country
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preferences (partly to reduce antiglobalization
protests), and apparel manufacturers have to
make adjustments for different body proportions
between Western and Asian peoples.

To deal with these adaptations while trying to
retain some scale economies, companies resort
to two solutions. One solution is to use the same
basic design or “platform” for the product, and
then adapt by adding alternative features at the
later stage of manufacturing. This is common
in automobiles, where the platform involves the
chassis on which the body is then fitted. But
the concept is also used in the manufacturing
of electronic products, computers, and home
appliances. This is the solution adopted by Coca
Cola and McDonald’s as well.

A second related option is to break up the
product into component modules that can
be produced in large series to gain the scale
advantages, and then produce different products
by different combinations of modules. This
has become a very prominent manufacturing
strategy for large companies, since it allows
the different modules to be outsourced and
offshored. The manufacturing process then
becomes a simple assembly process, which can
then be done locally, if necessary, to gain lower
tariff rates. This allows the company to “mix and
match” features for different country markets,
which helps adaptation to local preferences. It
also helps to make the products in different
markets somewhat different, helping to limit
gray trade (more on gray trade below).

In the end, companies do not need to offer
identical products everywhere in order to gain
the scale economies of product standardization.
Thus, a company can develop a coordinated
global strategy even without a completely stan-
dardized product. But it is almost impossible to
develop a GMS without a strong global brand.

Global brands. Keeping the same brand name
everywhere has become the signature feature
of a global marketer, and “global branding”
has become an obsession among many multina-
tionals. For example, the Interbrew (now InBev)
company’s analysis of the Heineken advantage
in profitability draws the conclusion that it
is the lack of a global brand that depresses
its own bottom-line performance. Hence, top
management has decreed that Stella Artois be
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Interbrew’s global “flagship” brand (Beamish
and Goerzen, 2000).
Three definitions follow:

o  Global brands are brands that are well known
and recognized in all major markets of
the world. (e.g., Sony, Mercedes-Benz,
Microsoft, Nokia).

e  Regional brands are brands that are the same
across a region (e.g., P&G’s Ariel in Europe
is Tide elsewhere; Acura is Honda Legend
in Asia).

e Local brands are brands found in only one or
two markets (e.g., Suntory whisky in Japan,
A&W root beer in the United States, and the
Trabant car in former East Germany).

Strictly speaking, the brand may be global
although the product is not available every-
where - as happens to be the case for Rolls Royce
as well as for Coca Cola. This usually means
there may be a pent-up demand for some global
brands, as was seen when McDonald’s entered
Russia in the 1990s.

Global brands have received increased atten-
tion from top management in many multina-
tionals because of the importance of brand equity
as a financial asset (see PERCEPTION OF BRAND
EQUITY). Expanding into new markets is an
obvious way of building further financial equity,
which is usually calculated by simply aggregating
projected revenues across country markets. Not
surprisingly, most top brands in terms of finan-
cial equity are global. But a strong brand not
only needs reach across countries, it also needs
allegiance from local customers. As global brands
have stretched further to build financial equity,
local brands have been able to defend their turf
by staying closer to their customer and building
affinity, or what may be called sofi equity (see
CUSTOMER EQUITY).

Recognizing this, many global companies not
only market their global brand in a country
market but might also buy up a successful local
brand and retain its brand name — and customers.
One example is Coca Cola in India. After its
reentry in 1993 (Coca Cola had exited India in
1977 instead of giving up its secret formula),
Coca Cola acquired ThumsUp, a leading local
producer, with the idea of replacing its brand
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with Coca Cola. But after several efforts at with-
drawing ThumsUp and launching its own brand,
Coca Cola finally gave up and shifted marketing
resources to ThumsUp. The problem was that
Coca Cola was positioning itself as the young
teenage drink, just as it had done in many coun-
tries, while in India, where alcohol consumption
is very limited for religious and cultural reasons,
the main cola market was among young adults
who in other parts of the world were drinking
beer. ThumsUp in Indiais a rebel’s drink, hardly
the image of Coca Cola.

The most clear-cut advantages of global
brands are the cost efficiencies from scale and
scope. The typical benefits to global brands are
several (see Table 5).

The cost efficiencies tend to come from the
ability to produce identical products and pack-
aging in long series, and also because global
brands can draw on uniform global promo-
tions (more on this below). Demand spillover
is a result of the increased exposure to the
same brand in many places, especially useful
when customers are global. The growth of inter-
national tourism has been a strong driver of
global brands. The status and esteem advan-
tages have been shown by researchers, especially
prominent in less-developed countries. While
some research has demonstrated a high quality
perception for global brands, the more firmly
established finding is that global brands tend to
have a more consistent quality than local brands.

The disadvantages of global brands become
advantages for local brands. Local brands can
usually count on the advantages in Table 6.

Of course, none of these advantages come
without effort and disciplined application by the
firms, whether global or local. The arrival of
global brands into many markets has been a
challenge for many local brands who think that
local consumers will automatically stay loyal.

Table 5 Benefits to global brands.

Scale and scope economies
Demand spillover

Global customers

High esteem, status
Consistent quality

Table 6 Advantages for local brands.

e Local brand affinity
e Motivated local employees
e Prodomestic (and Antiglobalization) sentiment

Global brands, as Naomi Klein claims, have
changed the playing field - but they have not,
as she claims, simply dominated local brands
(Klein, 2002).

Global pricing and distribution. In GMSs,
pricing, and distribution are more closely
connected than at home. The reason is
not that the costs involved in distribution
(transportation but also insurance and custom
duties) necessarily raise the final price to the
customer. Such straight “price escalation”
does not usually occur except in one-time
transactions. Many multinationals have strong
home market ‘“cash cows,” and when faced with
more intense competition in foreign markets
they reduce prices by lowering transfer prices to
their subsidiaries. Some firms also use foreign
markets as an easy way out of overcapacity,
applying marginal cost pricing procedures
(although these can run afoul of dumping
laws). And the improved efficiency of global
transportation, thanks to global express carriers
and consolidated shipment procedures, means
that geographic distance is no longer the trade
barrier it once was. Transportation costs are
typically a small proportion of the total price
paid (se¢e MARKETING CHANNEL STRATEGY).

The strong connection between pricing and
distribution rests more directly on another
phenomenon. The ease of transportation,
coupled with differing local prices and currency
fluctuations, are what provide the margin
that allows for arbitrage opportunities for
customers to buy branded products cheaper
abroad. This is an instance of so-called ‘“‘gray
trade” - the importation of branded products
through other than authorized channels (see
MULTICHANNEL MARKETING). It is the rise
of gray trade that force multinationals to decide
pricing and distribution strategies jointly — and
even multinationals that would otherwise not
contemplate a global strategy, have to find a way
to align prices to avoid such trade.
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Gray trade affects a number of multinationals.
For example, there are numerous stories of Asian
contract manufacturers who make branded prod-
ucts for Western multinationals on day shifts,
and then produce an added batch of identical
products on the night shift. These products are
then shipped abroad at low costs, distributed via
indirect channels perhaps from a third country,
and finally appear on the various markets in
the West. In other cases, gray trade involves
Western distributors (large European retailers,
for example) who acquire goods in a low-priced
country and then sell it at higher prices at home.
Britain’s Tesco chain sent buyers to Wal-Mart
stores in the United States to buy Levi’s for
resale at home, a practice that was stopped
by a European court. Another popular form of
gray trade, “shopping tourism,” is what happens
when overseas trips are arranged for tourists to
buy products cheaper in a foreign country.

The drivers of gray trade include the factors
in Table 7.

Gray trade is not usually illegal. By contrast,
trade in counterfeits (fake products) is illegal and
vigorously opposed by multinationals that fear
the loss of revenue and dilution of their brand
name. But there are similar negative effects
from gray trade as from counterfeits. Gray
trade strains the relationship with authorized
channel members since channel members face
intrabrand competition. There may be legal
liabilities, usually involving warranties that
cannot be honored. There is also a risk of
erosion of brand equity because of the lower
price in the market. Seiko, the Japanese watch
maker, has failed to establish itself as a strong
premium brand partly for this reason. And gray
trade complicates global coordination when one
country realizes a sudden influx of gray goods.
Even though companies cannot take legal action,
when faced with gray trade, they have to engage

Table 7 Selected drivers of “gray trade.”

Transportation is global and efficient
Trade barriers are low

Products and brands are standardized
Communication is global
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in relationship building with distributors, screen
orders carefully, and monitor shipments.

Because of pricing regulations, the multi-
national producer cannot usually dictate
retail prices in local markets (see PRICING
STRATEGY). Nevertheless, to achieve the
desired brand position, they can use suggested
retail prices. These are the prices that have to be
coordinated across countries because customers
can purchase the products anywhere in the
world. But to coordinate prices is difficult, for
several reasons as shown in Table 8.

One single global price is unrealistic. Even
though a business-to-business company such as
Boeing, the aircraft builder, quotes all its prices
in American dollars, exchange rate problems still
arise for its customers. For many global compa-
nies, the solution is to devise “‘pricing corridors,”
centered around a desired positioning price. The
“corridors” are the limits of prices between
which the local price may vary without inter-
ference from headquarters. The price corridors
should reflect not only demand and competitive
pressure in the local market but also the differ-
ences in exchange rates and likelihood of gray
distribution - a very difficult balancing act. In
addition to formal corridors with a centralized
positioning price, the global pricing coordination
typically involves informal coordination with the
local subsidiary to allow flexibility (Assmus and
Wiese, 1995).

Global marketing communications. Next to
global brands, the most visible aspect of a GMS
is perhaps global advertising. Global advertising
can be defined as media advertising that is
more or less uniform across many countries,
often, but not necessarily, in media vehicles
with global reach. Although global appeals had
been used previously in promotions - IBM’s

Table 8 Why global coordination of prices is
difficult.

Currency exchange rates fluctuate
Local distributors are independent
Import prices to subsidiaries have to consider
tariffs, taxes.
e Local competition varies across countries
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Table 9 Major drivers of global advertising.

Supply Side
e Global ad agencies

o Global media

Demand Side
e Global customers
e Preference convergence

global “Think” slogan appeared as early as
the 1920s - global advertising arrived with the
advertising agency Saatchi & Saatchi’s television
commercial “Manhattan Landing” for British
Airways in the early 1980s. With increasing
globalization and the stress on global brands,
the momentum behind global advertising has
been sustained despite antiglobalization and
prolocalization sentiments around the globe.
One contributing factor has been the rise
of the Internet and the availability of many
commercials on sites such as YouTube, where
even local advertisement campaigns potentially
have global reach.

There are several forces behind the need for
integrated global communications (se¢e INTE-
GRATED MARKETING COMMUNICATION
STRATEGY). One can distinguish between
supply-side drivers and demand-side drivers, as
shown in Table 9.

On the supply side, the emergence of consoli-
dated global advertisement agencies has played a
significant role in generating more global adver-
tising. Although in many ways, the agency
globalization has been a response to the glob-
alization of the client firms - global managers
find it useful to deal with the same agency in
different parts of the world - once established,
the global agency will naturally want to leverage
its global capabilities (as in the Saatchi & Saatchi
case). The global agency can also claim superior
production values with a global campaign, since
more resources can be used for one television
commercial that is going to be shown around
the world. The emergence of global media —
the BBC, the Sky channel, the CNN;, Financial
Times, and so on — and their consolidation into
global media companies such as Viacom, Bertels-
mann, and Time Warner has also encouraged the

development of global advertising and promo-
tions that can be used effectively everywhere.
There are cost savings in buying all media from
one consolidated source.

On the demand side, customers are increas-
ingly global. Consumers now travel much
more than before as the lower cost of travel
have made for many more tourists, and for
business-to-business products, the customers
are often multinational companies. In addition,
with global communication producing spillovers
between countries, local preferences change
and allow the penetration of global brands
in local markets using standardized appeals.
Globally coordinated advertising thus becomes
a natural complement to the global brand. It has
given us the “Always” of Coca Cola, the “Our
Passion” of Microsoft, the “Do you dream
Sony?” and “The Ultimate Driving Machine”
of BMW. Global Internet ads are now common,
with companies such as IBM and Heineken
producing commercials on their Web home
pages and repeated on the YouTube.

In the general case, however, not all the
marketing communications of a global company
is globally coordinated. First of all, media adver-
tising is only one of several promotional tools.
Many retail promotions such as POP (point of
purchase), coupons, and free samples, are neces-
sarily more localized. Regulations vary across
countries. Not all countries’ retail regulations
allow contests, for example, and in many cases,
coupon redemptions are denied by stores. Even
naturally global promotions such as sponsorships
of the Olympics and the World Cup often require
local input to leverage the promotion effectively.
In one notorious instance, Budweiser’s sponsor-
ship of the World Cup in Germany in 2006
encountered opposition from German brewers
and consumers. In an effort to appease German
drinkers, Budweiser made a local deal to allow
the German-made Bitburger beer to be sold in
stadiums, albeit in unmarked cups.

But even media advertising is rarely fully
globalized. The motivation for local subsidiaries
and their agencies to do their best creative work
is enhanced with more autonomy. Not all media
are equally available in all countries, and the
costs vary considerably. Effectiveness also varies.
In poorer countries, print media are usually
less effective. By contrast, Europe on the whole
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gives much greater weight to print than other
countries. The Internet, a new and naturally
global channel of communications, has still not
penetrated all corners of the world.

In addition, the advertising message often
has to be adapted. Linguistic, cultural, and reli-
gious differences can prevent standardization of
advertising messages and render symbols inap-
propriate. IKEA’s use of the Moose, successful
in Europe and Canada, was too provincial in the
United States, where a simpler blue-and-yellow
logo is used. Product usage may not be the
same, making a uniform appeal miss the target.
Ice cream is bought for its nutritional value in
poorer countries, not so in advanced markets.
This means the local subsidiary and its adver-
tising agency usually have to do more than
merely translate a message. Not all local adapta-
tions work of course. A Nike advertisement with
LeBron James, the American athlete, slaying a
dragon turned out to be a failed local adapta-
tion in China, where dragons are a force for
good.

Because of these issues, most companies dedi-
cate only a portion of their total advertising
budget to a global campaign. An example comes
from Samsung, the Korean electronics maker
who has moved ahead of Sony in global brand
value in the last few years (see BRAND VALUE).
In 2003 about 40% of above-the-line budgeting
was for global advertising. The remaining 60%
of a $1 billion budget was allocated to local
and regional subsidiaries for their nonglobal
spending on specific products and markets.
While the localized campaigns may employ local
agencies, it is common for the global campaign
to be handled by one large global agency, FCB
(Foote, Cone, and Belding), in the Samsung
case.

Most global companies place strict limits on
how their name should be portrayed, including
fonts and coloring. Sony requires all uses of their
name and logo to be approved at headquarters in
Tokyo before release. There are a few identical
ads used, particularly in print advertising. The
Marlboro cowboy can be seen around the world.
The well known Absolut advertisements, with
the shape of the bottle contoured in the adver-
tisement, are used in many countries, sometimes
localized. These are examples of the notion that
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a great idea can be used everywhere, a common
assertion in advertising circles.

But even in a global campaign there is usually
some variety. The typical form of global adver-
tising in television follows what is known as
pattern standardization. Here the advertisement
visualization is adapted to local culture and
language, with recognizable local spokespersons
and actors, and a story that has local appeal.
The brand name and logo are identical, and
the final slogan is usually translated directly.
Instead of actors speaking, voiceovers allow local
language to be superimposed on a commercial.
In this form, global advertising is becoming
more common today, creating a unified image of
corporations and brands as well as countries and

places.
Summarizing, the advantages of global
communications include those shown in

Table 10. The potential disadvantages are also
several, as shown in Table 11.

In the end, most companies play it safe,
with some global uniformity but allocating the
majority of the funds for regional and local
adaptation of communications.

CONCLUSION

GMSs have become increasingly important
with the internationalization of business and

Table 10 Advantages of integrated global
communications.

Consistency of brand communications
Media spillover

Cost savings

Improved production

Leveraging a great idea

Table 11 The disadvantages of integrated
global communications.

e Imagesand symbols might not be locally accept-
able
Appropriate media might not be available
Product usage is not the same
Local creativity can be stifled
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globalization of markets. Even though they
are characterized by centralized coordination
and streamlining to achieve scale and scope
economies, localization, and adaptation are
becoming increasingly important as emerging
markets rapidly manifest culturally and ethni-
cally differentiated consumer demand. Global
success depends crucially on striking the right
balance between uniformity and local adapta-
tion. This balance, as we have seen, involves
both top-down leadership and sensitivity to
local markets - a true managerial challenge.
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go-to-market strategy
Raji Srinivasan

The firm’s go-to-market strategy involves the
development of a marketing program to create,
capture, and sustain value with the firm’s offering
for the firm’s customers, given that the firm has
identified a product to market.

Typically, the firm’s go-to-market strategy
can be conceptualized into two stages: (i) market
segmentation, target market selection and posi-
tioning, given the product’s (good or service)
unique selling proposition, (ii) the marketing
mix for the product, given the market segment
the firm seeks to target for the product. These
two stages in the firm’s go-to-market strategy are
discussed below.

MARKET SEGMENTATION, TARGET MARKET
SELECTION, AND POSITIONING

The centerpiece of the firm’s go-to-market
strategy is the customer. The firm must identify
the customers it seeks to address with the
product on hand. The appropriate identification
of the target market is a prerequisite for the
development of a successful go-to-market
strategy, allowing the firm to focus its marketing
efforts on the appropriate customer segments.

Market segmentation calls for dividing the
market into groups of customers, market
segments, each with distinct characteristics
(e.g., demographics, psychographics, behaviors,
lifestyles). The objective of market segmen-
tation is to develop groups of customers who
substantially differ from each other, but are
homogenous within the group (Rao and Steckel,
1998). Segmentation requires the following
three steps from the marketer: (i) they under-
stand customers’ needs and the benefits that
customers seek from the product, (ii) segment
the market and develop prototypical customer
profiles either based on customer demographics
and/or benefits sought, and (iii) identify
the observable variables (e.g., demographic
characteristics) most likely to be discriminatory
among the different customer segments.

Target market selection involves evaluating
each market segment’s attractiveness and the
identification of one or more segments to enter.

In addition to the identification of the market
segment, the marketer must also have insights
on their firm’s strengths (and weaknesses) and
that of their competitors. The objective of target
market selection is to identify target markets that
are most profitable, given the product’s features
and benefits, costs of entering the market, and
the market segment’s characteristics. The crucial
step in target market selection is a differen-
tial advantage analysis, an understanding of the
firm’s offerings, relative to the competitors’
offerings. In addition to an understanding of
competitors’ offerings, it is also useful to antici-
pate competitive reactions so that such reactions
can be incorporated into the development of the
marketing program for the product.

Positioning is defined as the marketer’s effort
to identify a unique selling proposition for the
product, so that the product occupies a clear,
distinctive, and attractive position relative to
competing products in the minds of target
customers (Ries and Trout, 1981). A good posi-
tioning statement should address the following
three questions: Who are the customers? What
is the set of needs that the product fulfills? Why
is the product the best option to satisfy those
needs? A good positioning statement is aimed at
potential customers, reflects clear differentiation
of the product from competitive offerings, and
guides the development of the marketing plan
for the product.

MARKETING Mi1x

The firm’s marketing mix describes the set
of activities comprising a firm’s marketing
program (Borden, 1964). Borden specified
twelve marketing mix elements: product plan-
ning/merchandising, pricing, brandings, distri-
bution channel, personal selling, advertising,
promotions, packaging, display, servicing, phys-
ical handling, and market research. Over time,
these 12 elements have been considered as the
four Ps — product, place, promotion, and price.
Product decisions involve aspects of the
product which include the physical features of
the product, brand name, and financing plans
(Crawford, 1997). A broad conceptualization
of product is the key to achieve effective
differentiation from competitors’ offerings.
Product decisions also involve considerations
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of product line length (how many products to
cover different market segments?) and product
line depth (how many types of a given product?)

Place decisions refer to decisions about the
firm’s distribution channels or how the firm
“goes to market.” A customer-behavior-driven
approach to channel design is advocated to
ensure that customers’ needs are met in the
most cost-efficient manner (Stern, El-Ansary,
and Coughlan, 1996). An important issue with
respect to channel design is that the firm should
not only decide which types of channels to
employ (distributors, retailers, jobbers) but also
determine the functions and the appropriate
channel incentive design for the different
channel members. A key aspect of channel
design is the identification of policies and
procedures that will be used to ensure that the
various members in the channel perform their
designated functions.

Promotion decisions refer to the set of ways
in which the firm communicates with its
customers with a view to increase awareness
of the product, and persuading customers to
either try the product or repeat purchase it.
Effective marketing for a product requires an
integrated marketing communications plan
combining personal selling efforts and imper-
sonal approaches including advertising, sales
promotion, and public relations (Aaker, Batra,
and Myers, 1992). A key to developing an effec-
tive communications program is to understand
the people involved in the decision-making
process, and their motivations and needs. In
today’s environment with the World Wide
Web playing an important role in consumers’
purchase decisions, the role of user-generated
content including consumer blogs and ratings
are proving to be as influential in consumer
decision making as firm-provided information.

Price decisions refer to decisions about the
product’s pricing. Typically, when the product,
place, and promotion are decided upon, the

consumer’s perception of value of the product is
determined, so that the price range of the product
may be in place. There may be several considera-
tions that guide pricing decisions such as the cost
of the product, which includes manufacturing,
promotion, and distribution costs, cost structure,
competitors’ pricing in the market, consumers’
price elasticities, the availability of substitutes
for the product, the firm’s profit objectives, the
firm’s market objectives, and so on (Dolan and
Simon, 1996).

An effective go-to-market strategy is both an
art and a science that involves the integration
of customer insights and analytics to ensure
that there is a match between the firm’s target
market and the marketing mix developed for the
product so that both consumer needs and the
firm’s performance objectives are met.

See also first-mover (pioneer) advantage, later
mover (nonpioneer) advantage; marketing strategy
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innovation diffusion
Vijay Mahajan

The diffusion of innovation is defined as the
process by which that innovation is commu-
nicated through certain channels over time
among the members of a social system (Rogers,
1995). The diffusion process consists of four key
elements: innovation, communication channels,
time, and the social system.

As a theory of communication, diffusion
theory’s main focus is on communication
channels, which are means by which infor-
mation about an innovation is transmitted
to or within the social system. It consists
of both the mass media and interpersonal
communications. Members of a social system
have different propensities for relying on mass
media or interpersonal channels when seeking
information about an innovation. Interpersonal
communications, including nonverbal observa-
tions, are important influences in determining
the speed and shape of the diffusion process in
a social system.

Recent literature suggests two additional
mechanisms for innovation diffusion: signals
and network externalities (Peres, Mahajan
and Muller, 2009). Signals are defined as
any market information other than personal
recommendation that can be used by a potential
adopter to make an adoption decision (e.g., the
number of previous adopters may signal better
product quality). Network externality refers to
the observation that the utility of some products
or services may increase as more consumers
adopt the new product (e.g., Internet or mobile
phones).

Consumer behavior researchers in marketing
have focused on developing and evaluating
hypotheses related to the adoption and diffusion
process. For example, how do the innovation
attributes (e.g., complexity) affect the adop-
tion/ diffusion process? What are the differences
between the various adopter categories (e.g.,
innovators vs laggards)? How does the negative
and positive word-of-mouth affect the diffusion
speed? What is the role of opinion leaders in the
diffusion process?

The marketing management literature has
focused on the implications of the above

hypotheses for targeting and developing
marketing strategies aimed at potential adopters.
For example, how should a new product be
positioned for innovators versus laggards? When
might it be possible to skip the innovators and
directly go to the mass market? What is the
relationship between sampling and the diffusion
speed?

Researchers in marketing science have
contributed to the development of diffusion
theory by suggesting analytical models that
describe and forecast the diffusion of an inno-
vation in a social system. Among these models,
the best known is the Bass model (Bass, 1969).
This model assumes that the potential adopters
comprise of two groups. The first group is influ-
enced only by the mass media-communication
and is termed as ‘“‘innovators.” The second
group is influenced only by the word-of-mouth
communication and is termed as “‘imitators.”
Since its publication, a number of applications,
estimation procedures, and extensions have been
reported incorporating the effect of marketing
mix variables, competition to study the diffusion
of the various brands and their influence on each
other’s growth, and diffusion over markets and
countries (spatial diffusion) (Mahajan, Muller
and Wind, 2000). The Bass model yields a
unimodal (single peak) curve for the incremental
adoptions over time and an S-shaped curve for
the cumulative adoptions over time. The recent
studies suggest that the Bass curve should
include three other elements or turning points:
take-off, saddle, and technological substitution.

The Bass model starts with the adoption
of an initial group of adopters, yet does not
provide explanations as to the mechanisms that
led to this adoption. Following take-off, the Bass
model predicts a monotonic increase in sales.
However, in some markets, this increase might
be nonmonotonic, and a sudden decrease in
adoption may occur after an initial rise (referred
to as chasm by Moore) and then increase again
producing a saddle in the early growth of the
innovation. The Bass model also assumes that
diffusion is terminated by the saturation of the
market potential. However, in practice, new
products are substituted with more advanced
products and technological generations.
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integrated marketing communication
strategy

Ricardo Villarreal

IMC BACKGROUND

In the early 1990s, marketing academics and
professionals began to understand the impor-
tance of marketing communications consistency
in achieving marketing goals and objectives.
This understanding was formally organized as
integrated marketing communications (IMC)
(Schultz, 1991; Moore and Thorson, 1996).
Overall, IMC plays an important role in a
marketing strategy, especially in terms of
branding (see BRAND VALUE).

Despite its more than 20-year history, the
concept of IMC is still contentious. One
fundamental issue with the IMC is how to
conceptualize and therefore define it. The
conceptual/definitional problem of IMC stems
from the fact that it is both a concept and a
process (Kliatchko, 2005). A number of concep-
tualizations and definitions have appeared since
the 1980s (Shimp, 2007); for a review of defini-
tions see Kliatchko, 2005. A second fundamental
IMC issue is how to measure its impact.

IMC AND THE ENVIRONMENT WITHIN
WHICH IT DEVELOPED

IMC emerged as a natural evolution in
marketing communications, brought about
by drastic changes in the marketplace (see
MARKET/INDUSTRY STRUCTURE), media
and communications, and consumer character-
istics (Kliatchko, 2005). Thorson and Moore
(1996) and Sirgy and Rahtz (2007) describe
specific changes that helped in the formalization
of IMC. One identified change is the decrease
in message credibility. As a result of message
clutter, the ability for a single message to have
much meaning was rendered almost impossible.
A decrease in the cost of database marketing
(see  DATABASE MINING AND MARKETING)
also helped in ushering the IMC concept.
IMC thinking increased in conjunction with
the declining cost of gathering, storing, and
analyzing consumer data. This allowed firms
to identify segment-related characteristics (see

MARKET SEGMENTATION AND TARGET-
ING) which lead to identifying important
message-related characteristics. A third change
in the marketplace was the increase in the cost
of and decrease in the effectiveness of mass media
communications. The number of people watching
TV, listening to radio, and reading newspapers
began to drop, while the cost to place messages in
these media increased. In addition, other media,
such as cable, online content, and computer
gaming negatively influenced the effectiveness
of traditional media. An increase in mergers and
acquisitions of marketing communications agencies
was another change that helped usher in the
IMC concept. As a result, agencies were able
to put IMC thinking into practice by providing
IMC-related services and tasks. Another
change was the increase in media and audience
Sfragmentation. In the 1980s, the media industry
experienced an explosion of content-specific
channels and programming, such as sports
channels (e.g., ESPN), educational channels
(e.g., Discovery Channel), and gender-specific
channels (e.g., Oxygen). This fragmentation was
associated with an increasing need for multiple
messages across a larger number of media and
vehicles. The availability and increase of parity
and competing products (see POINT OF DIFFER-
ENCE AND PRODUCT DIFFERENTIATION)
also influenced IMC thinking. Clutter at the
product level lead to an increased need for
product differentiation and the importance of
branding (see BRAND STRATEGY). Finally,
there was a shifi in information technology. The
growth and speed at which the technological
environment was changing added to the number
of possible new channels (se¢e MARKETING
CHANNEL STRATEGY) with which to interact
with customers.

IMC FEATURES

On the basis of a review of IMC definitions,
Shimp (2007) identified five key features.
The first feature states that the consumer or
business customer should be the starting point
Jfor all marketing communications activities (see
CUSTOMER ANALYSIS). A customer focus
provides the basis for selecting the most
appropriate messages and media. The second
feature suggests using any and all marketing
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communications tools that are up to the task. This
suggests the importance of learning customers’
lifestyles and media preferences in order to
know the best context in which to reach them.
The third key feature states that multiple
messages must speak with a single voice in order
to consistently and effectively communicate
with customers. The fourth feature is build
relationships rather than engage in flings (see
CUSTOMER RELATIONSHIP MANAGEMENT).
This implies using the tools that encourage
repeat purchasing and enhance brand loyalty
(see BRAND VALUE) whenever possible. The
final feature states do not lose focus of the ultimate
objective: Affect behavior. IMC’s ultimate goal is
to affect consumer behavior above and beyond
intermediate goals such as creating brand
awareness or attitude change.

IMC TooLs

The difficulty in implementing IMC lies in
selecting and managing possible IMC tools.
There are generally eight media categories under
which specific vehicle may be selected. Ulti-
mately, brands have to choose those tools that
are deemed appropriate for reaching targeted
consumers (Shimp, 2007). Media advertising is
any paid form of nonpersonal communication
about an organization, product, service, or
idea by an identified sponsor. Advertising tools
include television, radio, magazines, and news-
papers. Direct response and interactive tools (see
DIRECT AND INTERACTIVE MARKETING)
provide a system by which organizations
communicate directly with target customers to
generate a response and/or a transaction. Direct
response tools include direct mail and telephone
solicitation. Interactive marketing allows for a
two-way flow of information, and tools primarily
consist of online advertising and heavy use
of the Internet. Place advertising generally
refers to advertising seen outside of homes.
Place advertising tools include billboards,
bulletins, posters, transit, and cinema ads. Store
signage and point-of-purchase advertising allows
consumers to identify and locate businesses
and can influence their store-choice decisions
and impulse purchasing. Tools include external
store signs, in-store shelf signs, shopping cart
ads, and in-store radio and television. Trade-

and consumer-oriented promotions provide extra
value or incentive to the sales force, distributors,
or the ultimate consumer. Tools include trade
deals and buying allowances, display and
advertising allowances, trade shows, cooperative
advertising, samples, coupons, premiums,
refunds and rebates, contests/sweepstakes,
promotional games, bonus packs, and price-off
deals. Event marketing and sponsorship allows
brands to support events and causes that
are congruent with the company/brand and
consumer’s values, interests, or positions.
Tools include sporting events, arts, fairs, and
festivals, as well as the sponsorship of particular
causes. Marketing-oriented public relations and
publicity are other communication options.
Marketing-related public relations is a narrower
aspect of general public relations in that it
involves an organization’s interactions with
actual or prospective customers. Publicity is a
nonpersonal communication about an organiza-
tion, product, service, or idea that is not directly
paid for nor run under identified sponsorship.
Personal  selling is direct person-to-person
communication whereby a seller attempts to
assist and/or persuade prospective buyers to
purchase a company’s product or service or act
on an idea.

IMC ORIENTATIONS

IMC can be categorized by either a tactical or
a strategic orientation. Some believe the tactical
orientation is the simplest and least effective,
as it focuses primarily on executional factors
such as message cohesiveness and continuity.
On the other hand, the strategic orientation may
be considered the next step in the evolution of
understanding IMC. Its focus transcends the
executional by integrating the larger corporate
marketing strategy position.

Tactical. According to Parente (1996),
campaign continuity means all messages commu-
nicated in different media through different
marketing communications tools are interre-
lated. It involves making both the physical and
psychological elements of a marketing communi-
cations campaign continuous. Physical continuity
is the consistent use of creative elements in
all marketing communications. This can be
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achieved by using the same tagline, slogan,
and trade characters across all advertisements
and other forms of marketing communications.
Stern (1996) states psychological continuity is
a consistent attitude toward the firm and its
brand(s). It is the consumers’ perception of the
company’s ‘“voice” and its ‘“persona.” Psycho-
logical continuity can be achieved by using a
consistent theme, image, or tone in different ads
and other forms of marketing communications.

Moore and Thorson (1996) identified four
general IMC approaches that arguably are
tactical in nature. The “one-look” approach is
based on the strategy of creating a uniform
look and feel for all executed messages from
colors, fonts, visuals, and logos, in all forms
of marketing communication tools. The
theme-lines or “matchbook” approach attempts to
coordinate all supporting forms of marketing
communications around an advertising theme.
The supply-side planning approach stems from
a marketing communications firm’s ability
to package for the client a combination of
marketing communications media, such as
radio, TV, and print for a packaged price. The
ad hoc approach may be found within integrated
agencies or across agencies held by a common
parent company.

Strategic Orientation. — Strategic orientation is a
systematic approach that guides firms to fully
integrate strategies and objectives at the corpo-
rate and marketing organizational levels with
all elements of the marketing communications
campaign at the planning, execution, and moni-
toring stages (Sirgy and Rahtz, 2007). That is,
every element in the campaign is designed to
achieve specific strategic goals and media are
selected with strategic goals in mind. The entire
marketing and communications system of the
firm is integrated toward delivering a unified
strategic impact. Strategic marketing commu-
nications includes the implicit messages within
execution of the four Ps, not just the communi-
cations aspect.

IMC BENEFITS

According to Kliatchko (2005), IMC benefits
include “the reduction of media waste, improved
coordination, centralization, and greater consis-
tency of marketing communications programs,

providing a positive effect on client budgets
(see. COMMUNICATIONS BUDGETING), and
increased message impact and creativity ...” (p.
12). IMC may reduce media waste by promoting
only the selection of target-appropriate media.
IMC may have helped lead to the restructuring
of marketing communications within compa-
nies/agencies, as the conceptualization of IMC
may have translated into a physical reorgani-
zation withincompanies/agencies. Presumably,
reducing media waste and centralizing people
and functions could have a positive budgetary
savings effect.

IMC CHALLENGES

Measurement.  One of the most important IMC
challenges is the inability to truly measure its
effectiveness. It has been acknowledged that
IMC effectiveness cannot be measured now
(Schultz and Kitchen, 2000). IMC is difficult to
measure because measurement attempts to focus
on output as opposed to outcomes. In addition,
“measurement problems are compounded by the
fact that IMC programs consist of a variety of
communication tools and measuring the interac-
tive effects of all of these elements has proven to
be extremely difficult.”

Bilingual consumers. IMC is based on two
assumptions. The first assumption is that the
target consumer speaks only one language. The
second is that if a given target consumer speaks
more than one language then the consumer
will not be exposed to messages for the same
company/product in both languages. Research
by Villarreal and Peterson (2008) and Villarreal,
Blozis and Jeong (2008), however, suggest
that these assumptions are not tenable for
US Hispanics (see MARKET SEGMENTATION
AND TARGETING), as adults and adolescents
consume media in both Spanish and English.
Villarreal and Peterson suggest that IMC
thinking should be reconsidered to account for
this phenomenon.

New technology and lack of control.  New tech-
nology poses an issue for IMC in that this field
is constantly and almost consistently changing.
It may be problematic for manufactures to keep
up with changes in new technology and inte-
grate them (if they are relevant). In addition,
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new media may become even harder to control
in terms of message construction, positioning,
and dissemination. For example, YouTube is
fertile ground for spoof ads or videos criticizing
a particular company. Such grass-root messages
have the potential to spread widely and quickly
on the Internet.

CONCLUSION

IMC is practiced and conceptualized differently
by academics and practitioners alike. However,
it is a concept with great appeal and theoretical
and practical implications. IMC will most likely
continue to evolve in conjunction with our
understanding of and changes in our social,
technological, and political environments. As
Schultz and Kitchen (2000) noted “... IMC
is still in a ‘pre-paradigm state of development’
and that its value will become more evident
as further research and experience is obtained
through the years.”
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internal marketing

Ashutosh Prasad

The term internal marketing (IM) appears to
originate from Berry, Hensel, and Burke (1976).
IM is recognized as an important component
of a holistic marketing approach. It consists
of marketing activities directed toward the
employees of the firm as contrasted with the
traditional, ‘external’ marketing.

If we conceptualize employees as customers,
then IM can be seen as the shaping of their
job products to satisfy their needs (Berry,
1981). Although the firm has quite a different
relationship with its employees than with its
customers, it is possible to find parallels to such
external marketing activities as pricing (e.g.,
transfer pricing, compensation, bonuses), adver-
tising (e.g., internal communications, training
media), selling (e.g., face-to-face presentations),
segmentation (e.g., team design, functional
grouping), acquisition, and retention. This
equivalence is appealing because it suggests that
there is the potential to apply existing marketing
techniques to the IM setting. However,
extending the scope of marketing in this manner
creates an overlap between the marketing and
the personnel functions. To avoid interfunc-
tional conflict, successful implementation of IM
programs within the organization requires the
support of upper-level management.

The proposal to treat employees as cust-
omers emerged from a services marketing
(se¢e SERVICES MARKETING STRATEGY)
paradigm, with the implied or stated reasoning
that satisfied employees would lead to satisfied
customers. As George (1990, p. 63) notes, IM
... focuses on achieving effective internal
exchanges between the organization and its
employee groups as a prerequisite for successful
exchanges with external markets.”

Employee satisfaction is not an end in and
of itself. Thus, a further conceptualization of
IM might emphasize that the goal of IM is to
increase customer satisfaction (see CUSTOMER
SATISFACTION/DISSATISFACTION) by affect-
ing employee satisfaction and other antecedent
variables. This follows work, for example, by
Gronroos (1985) that IM serves to ... moti-
vate [employees] to customer-consciousness,

market orientation and sales-mindedness by
a marketing-like internal approach ...” (see
MARKET ORIENTATION). Consistent with this,
a textbook states that IM is simply “. .. training
and motivating employees to serve customers
well” (Kotler and Keller, 2009, p. 356), adding
that, ... marketing functions must be coordi-
nated from the customer’s point of view . . . [and]
other departments must embrace marketing;
they must also ‘think customer.” Marketing
is not so much a department as a company
orientation” (Kotler and Keller, 2009, p. 24).

Several researchers have noted that IM can
be a vehicle for implementing organizational
change (Piercy, 1995; Rafiq and Ahmed, 2000).
Rafiq and Ahmed (2000) note that in this role,
IM is a planned effort using a marketing-like
approach to overcome organizational resistance
to change. Thus, a broad scope would be to
treat IM as an organizational philosophy through
which the firm becomes customer oriented.
At the same time, it must be cautioned that
while IM; through its employee focus, opens
the door to using marketing theories to analyze
a range of organizational issues, the fuzziness
of its domain likely hampers its widespread
adoption.

A large literature exists on IM theory and its
use in corporations (Ahmed and Rafiq, 2002;
Varey and Lewis, 2000). Prasad and Steffes
(2002) discuss a scheme by Continental Airlines
that sought to empower and reward employees
for exceeding the industry average for on-time
flight performance — a simple goal that would
increase customer satisfaction and profits. The
scheme was promoted by top management, and
their active involvement and the obvious expense
on IM may have convinced employees, who were
initially distrustful of management, to “buy
into” the scheme and through their collective
involvement make it successful. In the absence
of IM, failure could have become a self-fulfilling
prophesy. Mitchell (2002) provides an example
of what can happen when internal marketing
is not used: “The failure of the merger of
Deutsche Bank and Dresdner Bank in 2000 can
be attributed in part to the failure of manage-
ment to persuade Deutsche investment bankers
of the vision for how the newly formed company
would compete. Many key employees left and
the threat of a mass walkout forced Deutsche to
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abandon the deal after considerable damage to
the share price of both companies.”

Bibliography

Ahmed, P.K. and Rafiq, M. (2002) Internal Marketing:
Tools and Concepts for Customer-Focused Management. ,
Butterworth-Heinemann, Oxford.

Berry, L.L., Hensel, J.S., and Burke, M.C. (1976)
Improving retail capability for effective consumerism
response. Journal of Retailing, 52, 3-14.

Berry, L.L. (1981) The employee as customer. Journal of

Retail Banking, 3, 33-40.

George, W.R. (1990) Internal marketing and organiza-
tional behavior: a partnership in developing customer
conscious employees at every level. Journal of Business
Research, 20, 63-70.

Gronroos, C. (1985) Internal Marketing — Theory and
Practice. AMA Services Conference Proceedings, pp.
41-47.

Kotler, P. and Keller, K.I.. (2009) Marketing Manage-
ment, 13E, Pearson Prentice Hall, Upper Saddle
River.

Mitchell, C. (2002) Selling the brand inside. Harvard
Business Review, 80 (1), 99-104.

Piercy, N.F.(1995) Customer satisfaction and the internal
market. Journal of Marketing Practice, 1 (1), 22-44.

Prasad, A. and Steffes, E. (2002) Internal marketing
at continental airlines: convincing employees that
management knows best. Marketing Letters, 13 (2),
75-91.

Rafig, M. and Ahmed, P.K. (2000) Advances in the
internal marketing concept: definition, synthesis and
extension. Journal of Services Marketing, 16,449-462.

Varey, R.J. and Lewis, B.R. (2000) Internal Marketing:
Directions for Management, Routledge, New York.



www.myindustry.ir

later mover (nonpioneer) advantage

Peter N. Golder

Later mover (or nonpioneer) advantage results
from the challenges faced by first movers and
the associated opportunities created for later
movers. First movers face five key disadvan-
tages relative to later entrants. In general, the
primary challenges in converting a first-mover
opportunity into long-term leadership are the
high initial degree of market and technological
uncertainty plus the dynamic competitiveness
of all markets over time (se¢e GO-TO-MARKET
STRATEGY).

o Free-rider effects: First movers incur high
costs to develop new products and the
markets for those products. As a result,
later entrants can sometimes acquire new
technology and other inputs at a lower
cost than the first mover. Diffusion of
information across firms is one mechanism
driving this process (sc¢e INNOVATION
DIFFUSION). Similarly, later entrants may
be able to hire more productive labor
because workers already have experience
with the new product.

o Technological discontinuities: New technolo-
gies create opportunities for later entrants
to leapfrog first movers and possibly even
make first movers’ products obsolete. New
technologies can lower costs and generate
superior product attributes (see RADICAL
INNOVATION). Adopting these newer tech-
nologies will be easier for later entrants when
first movers have already invested heavily in
the previous technology.

o First mover misses consumers’ ideal point: In
a new market, it is difficult to determine
consumer preferences for the ideal combina-
tion of product attributes. If the first mover
positions itself in a less desirable location, it
may be too slow to reposition to the ideal
point or the cost of repositioning may be too
high. Meanwhile, a later entrant can learn
from the first mover’s mistake and position
its product at the consumers’ ideal point (see
CUSTOMER SATISFACTION).

o Shifting consumer tastes: Successful first
movers are able to identify and satisfy the

needs of at least one market segment (see
MARKET SEGMENTATION AND TARGET-
ING). Their products become associated
with their successful positioning. Yet,
when consumer tastes shift, a first mover’s
past success becomes detrimental (see
CONSUMER INNOVATIVENESS). A later
entrant is better able to position its product
at the new ideal point of consumers.

o [ncumbent inertia: First movers may be
unwilling to invest in maintaining their
initial leadership. In some cases, this
reluctance will occur for organizational
reasons such as overcommitment to past
means of success and unwillingness to
cannibalize the current product line (see
ORGANIZING FOR INNOVATION; RESE-
ARCH & DEVELOPMENT). In other cases,
first movers may have better opportunities
in other markets and purposely implement a
strategy of harvesting their market share.

Rewards for first movers are much lower
than reported in studies initially supporting
a first-mover advantage (see FIRST-MOVER
(PIONEER) ADVANTAGE for more details). A
comprehensive study of both surviving and
failed first movers (identified through archival
records rather than retrospective recollections)
finds a survival rate for first movers of 36%,
an average market share of 6% (se¢ MARKET
SHARE), and a market leadership rate of 9%.
Nearly all first movers and those investing in
such ventures expect much higher returns.
The same study also finds that many so-called
first movers are actually later entrants. Notable
examples include Pampers, Gillette, Coca-Cola,
and Amazon.com.

In order to overcome these disadvantages,
first movers must seek to capitalize on all of
the potential first-mover advantages. Often
this effort requires firms to experiment with
a variety of market and technology strategies
until the optimal business model is identified
and successfully implemented. Overall, both
first movers and later entrants should not expect
that entry timing alone will be a major factor
in either firm’s long-term success. Instead, all
firms should focus on persistently developing
their new products and new markets, and then
relentlessly innovating and pursuing associated
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2 later mover (nonpioneer) advantage
market opportunities to capitalize on their past
successes.
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market definition

Glenn Voss

A product market is an exchange system
defined by sellers, offerings, and customers. (see
MARKET SEGMENTATION AND TARGETING;
COMPETITOR ANALYSIS; SUPPLY CHAIN
MANAGEMENT STRATEGY) In its simplest
form, a product market is a single seller
providing a single offering to a single customer.
The complexity of the system increases dramati-
cally as the number and diversity of competitors
increase, as the number and diversity of
offerings increase, and as the number and
diversity of customers increase. At its most
complex, a product market is synonymous with
industry, with multiple competitors offering
diverse portfolios of offerings that satisfy the
diverse needs of a multi-segment market. This
suggests that industry-level analytic frameworks
such as Porter’s 5 Forces (Porter, M.E. 1980)
and product or industry life cycle (see STAGES
OF THE PRODUCT LIFE CYCLE) can generate
product market insights.

Meaningful product market analysis requires
careful delineation of the target market (see
MARKET SEGMENTATION AND TARGETING)
and competitive offerings (se¢e COMPETITOR
ANALYSIS). Target market definition identifies
the package of benefits customers are willing to
purchase and includes an assessment of relative
preferences for variations in benefit dimensions.
Relevant competitive offerings include all tech-
nologies or solutions used to deliver the package
of benefits customers seek. Direct competi-
tors that use similar technologies to deliver
comparable offerings constitute a single product
market; indirect competitors that use different
technologies to deliver substitute offerings may
be considered as a distinct product market. This
process may yield multiple segments within the
product market or segments seeking sufficiently
divergent benefits that warrant creation of sepa-
rate product markets.

It is often useful to define the product market
differently for different levels of strategic
decision-making. Consider, for example, the
worldwide market for cleaning products and one
of the largest competitors, Procter & Gamble.
At the level of corporate strategy, defining the

product market as all cleaning products for
all markets can generate synergies, especially
from a supply and production perspective.
This macrolevel product market definition also
facilitates identifying global demand trends as
well as all potential competitors and substitute
technologies.

However, to make more effective business
and marketing decisions, P&G splits the
product market in several ways and organizes
and manages its offerings accordingly. First,
there is a distinction between business markets
and consumer markets. Some of the offerings
for the two markets are the same (e.g., Tide
and Cheer) and some are unique (e.g., P&G
Pro Line Floor Finish Stripper). The purchase
and use behavior of the business and consumer
markets is sufficiently different to warrant
distinct business and consumer divisions
responsible for packaging, promotion, sales,
pricing (see PRICING STRATEGY), channel, (see
SUPPLY CHAIN MANAGEMENT STRATEGY)
and CUSTOMER RELATIONSHIP MANAGE-
MENT efforts. Within each division, there
are additional product market subdivisions.
For example, consumer product markets are
defined for cleaning dishes and cleaning clothes,
among others. The dishwashing product
market can be subdivided again into automatic
dishwashing needs and offerings, and hand
dishwashing needs and offerings. Again, market
needs are sufficiently different to warrant
distinct consideration of positioning (see
POSITIONING ANALYSIS AND STRATEGIES),
packaging, promotion, and pricing (see PRICING
STRATEGY) efforts.

Geographic markets and types of channels (see
SUPPLY CHAIN MANAGEMENT STRATEGY)
used to reach end customers also can be useful
in defining product markets. For example,
soft drink companies like Coca-Cola and Pepsi
frequently develop different offerings that
satisfy the beverage preferences of different
global markets. Coca-Cola and Pepsi create
different packaging and delivery offerings for
the quick-service restaurant channel (fountain
drinks), the supermarket channel (larger pack-
ages), and the convenience store and vending
channel (single-serving offerings). In each case,
customer needs (se¢e CUSTOMER ANALYSIS)
and competitive offerings (see COMPETITOR
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ANALYSIS) may be sufficiently varied to warrant ~ Bibliography
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market orientation

Stanley F. Slater, Jakki J. Mohr, and
Sanjit Sengupta

In this article on market orientation we highlight
the role of market-based information — about
customers, competitors, and other important
stakeholders and trends - in strategic deci-
sion making. Simply put, information about
the market becomes the beacon to guide the
company through the messy, oftentimes polit-
ical, process of strategy making. With a shared
understanding of the value and use of market
intelligence, a company can create a powerful
knowledge-based competency that allows it to
gain advantage in the marketplace.

WHAT DOES IT MEAN TO BE MARKET
ORIENTED?

Businesses that value close customer rela-
tionships and rely on market information to
guide strategic decision making are commonly
described as market oriented. Market-
oriented businesses generate intelligence about
customers’ current and future needs, and about
competitors’ capabilities and strategies; share
that intelligence throughout the organization;
and take coordinated action to create superior
customer value (e.g., Kohli and Jaworski, 1990;
Narver and Slater, 1990).

The effect of market orientation on company perfor-
mance. A significant body of research has
demonstrated a positive relationship between
the degree of a firm’s market orientation and
its performance (see Kirca, Jayachandran, and
Bearden, 2005 for an extensive review and
synthesis). As shown in Figure 1, by utilizing
market intelligence to continuously improve
both product quality and service quality, and
develop innovative products that meet evolving
customer needs, a market orientation delivers
superior sales growth and profitability.

Some research has found that the positive
relationship between market orientation and
firm performance holds true regardless of the
environmental conditions in which a firm
competes (such as high or low levels of market
turbulence, technological turbulence, compet-
itive intensity, and market growth rates)

(Slater and Narver, 1994); however, other
studies report that the market orientation/firm
performance relationship is stronger in highly
dynamic markets (Homburg and Pflesser, 2000).
Firms must excel not only at generating new
innovations that deliver value to customers
but also at commercializing these innovations
(see LAUNCH STRATEGIES). A strong market
orientation without commensurate development
of a strong innovation/technological capability
(see CORE COMPETENCIES) can have a negative
effect on new product and market performance
(Baker and Sinkula, 2005).

Activities of the market-oriented business.

Intelligence generation. First, market-orie-
nted firms generate a wide array of intelligence
about influential market forces. Market intelli-
gence includes useful information about trends
and participants in the market including

e current and future customer needs (see
CUSTOMER ANALYSIS);

e competitors’ capabilities and strategies (see
COMPETITOR ANALYSIS); and

e other important influencers, such as
suppliers, as well as important market trends
such as socioeconomic and technological
change.

Customer intelligence may be generated
through traditional market research techniques
such as focus groups, customer surveys,
customer advisory boards, and feedback from
the salesforce (see FOCUS GROUPS AND DEPTH
INTERVIEWS). However, the intelligence
generated through these processes provides
insight only into needs that customers can easily
articulate. Responding to customers’ expressed
needs is usually inadequate to create superior,
sustainable customer value since customers
for many products may find it very difficult
to clearly articulate their needs; they may be
unaware of the capabilities that new technologies
offer or lack insight into how technology can
address their needs. And, even if customers
are able to articulate their needs, what they
articulate to one seller can and will be articulated
to competitive sellers as well.

Firms that primarily act on current intelli-
gence are said to practice a responsive market
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Figure 1 Market Orientation, Positional Advantage, and Performance.

orientation. Although current intelligence provi-
des important information, some argue that
listening to current customers too carefully can
inhibit innovation, constraining it to ideas that
customers can envision and articulate — which
may lead to safe, but bland, offerings. Firms
with a responsive market orientation may have
a tendency to focus very specifically on solving
existing customers’ needs with a current tech-
nology. Firms that focus too narrowly on their
established customers may be constrained in
the strategies and technologies they choose to
pursue. Such a myopic focus obscures the possi-
bility that customer needs may change over time
and may be solved in radically different ways,
allowing new, disruptive innovations to creep up
like a stealth attack.

For example, a firm’s largest and most
profitable customers may be the last to embrace
a radical innovation and the company may
believe that the people who embrace a new
technology first, say a simple or inexpensive
new technology, may be an unattractive market
segment — and as a result, the company pays it
little attention. Take the 5.25-inch disk drive,
a technology introduced in the early 1980s that
was embraced by the emerging desktop personal
computer marketplace — yet was inconsistent
with mainframe and minicomputer customer
demands (Christensen and Bower, 1995). Estab-
lished disk drive firms did not fail because they
were unable to develop innovative technologies.
Rather, because established customers were
uninterested in new technologies that didn not
address their immediate needs, industry leaders
did not allocate resources to developing the
new technologies. This decision allowed new
entrants to gain leadership in the new market.

Businesses that gather anticipatory intel-
ligence have a proactive market orientation.
Anticipatory customer intelligence is concerned
with customers’ latent and future needs that

enable the firm to proactively pursue market
opportunities that are not evident to competi-
tors. Latent needs are real needs that are not yet
in the customers’ awareness. If these needs are
not satisfied by a provider, there is no customer
demand or response. Customers are not neces-
sarily dissatisfied, because the need is unknown
to them. However, if a company under-
stands such a need and fulfills it, the customer
is “wowed,” and rapidly delighted. Offering
products and services that address these latent
needs in a compelling fashion delights and
excites customers and inspires loyalty. A struc-
tured customer visit program, ethnographic/
observational research, and working with lead
users, customers whose needs are more advanced
relative to the rest of the market, may provide
insight into customers’ latent and future needs
(56’6 OBSERVATION METHODS; ETHNOGRAPIC
RESEARCH; PERSONAL OBSERVATION; LEAD
USERS). While a responsive market orientation
may generate incremental innovations, a proac-
tive market orientation is more likely to lead
to RADICAL INNOVATION; (Atuahene-Gima,
Slater, and Olson, 2005). Therefore, firms must
be ambidextrous, combining both responsive
and proactive market orientations.

An extreme type of proactive market orien-
tation is known as market driving in which a
firm actively seeks to (i) redefine the structure
of the market (se¢e MARKET/INDUSTRY
STRUCTURE) and/or (ii) introduce an innova-
tive value proposition (see A FRAMEWORK FOR
CREATING VALUE PROPOSITIONS; VALUE
PROPOSITION) that enables the firm to reduce,
or even avoid, competition (Jaworski, Kohli,
and Sahay, 2000). Market-driving activities
may be focused on many different stakeholders
including customers and competitors, as well as
vendors, potential partners and allies, and regu-
lators. A market-driving strategy can be quite
risky since managers are attempting to change
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the structure of a market and/or the behavior
of players in the market by introducing a
discontinuous leap in the customer value system
supported by a unique business system. For
example, Apple anticipated the emergence of the
PDA (personal digital assistant) market when it
introduced the Newton in 1993. The Newton
Message Pad featured a variety of personal-
organization applications, such as an address
book, a calendar, notes, along with commu-
nications capabilities such as faxing and
email. It featured a pen-based interface which
used a word-based, trainable handwriting
recognition engine. Unfortunately, this engine
was notoriously difficult to use which, along
with competition from the PalmPilot, led to its
cancellation in 1998.

Competitive intelligence can be gleaned
through a wide variety of online and off-line
resources. The Society of Competitive Intelli-
gence Professionals (http://www.scip.org) and
the Competitive Intelligence Resource Index
(www.bidigital.com/ci/) are two useful starting
places. Competitive intelligence can include
information on competitors’ customer lists,
product and pricing information, new-product
plans and R&D efforts, job postings that provide
insights into new business arenas, information
about partnerships, alliances, distributors, and
managers, to name a few.

While both customer- and competitor-
oriented intelligence generating activities are
important, a customer orientation, particularly
a proactive orientation, is more strongly
associated with a firm’s ability to develop new
knowledge and skills (se¢ MARKET-BASED
ASSETS), which, in turn, is more likely to
produce breakthrough product and process
innovations (see INNOVATION TYPOLOGIES).
Conversely, competitor-oriented businesses are
more likely to invest resources into improving
existing products, and hence are more likely to
produce incremental innovations.

Regardless of the specific tools used to
gather market-based information, it is imper-
ative that the firm allocates resources to the
information-gathering process. However, this
is much easier said than done. Many firms do
not give adequate resources to initiatives that
seemingly are not directly tied to underlying
product development, commercialization, and

market orientation 3

relationship building. Indeed, one $2 billion US-
based high-tech company with which we are
familiar was unwilling to invest any meaningful
funds to purchase secondary market data,
analyst reports, or to undertake its own primary
market research. Yet this company wanted
to make a “‘cultural transformation” to being
market driven. Clearly, a company that says it
wants to become more customer focused must
put its money where its mouth is.

Intelligence dissemination. As important
as intelligence generation is, the information
generated will be of limited value until itis shared
across the organization and potentially combined
with other information. A firm’s knowledge-
based competitive advantage — one that increas-
ingly resides in its know-how - is only as strong
as its ability to share and use knowledge within
and across the organization’s boundaries (see
CROSS-FUNCTIONAL TEAM). Indeed, some say
that effective knowledge management requires
a boundaryless organization, which takes good
ideas from disparate functions and from outside
organizations and uses them in many areas.
Indeed, as stated by Lew Platt, former CEO
of Hewlett-Packard, “If only we knew what we
know” (cited in Brown and Duguid, 2000). These
words reflect a tough truth about most organiza-
tions: the knowledge and the know-how of their
workforce is too often underused - isolated in
departments and functional units.

Market-oriented firms actively encourage
sharing of information across people, depart-
ments, and divisions. Information may be shared
formally in meetings, conferences, newsletters,
and databases, or informally through hall
talk” and informal mentoring. People in the
organization must be able to ask questions and
augment or modify the information to provide
new insights to the sender.

However, freely sharing and using informa-
tion is easier said than done. An organization
is a coalition of individuals or groups, each of
which has its own goals that may conflict with
organizational goals. One way that individuals or
departments promote their own self-interests is
by creating and protecting their ‘“proprietary”
knowledge base. They believe that hoarding
or withholding information protects their turf
and generates power and status. However, this
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dysfunctional belief does not allow the organi-
zation to fully leverage its knowledge. Effective
dissemination increases the value of information,
allowing each piece of information to be seen in
its broader context by all organizational players
who might be affected by it, use it, or possess
complementary information about it.

Thus, the challenge is to create an organiza-
tional environment in which group success does
not come at the expense of individual success.
One way to ensure this is to cultivate a team
orientation as the foundation for effective infor-
mation sharing, a topic that we address later in
this article.

Intelligence integration. Third, market-
oriented companies must integrate intelligence
to create knowledge assets, and they must
achieve a shared belief system: a shared inter-
pretation of the information and its implications
for the business. Shared interpretation goes
far beyond simply sharing the information.
Consider this variation on an old joke:

Marketing: The glass is half full.
R&D: The glass is half empty.

Operations: The glass is twice as large as
it needs to be.

Each of these perspectives carries substan-
tially different views of what a particular piece
of information means, and, by extension, impli-
cations for what the firm should do. Integrating
intelligence in order to achieve a shared under-
standing is vital.

Indeed, firms in dynamic and complex
markets must strive for consensus internally
in order to successfully develop and execute
strategy. However, prior to achieving consensus,
companies in volatile industries may benefit
from a relatively high level of disagreement
among managers in interpreting the information
they have gathered. Such disagreement allows
a closer inspection of the validity of different
assumptions and alternatives, as well as an
assessment of the relative importance of the
company’s objectives and competitive methods.
In his 1999 book, Only the Paranoid Survive,
Intel’s chairman Andy Grove described his
view of spirited debate to his middle managers:
“Your criterion for involvement should be that

you are heard and understood .... All sides
cannot prevail in the debate, but all opinions
have value in shaping the right answers.” A
company must reach a shared interpretation of
the information it has gathered, but it should
not do so prematurely. It should actively
facilitate debate, discussion, disagreement, and
dialogue in order to fully tap the value of its
knowledge.

Coordinated action for implementing
decisions. Finally, the market-oriented
firm implements decisions through coordi-
nated action. Commitment to execution is
necessary for successful implementation of
a market orientation. An organization can
generate and disseminate intelligence; however,
unless it acts on that intelligence, nothing
will be accomplished. Mark Hurd, CEO of
Hewlett-Packard, quoting Einstein, observed
(Murray, 2007),Vision without execution is
hallucination.” Acting on market intelligence
involves making decisions including the
selection of target markets; the development
of products/services that address customers’
current and anticipated needs; and production,
distribution, and promotion of the products
to engender both customer satisfaction and
customer loyalty (Kohli and Jaworski, 1990).
Moreover, the idea of coordinated action
means that all functions in a market-oriented
company - not just marketing — participate
in responding to market needs. To drive
new products from concept to launch more
rapidly and with fewer mistakes, ‘“‘all functional
interfaces (contacts) must jointly share in
discussions and information exchange” (Gupta,
Raj, and Wilemon, 1986). Coordinated action
requires a greater emphasis on multifunctional
activities — activities that are the joint respon-
sibility of multiple functions in the business.
When decisions are made interfunctionally and
interdivisionally, a more accurate representation
of the information and a closer connection
to the market issues will occur. Moreover,
interfunctional decision making implies that the
people who will be involved in implementing
the decisions are the ones actually involved
in making the decisions - the idea being that
involvement in making the decision makes
one more committed to implementing that
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decision. Indeed, two firms may have the same
information, but what allows one firm to leverage
that knowledge more successfully than another
is not the knowledge itself, but rather, how that
knowledge is coordinated and integrated among
different functions and departments.

However, interfunctional rivalry can impede
internal knowledge transfer. Functions must
compete for scarce organizational resources and
are thus often reluctant to share information.
This sets up a situation sometimes referred
to as coopetition, or the simultaneous need
for cooperation and competition by various
departments within a company. It is true that
functional areas compete with one another
for resources, but they also cooperate to work
toward the firm’s common interests. A study of
these complicated intraorganizational dynamics
found that fostering cooperation but squelching
internal competition can actually limit a firm’s
performance potential (Luo, Slotegraaf, and
Pan, 2006). Constructive conflict can promote
learning and knowledge sharing, and improve
performance. Importantly, market learning is the
mechanism by which the simultaneous effects of
interdepartmental cooperation and competition
are transferred to higher performance. Hence,
problems in a firm’s market orientation may be
due not only to low cross-functional cooperation
but also to an inability to assimilate and deploy
market knowledge.

In sum, a firm’s level of market orientation
is determined by its ability to generate and
disseminate market intelligence, to come to
shared understanding of what that information
means, and to make and execute decisions
based on the information with cross-functional
representation, including multiple departments
that are affected by the decisions. How does a
company know how market oriented it is? The
following section provides guidelines to assess
the degree of market orientation of a firm.

Assessing a firm’s degree of market
orientation. Table 1 contains a set of state-
ments that describe market-oriented business

practices. A manager should rate his/her
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business on each item using the following scale:

Strongly Disagree Disagree
Disagree Moderately Slightly
(-3) (-2) (-1
Agree Agree Strongly
Slightly Moderately Agree
©) 2) ()

Then sum the scores for the four items in
each of the categories. Negative scores indicate
much room for improvement, low positive scores
indicate the need for selective or incremental
improvement, while high scores indicate a strong
capability. High scores are relatively rare.

Becoming market oriented: facilitating condi-
tions.  'The logic for and evidence of the value
of a market orientation are clear and compelling.
Why, then, are more firms not able to become
market oriented? Achieving a market orientation
requires a cultural change in the organization.
It requires shared values and beliefs about the
need to gather, share, and compile market-based
information; it requires a common desire to
actively discuss the meaning of that information,
and to ensure that the company’s decisions are
soundly grounded in the relevant information.
It also requires a resource commitment to the
processes involved in a market orientation:
data collection expenditures and staffing, time
to share and discuss the meaning of the
information, and so forth.

The factis, many firms do notachieve amarket
orientation because they do not have the proper
facilitating conditions in place. These conditions
include, ata minimum (i) prioritization of a firm’s
information gathering focus to match its strategy,
(ii) top management advocacy, (iii) a flexible,
decentralized structure, (iv), a team orientation,
and (v) a market-based reward system.

Prioritizing information gathering
needs. Resource constraints coupled with
highly complex markets make it impossible to
comprehensively scan complex environments.
To make sense of complex environments,
managers must focus their scanning efforts
on the market forces that are most salient to
their strategies (se¢e MARKETING STRATEGY).
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Table 1 Market-oriented business practices.

Responsive Customer Intelligence Generation:
e We continuously work to better understand our customers’ needs.
e We pay close attention to after-sales service.
e We measure customer satisfaction systematically and frequently.
e We want customers to think of us as allies.
Responsive Competitor Intelligence Generation:
e Employees throughout the organization share information concerning competitors’ activities.
e Top management regularly discusses competitor’s strengths and weaknesses.
e We track the performance of key competitors.
e We evaluate the strengths and weaknesses of key competitors.
Proactive Customer Intelligence Generation:
e We continuously try to discover additional needs of our customers of which they are unaware.
e We incorporate solutions to unarticulated customer needs in our new products and services.
e We brainstorm about how customers’ needs will evolve.
e We work with lead users, customers who face needs that eventually will be in the market — but
face them months or years before the majority of the market.
Proactive Competitor Intelligence Generation:
e We try to anticipate the future moves of our competitors.
e We monitor firms competing in related product/markets.
e We monitor firms using related technologies.
e We monitor firms already targeting our prime market segment but with unrelated products.
Intelligence Dissemination:
e We have interdepartmental meetings to discuss market trends and developments.
e Marketing personnel spend time discussing customers’ needs with other functional departments.
e We share information about major market developments.
e Data on customer satisfaction are shared at all levels in the organization.
e When one function acquires important information about customers or competitors, it shares
that information with other functions.
Intelligence Integration:
e We have cross-functional meetings for the purpose of intelligence integration.
e We reach organizational consensus regarding the holistic meaning of related pieces of
information before taking action.
e We utilize cross-functional teams or task forces for important initiatives to ensure that all points
of view are considered before decisions are made.
e Collaboration is valued in this business.
Coordinated Action:
e We are quick to take advantage of market opportunities.
e The activities of different functions in this business are well coordinated.
e We make sure that all critical functions understand our objectives and strategy before we take
action.
e There is a high level of cooperation and coordination among functional units in setting the goals
and priorities for the organization to ensure effective response to market conditions.

Without the ability to simplify, structure,
and focus their intelligence generation efforts,
managers would suffer from “paralysis by
analysis.” One approach to prioritizing their
market-scanning efforts is to identify the critical

issues faced by each of four different strategy
types. Depending upon whether a company’s
strategy is a Prospector (product leader), Anal-
yzer (fast follower), Low-Cost Defender
(operationally excellent) or a Differentiated
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Defender (customer intimate), it will collect
and use market-based information differently
(Olson, Slater, and Hult, 2005).

Prospectors continuously seek to locate and
exploit new product and market opportunities.
Owing to the importance of product-market
innovation, the most successful Prospectors
emphasize proactive intelligence
generation and generation of intelligence about
the development of innovations. Such intelli-
gence can lead either to product performance
improvements for current customers or to new
products that penetrate new markets.

Defenders attempt to seal off a portion of the
total market to create a stable set of products and
customers. Differentiated Defenders accomplish
this by providing superior service and/or
product quality. Low-Cost Defenders focus on
producing goods or services as efficiently as
possible so that they can provide their products
or services at the best prices. Because the value
proposition for the Low-Cost Defender entails
producing their products/services as efficiently
as possible and offering them at a relatively low
price, the most successful Low-Cost Defenders
focus their intelligence generation efforts on
process rather than on product innovation
and on competitors — competitor intelligence
provides a benchmark against which prices,
costs, and performance can be compared. Differ-
entiated Defenders focus on retaining customers
through attention to superior service, product
quality, or image. Consequently, the most
successful Differentiated Defenders emphasize
the generation of customer intelligence and the
establishment of strong customer relationships.

Analyzers occupy an intermediate position
by cautiously following Prospectors into new
product-market
ously protecting a stable set of products and
customers. In order to identify opportunities for
potential product improvements or for entering
new market segments, Analyzers must closely
monitor customer reactions to Prospectors’
offerings as well as competitors’ activities,
successes, and failures. In other words, while
developing customer intelligence is essential for
Analyzers, monitoring competitors’ actions may
be as important to their success.

customer

domains while simultane-

market orientation 7

Top management commitment. If a
firm’s top managers are not unequivocally and
visibly committed to its customers and the collec-
tion of market-based information, then the firm
will not bring its resources to bear on developing
solutions to meet its customers’ needs (Jaworski
and Kohli, 1993). As Michael Dell; CEO of Dell
Computers, once said (Mears, 2003):

“We have a relentless focus on our customers.
There are no superfluous activities here. Once
we learn directly from our customers what they
need, we work closely with partners and vendors
to build and ship relevant technologies at a low
cost. Our employees feel a sense of ownership
when they work directly with customers.”

Decentralized organizational structure.

Market-oriented behavior thrives in an organi-
zation that is decentralized with fluid job respon-
sibilities and extensive lateral communication
processes (Jaworski and Kohli, 1993). Members
of these organizations recognize their interde-
pendence and are willing to cooperate and share
market intelligence to sustain the effectiveness of
the organization. Effective information sharing
in a market-oriented organization demands that
bureaucratic constraints on behavior and infor-
mation flow be dismantled. Market uncertainty
requires high frequency and informality in
communication patterns among organizational
units for effective intelligence dissemination.

Team orientation. Team orientation is
essential for effective intelligence sharing. In a
team-oriented organization, value is placed on
working cooperatively toward common goals for
which all employees feel mutually accountable.
The organization relies on teamwork to get
work done. Teamwork has several contributing
processes including (i) conflict management,
(i1) motivation and confidence building with
regard to the team accomplishing its goals and
objectives, and (iii) “affect management” which
represents those activities that foster emotional
balance, togetherness, and effective coping
with stressful demands and frustration. Team
effectiveness is enhanced when teams monitor
progress toward goals, track resources necessary
to achieve the team’s goals, team members
provide direct or indirect feedback to other team
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members, and coordinate the activities of team
members.

Market-based compensation system. By
rewarding employees for generating and sharing
market intelligence and for achieving high levels
of customer satisfaction and customer loyalty, a
market-based reward system is the single orga-
nizational factor that has the greatest impact on
a market orientation (Jaworski and Kohli, 1993).
Market-oriented firms place less emphasis on
short-term sales and profit goals than their more
financially or internally focused competitors.

At its heart, creating a market-oriented orga-
nizational culture within a firm requires a major
transformation, characterized by four stages:
initiation, reconstitution, institutionalization,
and maintenance (Gebhardt, Carpenter, and
Sherry, 2006). Essentially, members of the
company recognize a threat. To address the
threat, a group of empowered managers creates a
coalition to mobilize the larger organization; they
create a process that reconnects the company’s
personnel with its customers. Through this
process, personnel build common experiences
and perspectives and build a consensus for
more formal organizational changes to solidify
the cultural shift. These formal changes then
sustain the new orientation.

SUMMARY

At the most basic level, market-oriented firms
excel at generating, sharing, and using infor-
mation about the market (customers, competi-
tors, collaborators, technology, trends, etc.) to
make coordinated decisions that lead to the
creation of innovative new products, and supe-
rior product and service quality, which lead
to superior performance. However, some firms
are more proactive than others both in the
type of intelligence they generate and in the
action they take. The more proactive busi-
nesses seek intelligence not only about current
customer needs and competitor threats but also
about latent and future customer needs and
competitive threats. Proactive businesses are
more likely to develop market-driving strate-
gies in which a firm actively seeks to redefine
the structure of the market, and/or introduce
an innovative value proposition that enables

the firm to reduce, or even avoid, competi-
tion. A market-driving strategy, while riskier
than a responsive strategy, is more likely to
lead to a breakthrough position. To successfully
transition to being a market-oriented organiza-
tion, there must be strong leadership from top
management, decision making that takes place as
close to the customer as possible, and a reward
system that recognizes the importance of infor-
mation sharing and coordinated action.
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market evolution

Glenn Voss

A product market is a dynamic exchange system
that evolves over time. The number of competi-
tors (see COMPETITOR ANALYSIS), the diver-
sity and number of product offerings, and the
size and needs of the customer market (see
CUSTOMER ANALYSIS) are in continuous flux.
The industry or product life cycle concept (see
STAGES OF THE PRODUCT LIFE CYCLE) is one
of the best-known frameworks for considering
product market evolution. However, the life
cycle concept proposes a deterministic progres-
sion from introduction to growth to maturity
and decline, with the number of firms initially
increasing, then decreasing, stabilizing, and ulti-
mately declining. This contrasts with the obser-
vation that some product markets seem to remain
forever fragmented and with the idea that a
product market is a dynamic exchange system.

As dynamic systems, product markets exist
along a continuum ranging from relatively stable,
incremental evolution to frequent, dynamic, and
radical change. Market dynamism is driven by
interactions between sellers who experiment
with products and prices to increase market
share and customers who have heterogeneous
and dynamic preferences. These interactions
create feedback loops, so that changes in product
offerings can lead to altered buyer preferences,
which in turn can lead to additional seller inno-
vation and heterogeneity.

Innovation and imitation play key roles in
product market evolution. Successful innovation
provides advantage to the innovating firm (see
FIRST-MOVER (PIONEER) ADVANTAGE), with
the duration of the advantage largely dependent
on the ability of competing firms to imitate
the innovation. Where innovation is easy to
imitate, imitators tend to outperform innovators
because their lower overall cost structure
allows for greater margins or lower prices (see
LATER MOVER (NONPIONEER) ADVANTAGE).
However, industry concentration does not
occur as long as profitable, imitative firms show
restraint in increasing output, which is likely
in the absence of economies of scale or scope.
Thus, when imitation is easy and economies
of scale and scope are modest, both innovation

and imitation can be profitable and product
markets can remain fragmented indefinitely
(e.g., restaurants and hair stylists).

Product markets tend to consolidate and stabi-
lize when economies of scale or scope are present.
If innovation is easy to imitate, imitative firms
build scale and scope advantages into domi-
nant positions (e.g., Walmart). Where innova-
tion is difficult to imitate, industries become
concentrated as successful innovators (or lucky
early imitators) leverage their advantage to build
dominant market share (e.g., electronics). As
concentration increases, the remaining firms
maximize profits by maintaining high margins
and limiting capacity increases. The result is a
relatively stable oligopoly where dynamism and
variety are lower when compared to more frag-
mented product markets. This is consistent with
the maturity stage of the product life cycle (see
STAGES OF THE PRODUCT LIFE CYCLE).

Oligopolists in stable markets use product
offering proliferation to satisfy diverse customer
preferences. However, when entry barriers are
low and customers seek variety, innovators can
enter stable markets with new offerings. For
example, the top three brewers dominated the
US beer market for decades. And while the
top three continue to maintain dominant market
share, thousands of craft brewers have entered
the market over the last two decades, winning
small slices of a large market. Thus, over the last
100 years, the US beer market has evolved from
thousands of regional and independent brewers
to a small number of dominant oligopolists
competing amongst themselves and with thou-
sands of independent craft brewers. This is
because some beer drinkers value variety and
are innovative enough to support the efforts of
small, innovative craft brewers.

See also competitor analysis; customer analy-
sis; first-mover (pioneer) advantage; later mover
(nonpioneer) advantage, stages of the product life
cycle
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market segmentation and targeting

Shikhar Sarin

INTRODUCTION

The concepts of segmentation and targeting lie
at the heart of marketing strategy (Best, 2004). In
the following discussion, we define and present
the rationale for segmentation and targeting,
outline the criteria used for evaluating effective
segmentation, discuss the commonly used bases
for segmenting consumer and business markets,
and conclude by describing various approaches
for targeting segments.

DEFINITIONS AND RATIONALE

Markets are heterogeneous. They consist of
customers with varying needs and preferences.
It is very difficult to design a single product
or a MARKETING MIX that will satisfy all
the customers in a market (Boone and Kurtz,
2001). Marketers therefore divide the total
market into smaller, relatively homogeneous
groups. This process of dividing heterogeneous
markets of dissimilar customers into smaller,
more homogeneous subgroups of customers
having similar tastes, preferences, and/or needs
is called segmentation (Boone and Kurtz, 2001;
Zikmund and d’Amico, 2001). These resulting
subgroups are referred to as market segments.
Wind and Cardozo (1974) define a market
segment as a group of current or potential
customers with some common characteristic
that is relevant in planning and predicting their
response to a firm’s marketing stimuli.

Owing to resource constraints, most firms
are unable to pursue all the segments they
identify in a given market. A firm is likely to
focus its marketing efforts on a smaller number
of meaningful marketing segments, and concen-
trate on satisfying these selected segments of
the total market (Zikmund and d’Amico, 2001).
Zikmund and d’Amico describe targeting as
the process of allocating resources effectively by
focusing marketing efforts on a selected part of
the total market.

Hutt and Speh (2010) note that market
segmentation and targeting increase a firm’s
chances of success by selecting a well-defined

group of potentially profitable customers; focus-
ing marketing resources on these customers;
and developing a distinct value proposition
(see A FRAMEWORK FOR CREATING VALUE
PROPOSITIONS; VALUE PROPOSITION) that
meets the needs of these customers (in terms
of product/service and/or marketing mix)
better than the competition (se¢ COMPETITIVE
ADVANTAGE).

CRITERIA FOR EFFECTIVE SEGMENTATION

Segmentation by itself does not ensure success.
In general, four criteria are used to evaluate the
effectiveness of segmentation, or the desirability
of potential market segments (Hutt and Speh,
2010; Boone and Kurtz, 2001):

1. Measurability — the degree to which infor-
mation on the segment characteristics exists,
or can be obtained.

2. Accessibility — the degree to which marke-
ters can effectively promote to and serve the
market segments.

3. Substantiality — the degree to which the
segments are large or profitable enough to
merit consideration for their own marketing
mix.

4. Responsiveness — the degree to which the
segments respond differently to different
elements of the marketing mix (i.e., pricing,
product, etc.). Some marketers consider
reliability of a segment’s response to the
marketing mix as an important part of
responsiveness as well.

Segmentation attempts to isolate the charac-
teristics that distinguish the buying behavior of a
certain group of customers from other groups, or
from the overall market (Boone and Kurtz, 2001).
These characteristics form the bases for segmen-
tation. Customers can either be individuals (i.e.,
consumer markets) or organizations (i.e., busi-
ness markets), and the bases for segmentation
used for each market differ significantly. In
the following discussion, we cover some of the
commonly used bases for segmenting consumer
and business markets.

Wiley International Encyclopedia of Marketing, edited by Jagdish N. Sheth and Naresh K. Malhotra.
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BASES FOR SEGMENTING CONSUMER
MARKETS

Bases for segmenting consumer markets are
broadly classified under four major categories:
geographic, demographic, psychographic, and
product-related segmentation (Boone and
Kurtz, 2001). Geographic and demographic
segmentation are more popular because of
their relative ease of use. While information on
psychographic and product-related segmenta-
tion is harder to come by, these bases of segment-
ation are considered to be more effective.

Geographic segmentation.  Geographic segmen-
tation is one of the most popular approaches to
segmenting consumer markets. Marketers often
use geography to divide markets when needs
and preferences of customers differ based on
variables like political or cultural boundaries,
climatic regions, and so on. For example, in
countries like the United Kingdom and India
cars have right-hand drive, whereas they have
left-hand drive in countries like the United
States. It is not uncommon for global automobile
manufacturers like Toyota or Honda to develop
a left-hand drive and a right-hand drive model
for each car they make to be able to cater to the
needs of their consumers in different locations.

People also differ in their preferences across
countries and cultures. In Argentina, most Coca
Cola is consumed with food, whereas in most
Asian countries Coca Cola is consumed indepen-
dently as a refreshing beverage, and rarely served
with meals (Zikmund and D’Amico, 2001).
Smart marketers recognize these differences and
fine-tune their product offerings and marketing
mix accordingly. For example, European coun-
tries tend to have smaller living quarters and
higher utility rates. Hence, washing machines
developed for the European markets often have
a smaller capacity but more efficient motors than
those sold in the US market, where home sizes
tend to be larger and the utility rates lower —
resulting in a consumer preference for bigger
appliances.

Commonly used sources for geographic infor-
mation include the census data from various
national governments, and Geographical Infor-
mation Systems (see Boone and Kurtz, 2001).

Demographic segmentation.  Thiskind of segme-
ntation involves defining consumer groups based
on demographic variables such as age, income,
gender, education, occupation, household type,
race, and family lifecycle (Boone and Kurtz,
2001). Some illustrative examples are discussed
below.

Gender. It has long been assumed that cons-
umer electronics are a male-dominated purc-
hase, with a lot of the advertising for such
goods emphasizing technical jargon (Boone and
Kurtz, 2001). However, a recent survey by
the Consumer Electronics Marketers Associa-
tion (CEMA) revealed that women are respon-
sible for over half of the consumer electronic
purchases. Female consumers look at electronics
to serve a practical purpose, to be a tool or a
source of entertainment; they find the technical
jargon in most consumer electronic advertise-
ments unappealing. On the basis of such infor-
mation, companies like Microsoft refined their
advertising and promotion strategy for women,
de-emphasizing the technical jargon and empha-
sizing the benefits delivered by their products
(Boone and Kurtz, 2001).

Age. Online social networking (see SOCIAL
NETWORKS) sites are very popular nowadays.
Many of these sites segment their users based on
age. Two of these sites, Facebook and MySpace,
target very different kind of users. Facebook
users generally tend to be in their 30s, 40s, and
older, whereas MySpace tends to target younger
users by concentrating their recruitment and
promotional efforts on college- and school-age
populations.

Family lifecycle. Mostadults move through
different stages in life such as being single,
being married, having kids, raising kids, living
together after kids have left the house, and
so on. The family lifecycle represents the
traditional stages through which most families
pass (Zikmund and d’Amico, 2001). Each
stage will have specific needs, preferences, and
consumption patterns associated with it. For
example, first-time parents tend to be heavy
consumers of baby items such as cribs, strollers,
and diapers. Consumption patterns of parents
with kids at home are heavily influenced and
driven by the kids (see FAMILY BUYING). On
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the other hand, single individuals tend to be
heavy users of personal care items and consumer
electronics (Boone and Kurtz, 2001). Marketers
often use stages of family lifecycle to segment
their consumers.

Household type. Census data show that
across many developed countries, the number of
traditional households (i.e., married with kids)
is decreasing, whereas the number of nontradi-
tional households such as single parents, people
of opposite sex in same living quarters, and
double income couple with no kids (DINKS)
is on the rise. Each type of household exhibits
a specific profile. For example, DINKS have
high levels of disposable income, and tend to be
big buyers of gourmet foods, luxury items, and
travel (Boone and Kurtz, 2001), making them a
very attractive segment for such products.

Because data on many of the demographic
variables are relatively easy to obtain, demo-
graphic segmentation remains one of the
most popular methods of segmenting markets.
Zikmund and d’Amico (2001) note that some
commercially available systems like PRIZM
use geographic variables like mail codes to
cluster demographically similar individuals to
create geodemographic segmentation. While the
census information collected varies greatly from
country to country, the following sources can
offer population statistics for many countries:
US Bureau of the Census - International
Program Center, United Nations - National
Statistics Offices, and Euromonitor — a private
market research firm specializing in demo-
graphics of European residents (Boone and
Kurtz, 2001).

Psychographic ~ segmentation. Psychographic
segmentation divides a population into groups
that have similar psychological characteristics,
values, and lifestyles (Boone and Kurtz, 2001).
Lifestyle refers to an individual’s life goals -
how the person spends his/her time and money
(Zikmund and d’Amico, 2001). Consumer’s
lifestyles are composites of their psychological
profiles, needs, motives, perceptions, and atti-
tudes (Boone and Kurtz, 2001).

Quantitative measures of such psychological
characteristics, values, and lifestyles are known
as psychographics. Psychographics provide a ric-
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her portrait of the consumer than is possible
through simple demographics or geographic
variables (Zikmund and d’Amico, 2001).
Thus psychographic segmentation is generally
regarded to be more effective than either geogr-
aphic or demographic segmentation, although
information on psychographic variables is
harder to obtain. Two of the most popular
approaches to psychographic segmentation are
VALS™ and AIO statements.

VALS™. The name VALS™ stands for
values and lifestyles. VALS™ is a commercially
available psychographic system developed by
SRI Consulting and Business Intelligence, a
research and consulting firm. The VALS™
system seeks to divide consumers into different
psychographic segments based on two charac-
teristics: (i) primary motivations that lead the
consumer to seek a product, service, and/or
experience, and (ii) the resources possessed by
the consumer which enhance or constrain the
expression of his or her primary motivation
(Boone and Kurtz, 2001).

Consumer’s purchase of products, services,
and/or experiences reflects their preferences.
It gives shape, substance, and satisfaction to
their lives. Primary motivations are indicative
of the meaningful core about the self or the
world that governs the consumer’s activities.
The SRI Consulting and Business Intelligence
website suggests that consumer’s purchases can
be inspired by one of three primary motiva-
tions: ideals, achievement, and self-expression
(http://www.sric-bi.com/VALS/). Consumers
primarily motivated by ideals are guided by
knowledge and principles, whereas those
motivated by achievement look for products and
services that demonstrate success to their peers.
Finally, consumers primarily motivated by
self-expression desire social or physical activity,
variety, and risk (Boone and Kurtz, 2001).

It should be noted that consumers’ tendency
to consume goods and services extends beyond
simply their age, income, and education. Consu-
mers’ energy, self-confidence, intellectualism,
novelty seeking, innovativeness, impulsiveness,
leadership, and vanity also play a critical role
in their tendency to consume. These person-
ality traits together with key demographics of an
individual determine the consumer’s resources,
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which can be either low or high (http://www.
sric-bi.com/VALS/types.shtml).

On the basis of these three types of primary
motivations (i.e., ideals, achievement, and self-
expression), and two types of resources (i.e., low
and high), VALS™ classifies consumers into
eight different segments: innovators, thinkers,
achievers, experiencers, believers, strivers,
makers, and survivors. Each segment has a
specific profile, behavioral and consumption
pattern associated with it. For example, thinkers
are comfortable, high-resource individuals
who are motivated by ideals. They are mature
and reflective, and value order, knowledge,
and responsibility. Thinkers tend to be well
educated, well informed, and seek out informa-
tion in the decision-making process. Although
their income allows them many choices, thinkers
tend to be conservative, practical consumers,
who look for durability, functionality, and
value in the products they buy. The SRI
Consulting and Business Intelligence website
provides detailed information on the other
VALS™ consumer segments (http://www.sric-
bi.com/VALS/).

SRI Consulting and Business Intelligence
have extended this basic approach to create
several specialized psychographic systems.
For example, GeoVALS™ estimates the
percentage of each VALS™ segment in every
residential zip code in the United States.
Japan-VALS™ gsegments the Japanese market-
place on the basis of mind-set, emphasizing
the identification of early adopters. iVALS™
focuses on Internet sites and users (Boone
and Kurtz, 2001). Additional details on
the VALS™ survey and other specialized
VALS™ gystems are available at the SRI
Consulting and Business Intelligence website
(http://www.sric-bi.com/VALS/). The web-
site also lists several examples of the appli-
cation of the VALS™ system ranging from
identification of affluent early adopters by a
European luxury automobile manufacturer to
repositioning ubiquitous products in commodity
categories by a leading US bank. VALS™
remains one of the most popular commercial
psychographic segmentation systems.

AIO statements. AIO stands for activities,
interests, and opinions. AIO statements are

another popular approach to psychographic
segmentation. Here data are collected from
respondents related to the degree to which
they agree/disagree with statements describing
various activities, interests, and opinions (Boone
and Kurtz, 2001). These data are used to
develop lifestyle profiles of individuals, and
group together individuals with similar lifestyle
profiles. Marketers then develop separate
marketing strategies for each lifestyle segment
(Boone and Kurtz, 2001). Boone and Kurtz
note that this approach is extensively used for a
variety of products and markets ranging from
beer to hospitals.

Product-related segmentation. Consumers can
also be divided into segments based on their rela-
tionship to the product. This approach can take
various forms, such as benefits that consumers
seek from a product, usage rate for a product, and
loyalty toward a product, among others (Boone
and Kurtz, 2001).

Segmentation by benefits sought. People
may buy the same product for very different
reasons. Segmentation by benefits sought
approach focuses on segmenting consumers
based on the attributes they seek, and the benefit
they expect to derive from a good or service. For
example, Boone and Kurtz (2001) note that the
same box of Arm & Hammer baking soda can end
up serving as a baking ingredient, a refrigerator
freshener, a toothpaste, or a deodorizer. Thus
the baking soda consumers can be divided into
various segments based on the reason they are
buying the product, or the benefit they are
seeking from it. Similarly, motorcycles, as a
product, are perceived differently by different
consumers. Motorcycles may be primarily
perceived as a hobby or a ‘“‘grown-up toy”
in many affluent countries like the United
States, whereas in developing countries like
India they may be seen as an everyday mode
of transportation for the individual or family.
The same product would have to be marketed
differently to consumers in these countries, or
even consumers from different socioeconomic
backgrounds within the same country.

Segmentation by usage rate. Consumers
use a product or service at different rates. Some
consumers tend to be heavy users and others
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medium or light users of a product. It is often
seen that a relatively small number of consumers
account for a large proportion of a product’s
consumption. This is generally referred to as the
80720 rule, thatis, 80% of the revenues produced
by a product come from a small number (20%)
of the customers (Boone and Kurtz, 2001). On
the basis of the differences in the needs and
preferences of heavy, medium, and light users,
firms often market to these groups differently.

Frequent Flier Programs offered by airlines
are a good example of this segmentation
approach. It is common for airlines to offer
priority boarding and baggage handling, free seat
upgrades, discount tickets, vacation specials,
and other kinds of perks to customers who fly
more than a certain number of miles with them
(e.g., Medallion members of the Delta Airline
frequent flier program). Most airlines use a
sliding scale of incentives; the more a consumer
flies with them, the more perks are awarded to
the consumer.

Segmentation by brand loyalty. Con-
sumers can also be divided into segments
based on the loyalty they feel toward a
product or a brand. The airline frequent flier
program mentioned above can also serve as
an example of segmentation by brand loyalty.
By offering attractive perks to heavy users
and loyal customers, such programs seek to
create incentives to develop brand loyalty to
their product. Other industries like hotels, car
rentals, and even movie rentals practice similar
brand-loyalty-based  segmentation  (Boone
and Kurtz, 2001). Research on CUSTOMER
RELATIONSHIP MANAGEMENT, customer
lifetime value analysis (se¢ CUSTOMER LIFE-
TIME VALUE (CLV)), and database marketing
(see DATABASE MINING AND MARKETING)
shows that segmenting markets based on brand
loyalty and usage rates can significantly increase
product margins and even firm profitability.
Some marketing scholars (e.g., Zikmund
and d’Amico, 2001) categorize product-related
segmentation differently by making a distinc-
tion between behavior-pattern-based segment-
ation (e.g., type of store, shopping frequency,
media habits, etc.), consumption-pattern-based
segmentation (e.g., usage rate, brand loyalty,
etc.), and consumer-predisposition-based segm-
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entation (e.g., benefits sought, product knowl-
edge, etc.). A more nuanced treatment of these
distinctions is beyond the scope of the present
discussion due to space constraints. However,
the basic principles discussed above apply
in these cases as well. Next, we discuss the
bases for segmenting customers in business
markets.

BASES FOR SEGMENTING BUSINESS MARKETS

Wind and Cardozo (1974) suggest that the bases
for segmenting business markets can broadly be
classified into two major categories: macroseg-
mentation and microsegmentation.

Macrolevel bases. Macrosegmentation centers
around dividing the market based on the char-
acteristics of the buying organization (e.g., size,
location, industry classification, and organiza-
tional structure), and the buying situation (e.g.,
straight rebuy, modified rebuy, and new task
buying).

o Characteristics of buying organizations (e.g.,
size, location, user rate, structure of procure-
ment, etc.). Dividing business markets based
on the size of the buying organization is
a commonly used segmentation approach.
Large organizations often display unique
requirements, and respond to marketing
mix stimuli differently than smaller organi-
zations (Bellizzi, 1981). Organizations that
are heavy users of a firm’s product may have
needs different than those of light users. For
example, businesses that are heavy users
may place greater value on technical support
or reliable delivery. Similarly, firms having
centralized procurement functions may
behave differently and emphasize different
criteria than firms where the procurement
function is decentralized (Hutt and Speh,
2010). Nowadays, the major differences
can be seen in firms with primarily online
procurement processes versus those with
primarily offline procurement processes.
Sometimes location of the buying firm
can affect issues like the cost, delivery,
and level of regulation involved. All of
the above factors can influence the buying
behavior of business customers, and be
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Microlevel bases.
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used as a basis for differentiating marketing
strategies.

Product/Service application (e.g., industrial
classification, end market served, value in
use, etc.). Industrial goods can be used
in many different ways (e.g., industrial
gases). Often the applications and the needs
of the customers can vary based on the
industry of the buying organization. Hence
business marketers can segment industrial
markets based on industry classification,
end-use application, end market served,
or the product’s economic value to the
user relative to a specific alternative in a
specific application (Hutt and Speh 2010).
For example, Hutt and Speh note that
Intel’s microprocessors can be used in
many different applications and industries
ranging from household appliances, cell
phones, computers, to toys. The marketing
strategies employed by Intel for each of these
industries would differ considerably based
on end-use application and industry-specific
requirements and needs.

Characteristics of purchasing situation (e.g.,
type of buying situation, stage of purchase
decision process, etc.). Information and
customer service needs of a first-time buyer
(i.e., new task buy) are likely to be very
different from those of a repeat buyer (i.e.,
straight rebuy or modified rebuy). Thus the
position of the buying firm in the purchase
decision process (i.e., early or late) or the
buying situation can dictate the marketing
strategies employed. For example, vendor
comparison/evaluation may play a much
more prominent role in a new task buy or
modified rebuy situations compared to a
straight rebuy situation. Thus marketers can
gain sales by designing appropriate strategies
for customers in the new task or modified
rebuy situations. Conversely, failure to
account for differences in customers based
on purchase situations can leave marketers
vulnerable to competitive action.

Microsegmentation focuses

on the decision-making units within each
macrosegment and requires greater marketing
knowledge (e.g., key buying decision criteria,

attitude toward the vendors, and perceived
importance of the purchase) (Wind and
Cardozo, 1974).

Key criteria (e.g., vendor reliability, price,
technical support, delivery, etc.). For
some business products, markets can be
divided on the basis of key criteria that
customers consider most important for the
purchase decision (Hutt and Speh, 2010).
For example, based on the value proposition
sought by customers (se¢ A FRAMEWORK
FOR CREATING VALUE PROPOSITIONS;
VALUE PROPOSITION), the chemical giant
Dow Corning segments its markets into
innovation-focused customers, customers
in fast-growing markets, and customers in
highly competitive markets (Hutt and Speh,
2010). Similarly, Rangan, Moriarity, and
Swartz (1992) note that in mature industrial
markets, customers could be segmented
into four categories based on price-service
trade-offs: programmed buyers (i.e., buyers
insensitive to price or service), relationship
buyers (i.e., buyers that value partnerships
and do not push for price or service
concessions), transaction buyers (i.e., buyer
that actively consider price vs. service
trade-offs), and bargain hunters (i.e., buyers
who are very sensitive to any price or service
change).

Purchasing strategies (e.g., single sourcing vs.
multiple sourcing). Some business markets
can be segmented on the basis of the buyer’s
purchasing strategies. Some buyers purchase
fromasingle supplier, or a very small number
of suppliers, giving each a healthy share of
their business in exchange for a stronger rela-
tionship and preferred treatment (Hutt and
Speh, 2010). Other buyers tend to employ
a larger number of suppliers in an effort to
reduce their risk, prevent any disruption in
their supplies, or even maintain a stronger
position relative to their suppliers.

Structure of the decision-making unit (e.g.,
purchase manager vs. buying center, etc.).
Structure of the decision-making unit
at the customer end (or buying center)
can also provide a basis for segmenting
business markets. Depending upon which
participants are involved in (or exert
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influence over) the purchasing process (e.g.,
purchasing manager, engineering, senior
management, etc.), marketers can fine-tune
their presentation or marketing mix in each
segment to take into account the dynamics
of the decision-making units. Sometimes
this approach also takes into account the
personal characteristics (i.e., age, education,
decision-style, and risk propensity) of the
key decision makers at the customer end.

o  Organizational innovativeness (e.g., inno-
vator, follower, etc.). Robertson and Wind
(1980) note that firm psychographics and
demographics can be used to predict the
adoption of new products by organizations.
For example, some organizations are
resistant to change, while others are more
innovative and have a desire to excel.
Robertson and Wind suggest that the latter
are more likely to purchase new industrial
products than the former. Marketers can use
such organizational innovativeness variables
to identify segments of business markets to
target first when introducing new products
(Hutt and Speh, 2010).

TARGETING

Owing to resource constraints, firms are often
unable to pursue all the segments they identify
in a given market. Typically, firms focus their
marketing resources on satisfying a smaller
number of segments in the market (Zikmund
and d’Amico, 2001). This process of allocating
resources effectively by focusing marketing
efforts on a selected part of the total market is
called targeting (Zikmund and d’Amico, 2001).
By focusing their limited resources on the
targeted segments, firms are able to compete
effectively in those segments by developing
a distinct value proposition better than their
competitors (Hutt and Speh 2010). The
targeting strategies that firms follow can broadly
be classified into four major categories: undif-
ferentiated marketing, differentiated marketing,
concentrated marketing, and micromarketing
(Best 2004; Boone and Kurtz 2001; Porter 1985;
also see COMPETITIVE ADVANTAGE).

Undifferentiated marketing.  Inundifferentiated
marketing, a firm produces only one product or
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product line, and promotes it to all the customers
with a single marketing mix (Boone and Kurtz,
2001; Porter, 1985). Such an approach is also
referred to as mass marketing. An undifferentiated
marketing approach is seen when differences in
customer needs and/or demographics are either
small or indistinct (Best 2004). This targeting
strategy presents a generic business strategy with
generic positioning, built around a core product
(Best, 2004).

While such a strategy might be efficient from a
production standpoint, it leaves firms vulnerable
to competitive action (Boone and Kurtz, 2001).
Firms following an undifferentiated targeting
approach can suffer if competitors are able to
successfully differentiate the market. That is,
competitors enter the market with specialized
products and marketing mix that are able to
better meet the needs and preferences of smaller
segments of consumers within the overall market
(see  COMPETITIVE ADVANTAGE). Although
less frequently used now, a prime example of
undifferentiated strategy is the marketing of the
Ford Model T. Henry Ford built the Model
T and sold it at one price to everyone. He was
famously known to have said that he was willing
to give the customers any color car they wanted -
as long as it was black (Boone and Kurtz, 2001).

Differentiated marketing.  Under this strategy,
firms promote numerous products with differing
marketing mixes designed to satisfy customers
in smaller segments (Boone and Kurtz, 2001).
In each segment, the firm selects one or more
dimensions that the customers value and
uniquely positions itself to meet those needs
— while charging a premium price for such
uniqueness (se¢ POINT OF DIFFERENCE AND
PRODUCT DIFFERENTIATION; COMPETI-
TIVE ADVANTAGE; PRODUCT POSITIONING).
Porter (1985) suggests that several sources
can provide the bases for differentiation,
such as the product itself, the method of
delivery/distribution, the marketing approach,
and so on. Compared to an undifferentiated
approach, a differentiated strategy allows a firm
to increase not only its total sales (Boone and
Kurtz, 2001), but also its average margin per sale
(Best, 2004), by providing increased satisfaction
to each of the targeted segments.
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A differentiated strategy increases marketing
costs. However, despite increasing costs, firms
are forced to practice differentiation in order to
remain competitive (Boone and Kurtz, 2001).
Porter (1985) suggests that in order to remain
competitive and counter increasing costs associ-
ated with a differentiation strategy, firms must
strive for cost parity with their competitors by
reducing costs in areas that do not affect differ-
entiation.

Many products and services follow a differen-
tiation strategy. For example, most major airlines
offer economy class, business class, and first
class seating based on how much value passen-
gers place on their comfort and service while
traveling. Similarly most automobile companies
offer a variety of cars ranging from sedans, to
convertibles, to minivans, and so on, based on the
needs and preferences of the various segments
in the market.

Concentrated marketing. Rather than trying
to market its product or service to multiple
segments, a firm may choose to use its marketing
resources to profitably satisfy customers in
a single market. Such a targeting strategy is
known as concentrated, focus, or niche marketing
(Boone and Kurtz, 2001; sece COMPETITIVE
ADVANTAGE). By deliberately electing to
narrow the scope of its activities, a firm seeks
to achieve competitive advantage in the niche
segment targeted, even though it may not enjoy
a competitive advantage overall (Porter, 1985).
A concentrated marketing strategy works well
when the targeted niche segment has needs
or preferences that are poorly served by more
broadly targeted competitors. Under such
conditions, a firm can exploit these differences
and achieve competitive advantage by dedicating
itself to serving the niche segment(s) exclusively
(Porter, 1985).

A focus/niche targeting strategy generally
appeals to small firms that lack the financial
resources of its competitors, or to companies
that offer highly specialized goods and services
(Boone and Kurtz, 2001). Sub-Zero Refriger-
ators are a good example of successful niche
segmentation. Sub-Zero specializes in very
expensive, built-in refrigerators that start at
$3500 per unit. While Sub-Zero has less than
a 2% share of the overall refrigerator market

in the United States; it commands a 70%
market share of the “Super Premium” (i.e.,
high end) segment — a niche segment within the
refrigerator market (Best, 2004).

Micromarketing.  Micromarketing, also known
as mass customization, refers to a focus even
narrower than concentrated or niche marketing.
It represents the polar opposite of an undif-
ferentiated strategy. Micromarketing involves
targeting potential customers at a very basic
level, that is, postal code, occupation, house-
hold, and so on, and ultimately the individuals
themselves (Boone and Kurtz, 2001; see MASS
CUSTOMIZATION STRATEGIES). Under this
targeting approach, the smallest group of unique
customers is treated as a niche segment, and
the firm develops a customized segment strategy
for it, even if the segment consists of a single
individual (Best 2004).

Increasing use of database marketing (see
DATABASE MINING AND MARKETING) and
internet marketing (se¢e E-COMMERCE AND
INTERNET MARKETING) allows the tracking
of specific demographic, personal, and web
browsing information, making it easier for
marketers to engage in effective micromarketing
(Boone and Kurtz, 2001). For example,
Amazon.com, the giant online book and music
retailer, provides its customers with individu-
alized recommendations based on his/her web
browsing patterns and past purchase behavior.

CONCLUSION

The concepts of segmentation and targeting
lie at the heart of marketing. Segmentation is
the process of dividing heterogeneous markets
into homogeneous subgroups, which display
similarities in needs, preferences, and/or behav-
iors. Segmentation allows firms to develop a
marketing mix better suited to the customers in
each segment. Four criteria are used to determine
effective segmentation: measurability, accessi-
bility, substantiality, and responsiveness of the
segment(s) selected. However, due to resource
constraints, firms are often unable to pursue all
the segments they identify in a market. They
have to select or target the segments they would
like to pursue.

The preceding discussion briefly outlines the
bases commonly used to segment consumer and
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business markets. In consumer segmentation,
we discussed geographic, demographic, psycho-
graphic, and product-related approaches to
segmenting markets. In business segmentation,
we covered macrolevel bases of segmentation
(i.e., characteristics of the buying organization,
product/service application, and characteristics
of the purchase situation) as well as microlevel
bases of segmenting business markets (i.e.,
key criteria, purchasing strategies, structure
of decision-making units, and organizational
innovativeness). We conclude by describing
four popular targeting strategies: undiffer-
entiated marketing, differentiated marketing,
macromarketing, and micromarketing.

Owing to space constraints, the discussion
here cannot exhaustively cover all the issues
pertinent to market segmentation and targeting.
Readers may wish to refer to the articles
on positioning (see POSITIONING ANALYSIS
AND STRATEGIES), pricing (se¢ PRICING
STRATEGY), and forecasting (se¢ NEW-
PRODUCT FORECASTING), for additional
details on related topics.
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market share
Derek N. Hassay

Perhaps the most commonly referenced market-
ing metric (se¢ MARKETING METRICS) Market
share is defined as the proportion of a market
segment (see. MARKET SEGMENTATION AND
TARGETING) served by a company. Market share
can be reported as a percentage of revenue or
unit sales volume according to the following
formula:

Market share(%)
C it 1
_ orr.lpany (uni (?r $) sales « 100%
Total industry (unit or $) sales
M

An especially powerful metric, market share
reflects both a company’s performance relative
to its competitors (see COMPETITIVE ANALYSIS)
and the success of its MARKETING STRATEGY.
Though simple to calculate, in practice,
determining competitive sales (see COMPETITOR
ANALYSIS) or consumer purchases for a given
PRODUCT CATEGORY in a specific market
can be a significant challenge. For instance,
capturing sales information for a geographic
market segment is far simpler than for a
demographic (e.g., young males, low income)
or psychographic (e.g., recreational athletes)
segment. Moreover, the actual definition of
a market is subjective and thus by narrowly
defining its served market, a firm can report a
larger market share and thus enhance its market
position  (see POSITIONING ANALYSIS AND
STRATEGIES). For instance, a manufacturer of
automobiles might suggest that it is the sales
leader in the Northwest, where the Northwest
has been narrowly defined as Washington State.

Market share is commonly cited as a key
determinant of profitability, as firms with larger
shares are generally thought to be more prof-
itable than those with smaller shares in the same
market because of economies of scale, reduced
cost of marketing relative to sales, and higher
prices (Buzzell, Gale and Sultan, 1975). The
Profit Impact of Marketing Strategy (PIMS:
Buzzell and Gale, 1987) studies, conducted by
the Strategic Planning Institute, identify market

share and relative market share (the proportion
of a firm’s share relative to its largest competitor)
as two of 18 key strategic variables influencing
business success or profitability. The often cited
PIMS studies, highly regarded because of the
volume of data they have captured on strategic
business variables since the early 1960s (Strategic
Planning Institute), indicated that market posi-
tion factors such as market share have the most
significant impact on profitability.

Despite the volume of articles, textbooks,
and frameworks reporting market share as a
key determinant of profitability, having greater
market share is not necessarily synonymous
with increased profitability. Schwalbach (1991),
for example, demonstrated that the proposed
linear relationship between share and prof-
itability is flawed and argued that the true
relationship between share and profitability is
much more complex. In fact, it was suggested
that while correlated (see PRODUCT MOMENT
CORRELATION), the causal relationship (see
CONCEPT OF CAUSALITY AND CONDITIONS
FOR CAUSALITY) between share and prof-
itability may actually be reversed with higher
profits enabling greater market share growth
(Davidson, 1985). Subsequent research efforts
revealed that the theoretical underpinnings of the
share-profitability relationship - the experience
curve —did not have the pronounced impact on
profitability as originally thought nor did it hold
across different types of industries (Davidson,
1985). This information prompted the Boston
Consulting Group to produce a new BCG
Matrix (Hax and Majluf, 1983), as its original
portfolio planning tool based on relative market
share and economies of scale was inaccurate.
The new BCG matrix examined the relationship
between ROI and market share in four unique
industry contexts (Hax and Majluf, 1983).

At the very least, profitability is likely to suffer
in the short term when a firm pursues market
share growth because competitor-oriented obje-
ctives such as this typically require increased
marketing expenditures. And in those cases
where a firm is close to capacity or has to
expand distribution (se¢e MARKETING CHANNEL
STRATEGY) beyond regional or national mark-
ets, any increase in market share will require a
concomitant investment in production, inven-
tory, and distribution capabilities.

Wiley International Encyclopedia of Marketing, edited by Jagdish N. Sheth and Naresh K. Malhotra.
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Recent research calls for firms to become
more customer than competitor-centric and to
manage customer relationships (se¢ CUSTOMER
RELATIONSHIP MANAGEMENT) for long-term
profitability. Reinartz and Kumar (2002) found
that some customers actually have a negative
impact on profitability, while Zeithaml, Rust
and Lemon (2001) cautioned firms against using
profitable customers to subsidize the service of
unprofitable ones. Sharma (2008) argued that
rather than spending valuable marketing efforts
on unprofitable customers, firms may need to
outsource or even fire some customers, a posi-
tion which suggests that, in these instances, a
lower market share is likely to lead to increased
profitability.
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market/industry structure
Joseph A. Cote

Economics categorizes markets as perfect
competition, monopolistic competition, oligo-
poly, or monopoly - with a focus on policy
implications. Marketing differs, emphasizing
the managerial implications of market structure.
Marketing defines market/industry struc-
ture as the characteristics of a competitive
space (see COMPETITIVE ANALYSIS) that
affect MARKETING STRATEGY and tactics.
The effects of market/industry structure
can be examined using a wide variety of
frameworks including Porter’s model, the
marketing environment, critical success factors
(see SUCCESS FACTORS FOR NEW-PRODUCT
DEVELOPMENT), the resource-based view,
stakeholder relationships, network effects, value
chain analysis, product life cycle (see STAGES OF
THE PRODUCT LIFE CYCLE; PRODUCT LIFE
CYCLE), and prototypical business models (see
MARKETING STRATEGY MODELS). The more
prominent frameworks are summarized below.

FIRST STEP

The market/industry must be defined before
conducting a market/industry structure analysis
(see MARKET ORIENTATION). NAICS or SIC
classification codes can be used, but a rigorous
analysis should consider the levels of competi-
tion. Competition can occur within a PRODUCT
CATEGORY (e.g., beer), across closely related
product categories (e.g., wine and liquor), or
across any relevant product category (e.g., bever-
ages). Knowing the alternatives considered by
consumers (see CUSTOMER ANALYSIS) allows
you to more accurately define the competitive
space. For example, cruise companies not only
compete among themselves but also with a host
of other vacation and “‘staycation” options.

PORTER’S MODEL

Porter’s model is often used to evaluate the
overall attractiveness of an industry (Porter,
2008; Porter, 1979). He examines industry
attractiveness using five forces: existing compe-
tition (see COMPETITOR ANALYSIS), buyers

(se¢e. MARKETING CHANNEL STRATEGY),
suppliers (see SUPPLY CHAIN MANAGEMENT
STRATEGY), substitutes, and potential competi-
tors. Porter argues that, “Industry structure, as
manifested in the strength of the five competi-
tive forces, determines the industry’s long-run
profit potential because it determines how the
economic value created by the industry is divided
... 7 (Porter, 2008, p 86). For example, high
economies of scale can prevent new competitors
from entering a market, lowering competitive
intensity. Conversely, DEMAND ELASTICITY
among buyers will increase competitive
intensity. Understanding the five forces also
provides insights into prices, costs, necessary
investments, and potential shifts in the industry.

THE MARKETING ENVIRONMENT

A marketing environment analysis is used
to understand the underlying drivers that
determine success or limit a firm’s actions (see
Figure 1). In addition to suppliers, buyers,
and competitors, the marketing environment
considers macrolevel conditions and trends
related to economic, political/legal, tech-
nological, and social/cultural/demographic
(see. SOCIETY, CULTURE, AND GLOBAL
CONSUMER CULTURE) issues. For example,
during the 2008-2009 economic crisis, auto
makers had to significantly change how they
did business since consumers were either
unable or unwilling to obtain loans to purchase
new vehicles. Similarly, demographics trends
(aging population and increasing incidence of
obesity) have significant implications for the
health-care industry and proposed regulations
of greenhouse gases may significantly affect
power generation and energy companies.

CRITICAL SUCCESS FACTORS AND KEY
RESOURCES

Leidecker and Bruno define critical success
factors (CSFs) as “those characteristics,
conditions, or variables that when properly
sustained, maintained, or managed can have
a significant impact on the success of a firm
competing in a particular industry.” (Leidecker
and Bruno, 1984, p 24). For example,
customer retention (see CUSTOMER LIFETIME

Wiley International Encyclopedia of Marketing, edited by Jagdish N. Sheth and Naresh K. Malhotra.
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Figure 1 The marketing environment.

VALUE (CLV); CUSTOMER RELATIONSHIP
MANAGEMENT) is often a CSF for monthly
subscription services such as cell phones
and health clubs. Once the critical success
factors have been identified, firms can then
develop strategies and key resources (see CORE
COMPETENCIES) to address these factors,
thus creating COMPETITIVE ADVANTAGE (see
COMPETITIVE ADVANTAGE: ITS SOURCES
AND THE SEARCH FOR VALUE) (per the
resource-based view, see Barney, 1991).

STAKEHOLDER ANALYSIS

Freeman 1984 suggests that an organization’s
success depends on its relationships with
employees, customers, value chain partners,
financiers (investors, banks, etc), and the public
(communities, government, etc). Understanding
how each stakeholder affects the organization
helps management design strategy to best
leverage these relationships. Stakeholders often
provide the key resources necessary for compet-
itive advantage. For example, Apple’s ability to
work with content providers on digital rights
management allowed them to create iTunes
and a dominant position in music distribution.
Stakeholder analysis is often used to look beyond
the obvious players to understand how others
affect an industry (Fassin, 2009).

NETWORK EFFECTS

Increasingly, industries are defined by networks
rather than individual companies or products.
Network relationships provide access to
information, markets, technologies, etc., and

Technology

the pattern of network relationships can affect
performance (Gulati, Nohria, and Zaheer,
2000). For example, the iPhone relies on a
network of independent developers to create
applications. The types and number of appli-
cations help create competitive advantage for
the iPhone. Networks can also be product
based (Lee and O’Connor 2003). For example,
digital cameras became more useful when flash
memory, desktop printers, image processing
software, and CCD technology improved.
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marketing audit

Bruce H. Clark

The term marketing audit is generally thought to
have been introduced into the marketing liter-
ature in an American Management Association
report (American Management Association,
1959). For a thorough history of the concept
and its development, see Rothe, Harvey, and
Jackson (1997). The use of the term audit is
an explicit analogy to the accounting audits
performed for companies on a regular basis.

DEFINITION AND PURPOSES

The most widely used definition of the construct
is provided by Kotler, Gregor, and Rodgers
(1977) in an influential Sloan Management
Review article. They define a marketing audit as
follows:

A marketing audit is a comprehensive, system-
atic, independent, and periodic examination of a
company’s—or business unit’s—marketing envi-
ronment, objectives, strategies, and activities with
a view to determining problem areas and oppor-
tunities and recommending a plan of action to
improve the company’s marketing performance
(p. 27).

Kotler, Gregor, and Rodgers (1977) further
distinguish between a horizontal audit covering
the full scope of a company’s marketing activi-
ties, and a vertical audit that examines a particular
marketing function in depth (e.g., a sales force
audit or an advertising audit).

As the definition suggests, audits are both
backward-looking and forward-looking. They
seek to evaluate past and current marketing
assets (se¢ MARKET-BASED ASSETS) and activ-
ities in the context of market conditions, but use
the resulting analysis to aid the firm in plan-
ning. Some writers refer to auditing explicitly
as a control function in this regard (Brownlie,
1996). Mokwa (1986) also notes that audits can
perform an important educational function for
the firm in terms of improving awareness and
comprehension of marketing issues.

ELEMENTS OF AUDITS

Unlike an accounting audit, there are no formal
standards for conducting marketing audits. Both
Mokwa (1986) and Brownlie (1996) argue that
this is a truth rather than a limitation: audits
invariably must be customized to the firm being
audited. That said, most discussions suggest
an audit should cover both an analysis of the
external situation facing the unit and a thor-
ough review of internal marketing goals, strate-
gies, capabilities, processes, and systems. In
this sense, a formal situation analysis or SWOT
ANALYSIS is an important part of the audit.
Audits differ from SWOT analysis, where the
“comprehensive, systematic, independent, and
periodic review” indicated in the definition
generates a deeper, more objective (and iterative)
learning, and planning process. The literature
contains several comprehensive frameworks that
cover likely areas of interest to auditors (see
Kotler, Gregor, and Rodgers, 1977; Mokwa,
1986; Berry, Conant, and Parasuraman, 1991;
Brownlie, 1996; Wilson, 2002).

THE AUDIT PROCESS

Auditors use an audit framework to conduct
a structured consulting project that identifies
ways in which the audited firm can improve
its marketing. The audit may be conducted by
either internal or external auditors, but audi-
tors must be independent of the audited unit in
either case. Most authors argue that conducting
regular, periodic audits maximizes the value of
the process. For a given firm, having a common
framework applied over time will aid in devel-
oping more long-term learning. Regular audits
also avoid the fear employees sometimes have
that an ad hoc audit is a prelude to unwelcome
changes. Brownlie (1996) covers audit process
issues particularly well. Enis and Garfein (1992)
also outline a computerized approach to auditing.

EMPIRICAL EVIDENCE

It is difficult to tell how widespread marketing
audits are, partly because many firms may engage
in elements of an audit (e.g., situation analysis)
without calling the process an ‘“‘audit.” Trade
coverage of audits suggests service applications
are particularly common (see Berry, Conant, and
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Parasuraman, 1991 for good coverage of the
elements of a service audit). Despite a compelling
logic to the process, there is also little evidence
beyond case studies regarding the benefits of
conducting audits. One exception is Taghian
and Shaw (2008), who find a positive correla-
tion between conducting marketing audits and
(self-reported) change in market share and finan-
cial performance.

RELATIONSHIP TO OTHER CONSTRUCTS

The marketing audit is typically seen as one
way of evaluating the health of a firm’s
marketing practices. In this sense, it is strongly
related to broader research on marketing
performance measurement (Bonoma and Clark,
1988), marketing control (Jaworski, 1988),
MARKET ORIENTATION, and the more recent
movement toward marketing accountability and
MARKETING METRICS.
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marketing costs
Mukesh Bhargava

Almost a century ago, Shaw (1912) explored the
problems in distribution focusing on reducing
marketing costs and improving the productivity.
The themes of cutting marketing costs and
increasing efficiency explored in that paper
still resonate today. Marketing costs account
for the largest part of the consumer dollar.
The prefix “cutting” features in most current
articles on marketing costs. Further, a large
number of articles link lack of profitability to
escalating marketing costs. We need to build
the perception that marketing costs produce
value, and should therefore be viewed as
investments in building the assets of a firm (see
MARKET-BASED ASSETS).

MARKETING COSTS AND TACTICS

Most marketing textbooks discuss cost under
a section on Marketing Arithmetic covering
topics such as margins, fixed and variable costs,
and breakeven analysis. Marketing costs are
mentioned, usually qualitatively, while detailing
the marketing mix decisions. Some of the
examples are costs associated with the following:

1. Product quality, packaging, logo and brand
development, and brand extensions.

2. Price decisions covering fixed and variable
costs, breakeven analysis, and the demand
(see DEMAND ELASTICITY).

3. Distribution requiring an analysis of trans-
portation, inventory carrying, distribution
margins, incentives to ‘“push” products
including allowances to trade.

4.  Communication budgets including alloca-
tion by promotion mix and media selection,
and agency compensation (see COMMUNI-
CATIONS BUDGETING).

Most material does not provide any detail
about the amounts as the figures vary by product,
product lifecycle, and country. However, in
some industries such as pharmaceuticals and
healthcare, and government and nonprofit orga-
nizations, marketing costs are often portrayed as
being wasteful (Gagnon and Lexchin, 2008).

MARKETING COSTS AND STRATEGY

Strategically, lower costs provide competitive
advantage. The costs can be lower because of
economies of scale, where the volume provides
a lower unit cost per item. The other methods
of decreasing costs include lowering costs of
production through a learning curve. Addition-
ally, economies of scope also can lead to lower
costs. These include cost advantage in brand
extensions, distribution coverage as well as the
use of marketing knowledge and processes for
new-product development and commercializa-
tion. Cost analysis provides an indication of the
“strategic group”’ that the firm will be competing
against. All of these factors can lead to greater
efficiencies, assuming that the company is doing
“things” right. Unfortunately, while cost-based
metrics help us to improve the marketing effi-
ciency, it is the issues of being effective that
really need to be addressed.

MARKETING COSTS AS INVESTMENTS

In the last decade, there has been a renewed
interest in computing the return on marketing
investments, that is, trace the costs and the
benefits. The presence of better databases
allowed the estimation of cost of new-customer
acquisition and the lifetime value of a customer.
However, generally acceptable practices for
relating costs and results, the foundation to
the application of tools from accounting and
finance, have yet to emerge (Farris ez al., 2006).
(see MARKETING METRICS).

There are numerous complicating factors that
introduce complexity in developing the “true”
returns of marketing investments. Marketing
costs are expensed over a time period, whereas
there is adequate research that shows that the
outcomes (e.g., new customers, creating a brand
name, better relationship with channel members)
lead to an increased cash flow in the future. Other
complicating factors are as follows:

1. Marketing activities are dispersed both
within and outside the functional unit.

2. Manufacturing costs are allocated over
products, whereas the marketing costs
allocation has multiple, conflicting basis
such as products, territories, channels, size
of orders, and even sales force.
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3. The outcomes are influenced by competitive
actions and other exogenous variables over
which the company and the manager do not
have direct control.

4. Thereare numerous alternatives for product
development, pricing, communication, and
distribution, which merge online and offline
tactics.

The analysis of the cost of marketing can
be done at the national, industry, firm, brand,
channel, advertising campaign, package sizes,
and customer levels (Doyle, 1998). Aggregation
of data by time period and level of analysis
often masks vital information necessary for any
meaningful analysis. The crucial problem is that
relevant cost data that companies are willing to
share is extremely limited. As a result, there
is a paucity of academic work on net results
of marketing activities (net margins, cash flow,
etc.).

The silver lining in the appropriate use of
costs and returns as managerial tools in

marketing is the development of fine-grained
data for each customer and product (stock
keeping unit (SKU)) and time periods. Given
these developments, it is possible to conduct
experiments that provide a better measure of
marketing costs and returns.
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marketing channel strategy

Anne T. Coughlan

INTRODUCTION

Marketing channel strategy — one of the “Four
P’s” of the marketing mix (“place,” along with
product, price, and promotion (se¢e MARKETING
MIX)) - comprises the set of decisions made,
and structures created, that help move a manu-
facturer’s product or service from its place of
manufacture to the ultimate end-user. Unlike
the other three “P’s,” it inherently involves
collaboration and interaction among multiple
corporate entities, all in the pursuit of a single
goal: profitable end-user sales. The strength of
partnering with other companies or entities is
the access it affords to partners’ capabilities.
The corresponding challenge is the structuring
and ongoing management of a complex set of
activities, undertaken across corporate borders,
without complete control. This article lays out
the key elements of effective channel design and
channel management.

MARKETING CHANNEL DEFINITION AND
ELEMENTS

A “marketing channel” (also called a “distribution
channel” or “route to market”) is defined as
follows:

A marketing channel is a set of interdepen-
dent organizations involved in the process of
making a product or service available for use or
consumption.!

This definition highlights three concepts
important in managing a marketing channel.
Consider the italicized terms in the definition,
in reverse order.

First, a channel’s very purpose is to make its
product or service available for use or consumption.
This means that the primary focus is always on
end-users and their satisfaction. As a marketing
concept, this hardly seems earth-shattering; after
all, do we not start every analysis with the
consumer or end-user? Sadly, this is often not
the case when managers consider their channel
strategies. For example, a manufacturer selling
to the ultimate end-user through a retailer may
erroneously consider the retailer a “customer.”

In fact, the retailer is not the manufacturer’s
customer, but a partner in jointly serving the
ultimate end-user (who is the true consumer).

An easy way to verify the identity of the
end-user is to ask the question, “Who pays the
channel’s bills?”” Only ultimate end-users inject
fresh money into the channel and thus pay for
all the costs of running the channel, as well as
any profits above and beyond those enjoyed by
all channel members.

Secondly, running a marketing channel is
a process, rather than an ‘“‘event” happening
at the moment of sale. Distribution involves
the cumulative investment of time and effort,
usually by multiple channel members, engaged in
different costly and value-added activities, which
together culminate in a sale. These activities
involve coordination among multiple partners,
communication forward and backward through
the channel, and the participation of payment
facilitators and financing entities in addition to
those partners handling the physical inventory
itself.

Thirdly, keeping a marketing channel runn-
ing well means recognizing and managing the
interdependence of channel partners. Diffe-
rent channel members have responsibility
for different functions and activities in the
marketing channel, and therefore each is
dependent on the good offices of all the other
channel partners. Given this interdependence,
attention must be paid to the possibility of
channel conflicts that could disturb channel
partners’ incentives to continue performing
their assigned roles. Should any such conflicts
arise, the judicious application of levers of
channel power can help to keep conflict from
disrupting the channel’s operation.

This article uses these three elements as
core concepts in describing channel design and
channel management and implementation in
more detail below, after discussing the inher-
ently strategic nature of channel design and
management.

WHY MARKETING CHANNEL DESIGN AND
MANAGEMENT IS STRATEGIC

The design and management of a well-working
marketing channel not only takes considerable
effort and thought, but it affects the productivity
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of the rest of the company’s marketing efforts
as well. An excellent new product idea may
enjoy a certain amount of market potential.
However, unless the product is distributed
appropriately and supported by the efforts of
intermediaries, it may fail miserably in the
marketplace. Conversely, a well-orchestrated
distribution effort can significantly increase
the productivity of marketing investments in
product design.

Further, the design and execution of a
marketing channel is expensive, both at set-up
and as an ongoing concern. One analysis
estimates that transportation costs average 21%
of the cost of goods sold in the United States;
border-related trade barriers add a further
44%; and retail and wholesale distribution costs
average 55% of the landed cost of goods sold in
industrialized countries. These costs combine
to a 170% total estimated trade cost above the
cost of goods sold.> Clearly, managing the costs
of such an effort can have a substantial impact
on the product’s ultimate sales and profitability
in the market.

In addition, developing and running a
marketing channel involves the use of other
agents and/or companies (the designer’s
“channel partners”) to whom the channel
designer allocates important channel responsi-
bilities, yet over whom the channel designer
has limited control. This places the channel
designer at considerable risk, because of the
noncompensatory nature of the channel’s work
elements. In particular, it is typically not
possible to compensate for a channel partner’s
nonperformance of a designated function
by “doing more of”’ another function over
which the channel designer does have control
(imagine trying to compensate for a retailer’s
poor stocking efforts on store shelves by doing
more promotion of the product, or shipping
more frequently!). The successful channel
designer and manager must therefore take
account of this risk and foresee and manage
any emerging problems; this requires a strategic
and long-range focus rather than a tactical,
short-term one.

Once established, marketing channel systems
tend to be very difficult to dismantle or
completely redesign. They involve investments
in relationships with sales forces, distributors,

and retailers; negotiations over shelf space or
promotional considerations; and the develop-
ment and adoption of information technology
systems that allow the partners to communicate
efficiently and quickly. These types of expendi-
tures are not just current costs, but are rightly
viewed as investments by the channel designer,
with a payoff that is enjoyed for many years into
the future (if the relationship is fruitful). The
strategic goal is therefore to “do it right the first
time.”

Because of the positive externalities a well-run
channel confers on other marketing efforts of the
firm, its expense, the risk inherent in partnering
with independent channel members, and the
difficulty of redesigning or abandoning an estab-
lished channel structure; it is therefore clear
that proper channel design and management
has strategic (i.e., long-run and wide-ranging)
importance to the overall marketing strategy of
the firm.

DEMAND-SIDE INSIGHTS FOR MARKETING
CHANNEL DESIGN

The fact that the end-user is the only channel
member who injects money into the channel system
enhances the value of understanding end-user
demands and deciding how (and how inten-
sively) to meet them. End-users demand not only
products, but also a varied set of services from
the channel. In short, it is not only of interest to
a consumer what s/he buys, but also how s/he
buys. The types of channel services demanded by
consumers are sometimes aptly called “service
outputs,” identifying these services as the output
of the work of channel members.

Service outputs vary across different specific
channels and end-users. However, a generic list
of service outputs includes /ot size, spatial conve-
nience, assortment, speed of shopping /acquisition,
and various elements of customer service.

Service outputs are inherently good. For
example, avoiding shopping hassle, or getting a
desired product quickly rather than with a delay,
are attractive aspects of the buying process.
However, not all consumers value a service
output to the same extent. This implies that the
delineation of consumer segments for marketing
channel design is a function of the variations
in consumers’ service output demands. This is
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quite a different concept of segmentation (see
MARKET SEGMENTATION AND TARGETING)
than the one a firm might use when thinking
about physical product design; the fact that
manufacturers send the same product to market
through multiple channels implies that phys-
ical product attributes alone are insufficient to
determine a product’s sales and profit potential.

Thus, even a parity product can be signif-
icantly differentiated through the provision
of carefully chosen service output levels. The
strategic design of the service output bundle to
offer along with the product can create /oyal sales
at a high margin, because the augmentation of
the product with a desired set of service outputs
effectively turns a competitive product into a
highly differentiated product/service bundle.
This is extremely good news for firms selling
established lines of mature products that face
head-to-head product-attribute competition.
Indeed, it is a rare company that can boast more
than one or a few truly innovative, unique,
patent-protected products that face no current
or potential competition. The ability to sell the
usual product array depends on the channel’s
offering of an attractive combination of product
and service outputs.

SUPPLY-SIDE AND EFFICIENCY INSIGHTS FOR
MARKETING CHANNEL DESIGN

It might seem from the above discussion of
service outputs that the channel should seek to
provide all valued service outputs in order to
prosper in a product-competitive marketplace.
Unfortunately, this is not a generally feasible
strategy, because of the cost of delivering
intensive service output levels. Thus, while a
demand-focused approach to marketing channel
strategy is critical in developing consumer
satisfaction, a complete profit-maximizing strat-
egy requires controlling the cost side of the
channel as well.

More generally, setting up a marketing
channel structure involves addressing the follo-
wing issues:

e decide what “work” must be done in the
channel to generate targeted end-users’
desired service outputs;
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e choose channel intermediaries that can reach
targeted end-users;

e split the “work™ of the channel amongst
the chosen channel partners for maximum
efficiency (i.e., minimum cost);

e create a reward system that awards adequate
compensation for channel members’ work.

Decide what  “work” must be done in the
channel.  The “work” of the channel includes
performance of a set of channel flows, which
are costly functions that must be done in a
marketing channel in order to move the product
(or service) from the hands of the manufacturer
into those of the end-user. A generic list
of channel flows includes physical possession,
ownership, promotion, negotiation, financing,
risking, ordering, and payment.*

Channel flows are costly; they can be done by
Just omne, or by more than one, channel member;
and they are done in order to produce desired
service outputs. Because of the tension between
the value of generating service outputs and
the cost of doing so, it is worthwhile to weed
out costly but non-value-added functions. One
manager of a multinational company, sent to
the South American marketplace with a mission
of managing distribution costs, found that the
company could remove inventory from over half
of its stocking distributors in the multicountry
region without compromising speed of delivery
or product availability. An added benefit was
the greater freshness of the product, which was
subject to quality degradation over a period of
months sitting in inventory. In such cases as
this, careful monitoring and control of waste in
the performance of channel flows can not only
reduce costs, but can in some cases also actually
increase quality and service provision.

In a specific channel application, the channel
manager is urged to customize the generic list of
channel flows so that their names and descrip-
tions fit the market concerned. For example,
physical possession and ownership may be fruit-
fully combined into one flow called inventory
holding if the holder of product is commonly also
its owner. On the other hand, it frequently makes
sense to split up the promotion flow into multiple
separate flows, such as sales force costs, adver-
tising, sales promotions, and trade show expenses.
Yet other flows, such as risking, may be renamed
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to apply more directly to the business at hand,
the cost of risking can be monetized by finding
out the cost of an insurance policy to cover a
negative outcome in the business, for example.
If such is the case, insurance may be a better term
than risking for that business.

Because distribution is so costly, it behooves
the channel manager to try to audit the channel
in order to understand channel cost levels, who
bears them, and how to improve their manage-
ment. It is often best to examine the accounting
and financial systems of channel partners in
order to see at what level channel costs can be
measured.

When establishing a new channel structure
or expanding an existing one, the channel
designer must figure out what levels of channel
functions need to be done in order to meet
target end-users’ demands for service outputs.
For example, an arts and crafts retailer like
Michaels in North America may first recognize
that its “casual crafter” consumer segment
wants quick availability of a wide range of arts
and crafts products, along with project ideas
and information on needed supplies and the
appropriateness of the suggested project for
various age and skill groups. These demands
imply a high value for quick delivery (i.e., low
out-of-stock levels), assortment and variety, and
customer service and education. When Michaels
wanted to grow its store network significantly in
the 1990s and 2000s, the company realized that
these service output demands translated into the
need to manage the distribution channel from its
suppliers, through its distribution centers, down
to its retail stores, to improve the channel’s
performance on movement, storage, tracking,
merchandising, and replenishment of product.”
This recognition spurred a multiyear effort on
the supply-side of the channel; such initiatives
are substantial both in time and money costs.
However, without such an effort, significant
system growth would be impossible.

Choose channel intermediaries that can reach
targeted end-users. Once the channel designer
understands the work that needs to be done
to generate desired service output levels, the
structure of the channel must be determined.
Channel structure specifies:

e the /ypes of intermediaries to be used; and
o the specific identity of each intermediary with
whom to partner.

There are many types of intermediaries from
which to choose. For example, retailers may
be bricks-and-mortar or online (or both); large
and multistore or small and mom-and-pop in
scope; organized as a franchise business; or
broad-line or specialty stores. The manufac-
turer may use an independent distributor, a
value-added reseller, an independent sales repre-
sentative firm, or a sales broker to help sell its
products to downstream buyers. Franchisees,
direct selling individual resellers, or multilevel
marketing distributor/resellers are alternatives
to a standard retailer.

Similarly, once the manufacturer decides
what types of intermediaries will be the best
partners, it is also necessary to pick the specific
partner(s) of each type. For example, when
Jenny Craig weight-loss centers decided to
augment its client service by offering to send
weekly food shipments to them (rather than
requiring them to stop in at Jenny Craig retail
centers each week to pick up their food), it
knew that it needed a third-party delivery
partner (thus settling on the zype of channel
intermediary to use). Jenny Craig chose Federal
Express as the shipper for its “Jenny Direct”
program® - perhaps in a nod to FedEx’s
reputation for reliability and quick delivery, key
service outputs for a consumer who is replacing
all of their regular meals with Jenny Craig food.

More generally, in choosing both the zype
and the specific identity of its channel partners,
a manufacturer generally takes into account the
following factors:

e Market coverage (will the potential channel
partner help me reach my target end-user
segments?)

e Partnership potential and commonality of
interest (will the potential channel partner
benefit, as I will, from a strong effort to
satisfy the target end-user segment?)

e (apability (can the potential channel partner
perform the designated channel flows and
functions using the right technology and
with sufficient skill?).
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Split the “work” of the channel amongst the
chosen channel partners.  With an identified
set of channel partners, the channel designer
must next decide what elements of the channel
workload are to be allocated to which channel
member(s). Some channel functions, such as
inventory holding, may be performed serially
by multiple channel members. Other channel
functions, such as promotion or negotiation,
could conceivably be focused in the hands of
just one channel member. The goal in allocating
the work of the channel is to control the total
cost of running channel operations, because any
unnecessary cost is lost profit to the channel
as a whole. Another consideration (discussed
further in the section below on channel conflict)
is the safeguarding of the channel against the
possibility that a channel partner shirks in its
performance of channel workflow.

Create a reward system that causes channel members
to earn adequate compensation for the work they
do. A well-designed and implemented channel
creates gross margins (revenue minus cost of
goods sold) high enough to cover all channel
costs, and to generate profit to each channel
member. In order to preserve the incentives
of each channel member to continue to do
its allotted work and thus perpetuate good
channel outcomes, adequate compensation must
be awarded. The channel designer can use
discounts off list price; functional discounts;
spiffs; sales contests; and many other reward
mechanisms to directly or indirectly influence
the performance of appropriate channel effort.”
A detailed analysis of incentive creation in the
channel is beyond the scope of this discussion,
but in general, good incentives are ones that:

reward the desired behavior;
can be recognized by the recipient as tied to
the performance of the desired behavior;

e are of sufficiently high value to make it
worthwhile to engage in the desired behavior.

Summary of supply-side and efficiency insights for
marketing channel design. ~ Note that in order to
follow these supply-side suggestions for channel
design, the channel designer ideally knomws what
work is in fact done by which channel members,
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and how much this work costs. In the real
world, this can be a rather aggressive assump-
tion, with neither of these dimensions generally
well-known to all participants. However, it may
still be possible to eszimate the costs borne by
channel partners, particularly in channel flows
for which the channel captain bears a similar
cost. For instance, a manufacturer may employ
salespeople and thus have an idea of how much it
costs its distributor to field a sales force; a channel
partner’s warehousing and trucking costs simi-
larly may be estimated by a manufacturer’s own
costs in this area.

Ultimately, this suggests the value of
developing metrics for the measurement of
marketing channel activity and cost levels in
order to manage channel costs, communicate the
true cost of running the channel to stakeholders,
and provide suitably motivational rewards to
channel partners.

MARKETING CHANNEL CONFLICT AS A
BARRIER TO EFFECTIVE CHANNEL
MANAGEMENT

Let us suppose that a well-designed channel
structure has in fact been put in place, based
on the analyses suggested above on the demand-
and supply-sides. Alternatively, we can suppose
that a preexisting channel has been analyzed
and appropriate incremental changes have been
made to close as many gaps on the demand-
and supply-sides as possible. Can the channel
designer now rest on his/her laurels as the
channel seamlessly rolls along in the market-
place?

Unfortunately, the answer is probably no.
Persistent channel conflict problems beset most
channels, even very well-designed ones.?
Channel conflict is characterized by one channel
member’s behavior which is in opposition to
the desires of another channel member, so that
the channel members are acting adversarially,
rather than cooperatively, vis-a-vis one another.
Three general types of channel conflicts are
goal, domain, and perceptual (or perception of
reality) conflict.

Goal conflict. 'Two channel members experi-
ence goal conflict when their objectives or time
horizons are incompatible. This form of conflict
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is ubiquitous in marketing channels, because of
the very fact that channel partners are chosen
for their different capabilities — not because they
are clones of the channel designer. Although
all channel partners may well be interested in
the same higher-level goal, such as profit maxi-
mization, the actions that increase one channel
member’s profit do not always increase the profit
of all channel members. For example, in a fran-
chise channel, investments by the franchisee in
better service, more personnel, training, cleanli-
ness, etc. offer benefits to both the franchisee and
the franchisor, because the resulting increased
sales engender royalty payments to the fran-
chisor as well as net income to the franchisee.
However, the franchisee must bear all of these
costs itself. Thus, the franchisee does not inter-
nalize the full benefits of these investments, and
as a result, its goal of maximizing its bottom-line
income (which includes those costs) will lead
it to spend less on such investments than the
franchisor would prefer.

Domain conflict.  Domain conflicts refer to
disagreements between channel members over
either the responsibilities of, or the rights from,
running the channel. Responsibilities include
the performance of costly (but value-added)
channel flows, and/or the adoption of appro-
priate technologies for getting the work of the
channel done. Rights from running the channel
include any direct or indirect financial benefits
from participating in the channel. For example,
a manufacturer selling B2B products to business
customer end-users may use an independent
distributor to reach its smaller customers, but
reserve larger customers for its in-house sales
force (see SALES FORCE STRATEGY). If the
distributor invests in good faith in growing a
customer relationship, and eventually succeeds
in generating high sales from that customer,
its “reward” may perversely be the removal
of that customer from the distributor’s control
and reallocation of the customer account to an
in-house salesperson. In this all-too-common
example, the distributor exerts costly sales and
support effort to build the customer account
(i.e., takes responsibility), and as a result likely
perceives a certain r7ight to the profits from sales
to that account. When the account is taken
away, the distributor therefore experiences a

domain conflict with the manufacturer, due to
the distributor’s belief that this customer was
and remains part of the distributor’s domain,
while the manufacturer believes the customer
rightfully belongs to the in-house salesperson.

Perceptual conflict.  Perceptual conflicts betw-
een channel members occur when they view
the same marketplace or set of market stimuli,
but perceive them differently. Such conflicts are
actually quite common; they can arise when a
distributor or retailer has direct contact with
end-users and therefore a deep understanding
of what end-users want, while the manufac-
turer may not communicate with them directly.
Another common source of perceptual conflict
is a difference in norms or culture; what one
country’s manufacturer views as normal busi-
ness practices (e.g., working late in the evenings
or on weekends) may be viewed as unaccept-
able in some other countries or cultures. These
perceptual differences can lead to conflicts over
what constitutes adequate in-market sales effort
or what promotional tools are the most effective.

Perceptual conflict is particularly insidious,
because by its very nature, it is so hard to detect.
The natural tendency is to assume that others
see the world the same way that you do, so it
can be very hard to recognize that a difference
in perception is the root cause of conflict in the
channel. If a conflict is not even recognized,
there is little chance it will be resolved, much
less, anticipated and prevented. Once perceptual
conflict is recognized, it has often festered for so
long that it is then difficult to deal with.

When any of these conflict sources is strong
enough, the entire functioning of the channel
may be in jeopardy, because different channel
members specialize in the performance of
certain subsets of channel functions and flows. A
disgruntled channel member who shirks in the
performance of its designated channel functions
can therefore generate suboptimal service
output provision and consumer satisfaction.

While some degree of conflict is to be
expected even in a well-working channel,
destructive conflict is to be avoided and, if
possible, anticipated and prevented before it
blossoms. For example, when John Deere began
offering lawn tractors through Home Depot —
even though it had historically always partnered
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with its independent dealer network as its sole
route to market — Deere management antici-
pated the possibility of serious domain conflict,
because of the possibility of cannibalization (see
CANNIBALISM) of dealer sales. To minimize
this, Deere only offered entry-level products
through Home Depot, while offering the full
line through its dealers; as well, Deere dealers
became the post-sale service provider for all
Home Depot sales, thus offering a revenue
stream even on units the dealer itself had not
sold, as well as opening an opportunity to up-sell
these consumers on accessories and, ultimately,
their next lawn tractor. Dealers learned in this
process that Home Depot sales did not just
cannibalize their sales, but actually expanded
the market, attracting new buyers who might
never have visited a Deere dealership. Thus,
even though adding another route to market is
almost always a recipe for increased channel
conflict, John Deere’s actions prevented the
conflict from escalating out of control. Indeed,
the addition of the new channel in fact made the
legacy channel members — Deere’s independent
dealers - actually better off than before the
channel expansion.

In an example like this, the prevention of
serious channel conflict involves not only an
alert focus on channel partners’ attitudes, but
also an awareness of the tools available to the
channel designer to combat emergent conflict
situations. These tools are elements of channel
influence or channel power, discussed in the next
section.

MARKETING CHANNEL POWER AS A TOOL OF
CONFLICT MANAGEMENT

When a channel member uses threats, mone-
tary or nonmonetary rewards, contractual terms,
education and expertise, or the value of the
brand itself, to align the interests of its partners
with its own, that channel member is acting as
a channel captain and using sources of channel
power. Channel power is defined as the ability to
induce another channel member to take an action
which that channel member would not othermwise
have done.’

One conceptualization of power posits that
channel member A’s power over channel
member B is greater, (a) the greater is the uzility
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that A can offer to B, and (b) the scarcer is
the source of A’s utility to B.'" The concept
of scarcity is straightforward: the more A is
like a monopolist, the more leverage A can
exert over B. For instance, when establishing
distribution in a foreign country, it is quite
possible that there is only one distributor
a manufacturer could use; this distributor
wields considerable scarcity power. Meanwhile,
the concept of utility simply means that A
can offer B something that B values. This
“something” could be market access, increased
sales, technical expertise, or association with a
valued brand-name partner. Further, these two
fundamental power sources are complementary
inputs to A’s total power over B, so that each
one enhances the incremental value of the other.
A corollary of this is that without at least a
modicum of one source of power, the value of
the other power source is very low (e.g., with
many rivals [i.e., low scarcity], a high level of
utility does not afford A a high overall power
position; analogously, if A’s offer is not of high
utility to B, it hardly matters if A is scarce or
not).

While this notion of power arising from
scarcity and utility is intuitively very appealing,
it does not identify a specific typology of utility
power sources. Another reference suggests five
sources of power that can be thought of as
elements of utility power: coercive, reward, exper-
tise, legitimate, and referent.! Coercive power
is the threat that a benefit will be withheld
unless a channel partner behaves as the powerful
channel member requests. Reward power, in
some sense the converse of coercive power, is the
offer of a valued benefit if the channel partner
does behave as the powerful channel member
requests. Expertise power is the ability to share
valued knowledge with a channel partner; legit-
imate power is the perceived right that one
channel partner has to influence another; and
referent power is the ability to influence another
channel member who wants to “identify with”
the powerful channel member. By specifying Zow
the powerful channel member offers utility to
the dependent channel member, this framework
identifies what type of influence one channel
member has over others.

Importantly, these power sources describe the
potential of a channel member to exert influence
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over another; they do not require the actual
exercise of that power. Also of importance is the
fact that all channel members wield some power;
by contrast, if a channel member had literally no
power sources at all; it would exit the channel
relationship because it could command no profit
from the venture. Additionally, while one can
audit a channel to evaluate current power posi-
tions of each channel member, a company can
also make strategic investments in one or several
power sources in order to develop its influence
over time in its channel relationships. Examples
of the accretion of power over time through such
strategic investments are the accumulated brand
equity (referent power) and operational expertise
(expertise power) of franchisor McDonald’s, or
the reward power inherent in the size of a channel
partner like Walmart.

In sum, channel power should be viewed as
a strategic resource of the firm and investments in
channel power should be made judiciously with
a view toward the development of scarce sources
of leverage.

Power can be abused as well as constructively
used. In the short run, the use of channel power
to improve one’s own share of channel profits,
to the detriment of other members’ profits, may
be successful. However, in the long run, this
strategy can backfire for at least two reasons.
One is that an overly greedy, coercive channel
member may literally bankrupt other channel
partners and cause them to leave the channel; this
leaves the channel with some functions uncov-
ered, which previously were done — essentially at
subsidized levels — by the now-defunct channel
partner. Ultimately these channel flows will have
to be done by some other channel member, who
is not likely to agree to subsidize their perfor-
mance as the earlier channel member did. The
other reason an abusive power-wielding strategy
can backfire is that eventually, competitors will
emerge with whom the “abused” channel part-
ners will be more than happy to partner instead.
Eventually, the abusive channel member will
find itself without partners, both because its
former partners desert it and because its reputa-
tion will precede it and make it difficult to form
new relationships.

In sum, channel power is the overall term for
a set of tools that give a channel member leverage
over the actions of other channel members. In

a constructive, well-working channel, power is
either latent, or is exercised judiciously to further
the channel’s goals. In those situations of great
power imbalance, the dominant channel member
may take advantage of weaker ones in the short
run, although in the longer run, such a channel
structure is unstable.

CONCLUSION

Channel design and management is an important
strategic focus of a successful market-focused
company. It involves long-term attention to the
demands of end-users not only for the firm’s
products, but also for the services the channel
can offer; the necessity to manage the significant
costs that distribution inflicts on the company,
through judicious allocation of responsibility
for channel flow performance to the chosen
members of the channel; and the ability to
maintain channel partners’ positive incentives
and motivations to execute on the specified
channel design. These are formidable tasks for
any channel designer or manager. However, the
upside potential is great, precisely because the
challenge is itself great; those who succeed are
rewarded with long-standing and loyal relation-
ships with both channel partners and end-user
consumers and customers.

ENDNOTES

' Coughlan, Anne T. ez al. (2006), p. 2; italics
added.

2 Anderson and van Wincoop (2004), p. 691-692.
Their definition of “trade cost” includes “all
costs incurred in getting a good to a final user
other than the marginal cost of producing the
good itself: transportation costs (both freight
and time costs), policy barriers (tariffs and
nontariff barriers), information costs, contract
enforcement costs, costs associated with the
use of different currencies, legal and regulatory
costs, and local distribution costs (wholesale and
retail).” The combined effect the authors calcu-
lateis [(1.21 x 1.44 x 1.55) — 1] = 1.7,0ra 170
percent increase above production costs. Note
that these estimates omit channel promotional
costs, which would further increase the total
cost estimate.
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3See Chapter 2 of Coughlan ez al. (2006) for a
thorough discussion of service output demands.
*See Chapter 3 of Coughlan ez al. (2006) for a
detailed discussion of the eight generic channel
flows.

>See Coughlan (2004) “Michaels Craft Stores:
Integrated Channel Management and Vendor-
Retailer Relations,” Kellogg School of Manage-
ment Case Series no. KEL(036.

0See www.jennycraig.com for details on the
“Jenny Direct” program.

7 See Caldieraro and Coughlan (2007) for an anal-
ysis of the uses of spiffs in marketing channels;
Caldieraro and Coughlan (2009) for a discus-
sion of sales contests; and Chapter 11 of Nagle
and Hogan (2006) for a discussion of some of
the other reward structures mentioned here.
Chapter 10 of Coughlan ez al. (2006) provides
legal insights into the use of various pricing
and reward policies in a channel management
context.

8 See Chapter 7 of Coughlan ez al. (2006) for a
detailed discussion of sources of channel conflict.

?See Chapter 6 of Coughlan ez al. (2006) for a
detailed discussion of channel power.

10This notion of power is adapted to the channel
context from Emerson (1962).

1 French and Raven (1959).

marketing channel strategy 9
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marketing metrics

Donald R. Lehmann and Dominique M.
Hanssens

INTRODUCTION

Marketing metrics are the measurements
(typically quantitative) used to assess marketing
effort and performance. These fall into three
broad categories: capabilities, inputs, and
outputs. Capabilities are the strength and
resources possessed by an organization. Inputs
refer to the effort and budget put into various
marketing activities. Outputs refer to the
impact of those activities at the customer,
product-market, and financial-market levels.

Because marketing encompasses a broad spec-
trum of activities and capabilities, there is no
such thing as “the” marketing metric. Rather, a
variety of related measures are available to assess
marketing capabilities, marketing inputs (activi-
ties), and marketing-sensitive outputs. Further,
metrics have different purposes (e.g., descriptive
vs. diagnostic vs. evaluative) and time frames
(e.g., short- vs. long-run).

One convenient way to organize marketing
metrics is in a five-component hierarchy
(Figure 1). The first component is the set of
capabilities available. The second component is
what marketing does (i.e., marketing inputs).
The other three components relate to the impact
of marketing at the individual (customer),
product-market (aggregate customer), and
financial-market levels. The hierarchy implies
that marketing activities are partially determined
by capabilities and influence individuals who,
in aggregate, determine product-market results
(e.g., sales revenue or market share), which,
in turn, drive financial results (including stock
price).

Here we first discuss the different types
of measurement that are used. We then
describe the different levels of measurement.
Next we present evidence of how the levels
link together, with particular emphasis on
the link of marketing activities to aggregate
product-market and financial-market results.
Here we use the term products to refer to either
physical goods (e.g., an automobile) or services
(e.g., an automobile insurance policy).

Marketing capabilities

l

Marketing activities (inputs)

l

Individual (customer) level attitudes and behaviors

|

(Aggregate) product-market outcomes

|

Financial results (performance)

|

Expectations of future performance (valuation)

Figure 1 A simplified view of marketing metrics.

TYPES OF MEASUREMENT

The term metric implies something can be
measured, often quantitatively. Many types of
measures are available, but most can be described
on two dimensions: whether the measure is direct
or indirect and whether it is hard (factual) or
Judgmental. For a concept such as sales revenue,
a hard direct measure is available in company
records, often as reported in annual reports,
10-Ks or 10-Qs. For more subjective concepts
such as attitude (e.g., what customers think), a
direct judgment measure is generally required.
However, physiological measures may be utilized
as well, including most recently fMRI measures
designed to determine which regions of the brain
have been activated.

In general, judgments involve survey data,
such as customer ratings, hopefully based on
sufficiently large and representative samples.
Sometimes customer judgments are estimated
or guessed by a firm insider (e.g., a manager
or a researcher) or by an external research
supplier. This practice is perilous, because indi-
vidual human judgment is known to be subject
to biases.

For some concepts, direct measurement may
be either impossible to obtain or unavailable.
In these cases, indirect measures are required.
Indirect measures come in two types: formative
and reflexive. Formative measures assess either

Wiley International Encyclopedia of Marketing, edited by Jagdish N. Sheth and Naresh K. Malhotra.
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Direct

Formative

Reflexive

Hard Concept: sales

Measure: units sold

Concept: customer lifetime
value

Measure: acquisition and
retention rate

Concept: printer quality

Measure: performance data
on resolution, repair record,
noise level

Internal judgment | Concept: market potential

Measure: manager’s assessment

Concept: salesforce quality
Measure: salesperson
performance ratings on
timeliness, product
knowledge, and customer
friendliness

Concept: advertisement quality
Measure: manager’s assessment
of ad likeability clarity, and
presentation

External judgment| Concept: brand equity
Measure: customer ratings

of competing brands

Concept: competitive effort
Measure: analysts’
estimates of planned
spending

Concept: software quality
Measure: third party rating

of software reliability, easy of
use, and range of application

Figure 2 Types of metrics with examples.

(1) determinants or (ii) components of a concept.
For example, quantitative and language skills
are combined to “form” SAT scores to
gauge a student’s preparedness for college.
Similarly, reflexive multiple questions about a
brand (e.g., good-bad, necessary—unnecessary,
desirable-undesirable) are used to “reflect” a
consumer’s attitude. By averaging the responses,
a fairly accurate assessment of overall attitude
toward the brand emerges. This assessment
averages out slight differences in response to the
separate questions as well as random error.

Overall, a direct, hard, and accurate (i.e.,
unbiased and with low random error included)
metric is preferable. When one is not available,
which other type of measure to use depends
on a combination of availability, cost, and likely
accuracy. Figure 2 provides a typology of the
different types of measures available. Keeping
these distinctions in mind, we now turn to a
systematic discussion of the different levels of
metrics in marketing.

MARKETING CAPABILITIES

What a firm does and how well it does it are
largely a function of what (cap)abilities it has.
The broadest capability is the firm’s ability to
relate to the outside world in general, and in
particular to customers, that is, the firm’s market
orientation.

Market orientation has been defined in several
different ways. Basically, it is the ability of a

firm to (i) gather information on the outside
environment in general and customers in partic-
ular; (ii) interpret, analyze, and understand the
information, (iii) communicate the information
throughout the organization; and (iv) make deci-
sions based on the information and insights
gleaned.

Other marketing capabilities relate to the
ability of marketing to work with outside
constituencies. This includes relations with

1. top management

2. other business functions such as R&D and
sales (i.e., interfunctional coordination)

3. suppliers

4. channels

5. government

In addition, a number of capabilities relate
to specific skills in the marketing organization,
including the ability to

1. assess markets and research customer pref-
erences

2. design and develop new products
3. price and market these products
4. advertise and promote

5. distribute

6. service

Some of these capabilities are readily assessed
by simple quantitative measures, while others
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are more qualitative and multidimensional in
nature. As a result, we need to resort to different
types of measurement to adequately represent
the entire range of marketing capabilities. We
discuss these different types first.

INPUT MEASURES

Input measures describe the effort put into
marketing. To an important extent, marketing
activities depend on marketing capabilities.
These include specific abilities, for example, the
ability to create new products, which is related
to within-organization knowledge, experience,
and access to external resources (e.g., through
partnerships and collaborations). They also
include broader organizational capabilities such
as market orientation (generally considered to
be the ability and effectiveness of a company in
gathering information about and understanding
customers, analyzing customer information and
insights, and acting effectively on the analyzed
information). Marketing capabilities develop
over time as an organization “learns” through
experience. While capabilities are critical inputs
into decisions about marketing activities (also
known as programs, tactics), here we focus on the
activities themselves.

Product development.  In addition to the overall
R&D budget, which zypes of products and which
technologies or design approaches (e.g., open
source, collaborative development) are followed
are key inputs.

Product quality. Products are often described
by their attributes, which are relevant insofar
as they provide tangible or intangible customer
benefits. In some cases product quality is assessed
externally, for example, by third-party compar-
ative product reviews.

Service.  Service policies (e.g., free returns,
customer ‘‘loaners”) are relevant inputs, as are
hiring and training policies for customer-facing
personnel.

Pricing.  Pricing schedules, discounts for quantity
purchases, and price-matching guarantees are key
pricing decisions and marketing inputs. In the
services sector, prices are increasingly expressed
as “all-you-can-eat” subscription prices, notably
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in telecommunications and software. Also
popular are two (or more) part tariffs which
consist of a base fee and an incremental per
use/product charge when use or purchases
exceed a given threshold.

Channels.  In addition to the overall budget for
channels, kow it is allocated to various forms of
chanmel support (e.g., returns policies, cooperative
advertising) is also a relevant input metric.

Personal selling. In addition to sales force
budgets, which obviously impact the number of
sales calls made, compensation schemes (e.g., salary
vs. commission) and hiring, training, and support
programs are critical inputs (although often
controlled by a separate department within the
firm).

Advertising and promotion. As for all activi-
ties, overall budget is a key input metric. How
the budget is allocated is also critical. This is
captured in the media and promotional plans (often
represented in the form of “calendars”). Media
include traditional customer touch points such as
print, outdoor, direct mail, radioand TV, and the
newer, interactive media such as Internet search,
Internet display, and digital social networks. It
also includes qualitative aspects such as copy
strategy. Finally, some companies include public
relations and corporate sponsorship efforts under
advertising and promotion.

OuTPUT MEASURES: ACTIVITY BASED

How current and potential customers (some-
times called prospects) respond to marketing
activities is the first, and critical, indication
of the effectiveness of marketing activities.
Different activities have different initial impacts
and hence measures of effectiveness. For
example, for channels, how many channels carry
the product (often assessed in packaged goods
as percent ACV, the percent of all commodity
volume sold by outlets that carry the firm’s
product(s)) is a basic measure. In addition,
the (retail) support they give the product (e.g.,
featured in ads, displayed prominently, given
multiple shelf facings, restocked regularly)
is the result of both company efforts and
customer demand. For a company with multiple
stores (or franchisees), both the number of
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stores and the sales and margin per store (also
known as same-store sales) are critical metrics,
since their product is total sales and margin
respectively.

A more complete list of metrics reflecting the
direct result of marketing activities appears in
Table 1. Several of these results are of an inter-
mediate nature, that is, they serve the purpose of
assessing direct impact, but are not end goals in
and of themselves. The link between interme-
diate metrics and overall business and financial
performance is discussed later in the article.

OUTPUT MEASURES: FINAL
CUSTOMERS/ USERS

Because customers are critical to the market
system, we discuss metrics related to them in
more detail. Customer metrics can be described
in a five-level hierarchy:

1. Awareness: The most basic level is aware-
ness, that is, knowing that a product or
brand exists and what it does or is used for.
Both unaided (e.g., “which auto insurance
providers have you heard of?”’) and aided
(e.g., “which of the following auto insur-
ance providers have you heard of?”) recall
are used to measure awareness. Knowledge
about basic features is also a critical metric.

2. Associations: At least two categories of asso-
ciations with a product (or brand) exist.
The first is more factual and relates to
product performance (e.g., the car handles
well, gets good gas mileage, is easy to
repair). The second is more psychological
and image based and relates to design (e.g.,
the car is stylish), users (e.g., the car is for
twenty-somethings), or emotions (e.g., the
car confers status), as well as personality
(e.g., the car is “macho”).

3. Attitude/ Preference: This level of metric
assesses whether customers /ike the product,
often measured on 0-100 scales or constant
sum scales where points are divided among
alternatives to reflect relative preference.
Related measures are intention to buy and
willingness to pay (WTP: the amount the
customer is willing to pay for the product).

4. Awntachment: Loyalty (or in the extreme,
addiction) to a product is a key to repeat

business, and hence future profits. The extra
amount one is willing to pay for a particular
alternative is one measure of loyalty, as is
the repeat purchase rate (typically used in
consumer goods businesses) and ke retention
rate (typically used in service businesses).

5. Activity: Customer word of mouth has
long been an important manifestation of
feelings toward a brand. This type of
activity is also manifested in membership in
product/brand groups (e.g., brand commu-
nities on the Web). Monitoring positive
and negative comments is one way to keep
track of this. A popular but controversial
measure of activity is the net-promoter score,
the number of people who would strongly
and positively recommend a product or
brand minus the number who would give a
strong negative recommendation.

In addition to the metrics already discussed,
four others are particularly important. While the
first one is widely known (who has not been
asked to fill out a satisfaction survey?), the others
are also worth monitoring.

1. Satisfaction: Both transaction satisfaction
(customer satisfaction with a particular
transaction) and cumulative satisfaction are
critical metrics. Event (transaction) satis-
faction builds overall satisfaction, attitude,
and intention to repurchase. Satisfaction
depends on both the actual performance of
a product and how well that performance
compares to the customer’s expectations of
performance, the so-called “gap.”

2. Consideration: A key metric is whether a
customer is willing to consider purchasing
a product or brand either actively (e.g.,
“what brands of tennis racquet would you
consider purchasing?”) or as a substitute
(e.g., ““if your favorite brand of paper
towels—say, Bounty-were out of stock,
would you consider buying Scott towels?”
or “if Scott were on sale and Bounty was
not, would you buy Scott?”). Interestingly,
whether your brand is in a consideration set
and how many other alternatives are in it
as well gives an approximate prediction of
market share as 1 (if your brand is in the set)
divided by the total number of brands in the
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Table 1 Specific marketing activity metrics.
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Activity Input Measures Output Measures

Advertising Media plan Awareness

— Copy Attitude toward the ad

— — Attitude toward the product

— — Perceptions of the product

- — Reach (% who were exposed)

— — Frequency (average number of times
people see the advertisement)

— — Cost per thousand (CPM)

Channels Targeted outlets % stores carrying

— — Retail support (features, displays)

Internet Website design Visits

— Capacity Pageviews

— — Click-throughs

— — Sales

— — Orders

Pricing Base price Price paid

— Price schedule Price premium

— Price discounts —

Promotions Deal timing Sales (percent) bought on deal

Product development

Sales force

Depth of discount
Method of distribution
Technology focus
Product focus

Time spent

Allocation of effort
Compensation method
Training

Incremental sales

Net profit: short run

Sales

% sales from new products
Orders taken

Sales

Sales versus quota

Service Returns policy Service satisfaction
— Service center resources Time to service
Overall strategy Targeting Sales
— Positioning Share
— — Profit/Margin
set. For example, if there are four brands As” (awareness, association, attitude,

in the set including yours, the probability a attachment, activity) discussed previously.
person will choose your brand is about 1/4.

3. Confidence: While attitude measures gener-
ally focus on a single estimate of how well
a customer likes a product, how strongly
they hold their opinions (i.e., their level
of certainty) is also relevant, and correlates
highly with actual choice.

4. Brand value/equity: Several commercial
“mind-set” measures of the value of a
brand to consumers are available. Most While metrics that assess customer attitudes
of their content is captured by the “5 provide primarily diagnostic information (i.e.,

These final customer metrics are also inter-
mediate output measures. For example, good
service may enhance customer satisfaction, but
this satisfaction in and of itself does not add
value to the company. It needs to be translated
to a metric of business or financial performance.

PRODUCT-MARKET METRICS
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why people do, or do not, buy a product),
product-market measures effectively are eval-
uative (i.e., tell us overall how we are doing).
Note that the metrics used to evaluate specific
marketing activities include many such product-
market-level measures.

Individual (customer)-level product-market metr-
ics. For decades people in direct market-
ing have used their databases to assess their
business performance with individual customers
and prospects. Traditionally, they have followed
an RFM approach: How recently a customer has
made a purchase, how frequently they purchase
(e.g., six times a year), and what the monetary
value of their purchases is. The more recent
and frequent the purchase and the greater the
monetary value (preferably measured by margin
rather than revenue), the more valuable is the
customer. Effective marketing activities should
increase at least one of these metrics.

More recently, the focus has shifted to
assessing the value of a customer over his or
her lifetime, also known as customer lifetime
value (CLV’). A current customer’s future
CLV is basically the total expected value of
the net revenue (i.e., margin) received from
a customer over his or her lifetime. In the
special case, where the margin and retention
rates are constant, a customer’s CLV is

CLV =Y mr! (1%1)[ = mﬁ In this form-
=1

ula, ris the retention rate, that is, the probability
that a customer in period 7-1 remains a
customer in period #, m is the marginal profit
in a period from transactions with the customer,
and 7 is the discount rate (typically 10-12%).
Analyzing CLV at the individual customer level
requires transaction records, something direct
marketers (using mail, phone, internet) typically
have available.

QOverall (aggregate) product-market-level metr-
ics.  Overall performance is most typically
measured in terms of sales, share, or profits/
margin. Table 2 provides a list of common
product-market metrics. The first group of
aggregate metrics (sales, share, etc.) basically
assesses sales and sales revenue (i.e., top-line
measures), and are often contrasted with
planned and/or expected results.

Table 2 Product-market-level output
measures.

Individual-Customer Level:
Recency

Frequency

Monetary value

Retention

Margin

Customer lifetime value (CLV)
Aggregate Market Level:
Sales (unit, dollar)

Share

Share of wallet
Penetration/% buying
Price

Margin

Price sensitivity (elasticity)
Marketing sensitivity (elasticity)
Aggregate customer-based
Repeat rate

Retention rate

Margin per customer
Customer acquisition
Customer equity

Brand

Price premium

Volume premium

Revenue premium

New product introductions
T'rial or adoption rate
Repeat rate

Volume

Growth pattern

The second group of metrics focus on the
customer level. In aggregate, there are only three
ways to increase revenue:

1. increase the retention rate of existing
customers,

2. increase the margin (via up-selling or
cross-selling) per customer, or

3. acquire new customers.

Both absolute values and relative values
vis-a-vis competitors are worth monitoring.
As an example, if two competing software
providers A (the market leader) and B (a smaller
player) are equally successful in acquiring new
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customers, but B retains a higher fraction of
its existing subscribers, then B will eventually
overtake A.

If we take the sum of a firm’s customers’
individual CLVs, we obtain an important
aggregate performance metric called customer
equity; see Gupta and Lehmann (2005) for a
detailed coverage. Like CLV, customer equity
is a forward-looking metric that emphasizes
long-term profitability as opposed to mere size.
For example, a firm with a larger market share
may have a smaller customer equity because
its customers are not as profitable as those of a
smaller competitor. Customer equity is related
to a firm’s stock price, as is discussed later in the
article.

The final group of metrics assesses the relative
performance of a brand. A brand with posi-
tive equity (i.e., one which is liked) can take
advantage of this equity by virtue of a price
premium (they can charge more than a generic
competitor) or by virtue of extra sales (they have
higher demand than the generic competitor).
By combining these two sources of competitive
advantage, we may compute the brand’s revenue
premium (the extra revenue a brand receives vs.
an equivalent generic product), which is a useful
measure of the value of a brand.

ASSESSING THE LLINK BETWEEN MARKETING
ACTIVITIES AND PRODUCT-MARKET
METRICS

In order to make product-market metrics useful
in marketing decision making, we must know
how they respond to various marketing inputs
or activities. Similarly, changes in intermediate
performance metrics need to be converted to
financial performance results in order to make
them useful for resource allocation decisions. As
different metrics can have widely different scales
(for example, units, dollars, percentages, attitude
ratings), we need a uniform linkage metric that
enables comparison across different marketing
inputs and outputs.

A classic (and very useful) measure of the
effectiveness of an activity, or the business
importance of an intermediate metric, is its elas-
ticiry. The elasticity of an activity is the percent
change in a criterion variable Y (e.g., sales),
which results from a given percent change in
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AY)Y _

the activity X, written algebraically as: T+ X =
(%) ()—}f) Elasticities have the following desir-

able properties:

1. They are scale-free. For example, expres-
sing marketing budgets in dollars, in thou-
sands of dollars, or in Euros does not change
their sales elasticities.

2. ‘Percent change’ language is easily under-
stood by managers and researchers alike,
and provides a useful input to marketing
planning.

3. They represent three very different and
strategically important response scenarios:

e diminishing returns, that is, elasticities
between 0 and 1 in absolute value. When
diminishing returns are present, marketing
resources have to be allocated carefully,
as overspending may result in substantial
profit loss. Most marketing inputs (e.g.,
advertising) are subject to diminishing
returns.

e increasing returns, that is, elasticities greater
than 1 in absolute value. These often provide
exceptional revenue generating opportuni-
ties, but are relatively rare.

e no returns, that is, elasticities are zero, an
indication that the activity produces a dead-
weight loss.

While elasticities can be estimated subjec-
tively, it is preferable to estimate them from rele-
vant (e.g., past or comparable situation) data, for
example via multiple regression analysis. This
approach is sometimes referred to as marketing
mix modeling or market response modeling; see
Leeflang er al. (2000) or Hanssens, Parsons, and
Schultz (2001) for detailed coverage. When X
refers to price, you ideally want a small “up”
elasticity (sales do not decrease much if you raise
price) and a big “down” one (if you do cut price,
you get a large increase in sales volume). That
tends to be the case for strong brands, as opposed
to their unbranded or weakly branded competi-
tors. When X refers to a marketing budget item
such as advertising or trade support, you ideally
want the elasticity to be strong enough that it
justifies the spending level. The most typical
scenario is shown in Figure 3: the sales response
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Sales

Profit

Underspending

Maximum profit optimal

Overspending

Marketing spending

Figure 3 Typical sales and profit responses of marketing spending.

curve 1s concave, but the profit response curve is an
inverted U. Knowing the shapes of these curves
helps managers realize that higher revenues from
more aggressive marketing do not automatically
result in higher profits. The response curves also
depend on the presence or absence of competitive
reaction, and may be different in the short run
versus the long run.

Interestingly, sales elasticities tend to be fairly
consistent for the same marketing input across
different business settings. Researchers have
been able to derive “empirical generalizations”
from many replications and these provide a
starting point for subjective elasticity estimates,
as well as a way to check the reasonableness
of any given set of projections. We summarize
below a few of these generalizations and refer to
Hanssens (2009) for a more complete list.

1. Advertising: The short-term sales elasticity
(impact on sales) of media advertising tends
to be small (e.g., .01-0.03) for increases in
spending for mature products that provide
no new information about the product.
The elasticities are more substantial (e.g.,
around 0.30) for ads for new products or
for genuinely new uses of existing products.
The long-run (total) effect of advertising has
been found to be about 2 times the short-run
effect for many consumer products.

2. Personal selling: The elasticity of sales calls
is much higher than that of advertising, aver-
aging upto 0.35. Like advertising, personal
selling tends to be more impactful in the
earlier stages of the product lifecycle.

3. Pricing: Estimating pricing elasticities is
complicated by the fact that competition

responds rapidly to price changes, which
makes it difficult to disentangle the
various influences. Nonetheless, price-level
elasticities tend to be in the range of —1 to
—3, with an average of —2.6 in competitive
markets. Elasticities are much lower for
monopolies or genuinely new products.

NEW-PRODUCT PERFORMANCE

New products play a critical role in many busi-
nesses and early detection of likely success or
failure is important. Beyond mind-set measures
such as awareness and attitude, the first crit-
ical market level metric is trial. For frequently
purchased products, repeat purchases are crucial
for a product to succeed, (i.e., adoption occurs
only for those who repeat buy a product) as
is volume per customer. For durables (as well as
for consumer products), the eventual number
that adopt a product, that is, its penetration
level, is crucial. In addition, the sales growth
rate is important, because future earnings, once
discounted to present value, become less rele-
vant. Slow sales growth means future increases
in sales will have less value.

FINANCIAL METRICS

Financial performance. Financial performance
metrics (Table 3) are important if for no
other reason than that accounting and finance
professionals (e.g., the Chief Financial Offer or
CFO) think in terms of them. Basic outcome
measures include revenue, net revenue, and cash
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Table 3 Financial metrics.

Performance
Revenue

Net revenue
Cash flow
Return on sales
Return on investment
Volume variance
Price variance
Valuation

Stock price
Stock return
Tobin’s q

flow. Other measures assess the effectiveness
with which resources (marketing budgets)
are being deployed, that is, return on spending
(investment). Pressure to demonstrate financial
effectiveness is strong.

Other measures compare performance to
planned levels, including the wvolume variance,
that is, “actual versus planned unit sales,” and
the price variance, that is, the actual versus
planned average price paid. Note these two are
related because lowering price increases volume.
Still there is some diagnostic value in learning
whether a revenue shortfall (or overage) is due
to reduced sales volume or a lower price. Albers
(1998) expands these diagnostics to the other
elements of the marketing mix.

Financial valuation. Linking marketing activ-
ities (e.g., new-product introductions) or assets
(e.g., customer satisfaction, brand equity) to
stock price is important but difficult. These links
have been researched recently see Srinivasan
and Hanssens (2009) for an extensive review.
The basic logic underlying this work is the “effi-
cient market hypothesis,” which suggests that
the stock market takes into account the future
earnings performance of a firm and discounts
it to present value to arrive at the price of a
stock. (While few people believe all markets
are instantaneously efficient in the near term, it
seems reasonable to argue that stock markets do
take into account future earnings.) As a result,
(unexpected) changes in marketing actions can
lead to unexpected changes in net revenue,
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which impacts stock value. While it is unrea-
sonable to expect to detect the link between a
minor tactical marketing activity and stock price
(e.g., changing “vegetable soup/light” to “light
vegetable soup”), there is evidence that more
strategic marketing activities do impact stock
price. Examples include new-product introduc-
tions and announcements, changes in advertising
budgets, and customer satisfaction.

Note that for privately held firms or for
nonprofits, stock price maximization is typi-
cally not the goal. For churches, for example,
membership and attendance may be the key
long-term performance metrics.

SUMMARY

Many metrics are available to assess marketing
performance, ranging from individual mind-set
measures (awareness, associations, etc.) to
changes in stock price. Measuring and striving
to improve them can lead to improved business
performance. Several caveats, however, apply:

Blind use of a few metrics can have unintended
consequences: Use of a few key metrics can
lead to efforts devoted to improving the
metrics versus overall company performance.
Further, it encourages ‘“‘gaming the system,”
and runs the risk of encouraging manipulation
of the metrics.

The distinction between formard- and backward-
looking metrics is important: Most financial
performance metrics are backward looking,
that is, they describe what was, for example,
sales or market share. More important for
management are forward-looking metrics that
are leading indicators of future performance,
such as brand equity, customer satisfaction,
and CLV.

Levels are interesting; changes and relative values
are predictive: Knowing that, say, 80% of a
firm’s customers are satisfied is interesting.
Knowing how this number compares to the
competition, and whether it is increasing or
decreasing, is important. More broadly, prof-
itable revenue growth, in general, is a key
objective. Among other things, it is reflected
in a firm’s price/earnings (P/E) ratio and
stock price.
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Means wversus variances and customer hetero-
geneity: Both the level of variables and their
variances matter. In particular, different
segments of customers may have different
views of a brand or a product, and these differ-
ences may be obscured in overall averages.
Marketing metrics should be defined at appro-
priate segmentation levels, which, in some
cases, means at the individual-customer level.
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marketing mix

Gerald Albaum

The success of any MARKETING STRATEGY
depends largely upon how the various marketing
methods or tools are used by a firm to achieve
a predetermined goal/objective. The planned
and coordinated combination of such methods
or tools to achieve goals and objectives is called
the marketing mix, which is embodied in what is
known as the firm’s marketing program (Albaum
and Duerr, 2008, p. 688). Thus, marketing
strategy is reflected in how a firm integrates the
elements of the marketing mix into the marketing
program.

The marketing mix includes four major
activities — product (se¢e PRODUCT CATEGORY),
price (see PRICING STRATEGY), distribution
(566’ MULTICHANNEL MARKETING; MARK-
ETING CHANNEL STRATEGY), and promotion
(Sfé’ INTEGRATED MARKETING COMMUN-
ICATION STRATEGY; COMMUNICATIONS
BUDGETING; SALES FORCE STRATEGY) - that
a firm controls to meet the needs of customers
(see CUSTOMER ANALYSIS; CUSTOMER
SATISFACTION/DISSATISFACTION)  within
its target market (Pride and Ferrell, 2010, p.
5). A central feature is that it is built around
the customer (or consumer). That is, the
marketing program and the marketing mix
should be formulated with the interests and
needs of the consumer in mind. It must be
structured in such a way that it integrates the
customer into the company and leads to the
creation and maintenance of a solid relationship
between the company and the customer (see
CUSTOMER RELATIONSHIP MANAGEMENT).
A firm operating in this manner is said to
be market driven or following the practice of
MARKET ORIENTATION, and is concerned
with what the consumer will buy that can be
made profitably. The marketing mix is what
makes all this happen. This is as true for
international (including export) marketing (see
GLOBAL MARKETING STRATEGY) programs
and strategies as it is for domestic marketing
programs and strategies.

In the last decade there have been a number
of studies about various aspects of the concept

of the marketing mix. A couple of representative
examples are discussed below.

The choice of the elements of the marketing
mix, or marketing tactics, is influenced by the
firm’s external environment. There are times
when this environment can be complex and
turbulent. As complexity increases, a manager’s
ability to plan, predict, and understand becomes
harder, thus leading to more change. Turbulence
involves fast and unexpected change in the envi-
ronment, leading to greater uncertainty. What
all this means is that in order for marketing
success to occur in a turbulent environment,
a different approach to the marketing mix is
required. Mason and Staude (2009) propose a
marketing mix tactics model based on chaos and
complexity theories that can be used for success
in a complex and turbulent environment.

Chen and Green (2009) studied the rela-
tionships between the marketing mix and
customer-based PERCEPTION OF BRAND
EQUITY between male and female shoppers
in hypermarkets in Taiwan. Differences were
observed between genders, with females scoring
higher than males on customer-based brand
equity. An earlier study of selected marketing
mix elements and brand equity was reported
by Yoo, Donthu and Lee (2000), who found
how specific mix elements used can be either
brand-building (high advertising spending)
or brand harming (frequent use of price
promotions).

Advances in analytical approaches to data
analysis and the proliferation of media and chan-
nels of distribution have direct implications for
the marketing mix and how it is managed in
a company. Recent developments in modeling
market response to marketing mix variables
with specific emphasis on improving marketing
resource allocation, given the above develop-
ments, is covered by Kerin and O’Regan (2008).

The concept of the marketing mix has stood
the test of time since it was first popularized by
McCarthy (1960) as the 4 P’s! The mix elements
are interrelated and interdependent, and can
be substitutes and/or complements for each
other. Industry has embraced the concept. For
example, the trade publication LP Gas Magazine
in early 2009 introduced a new section into its
publication titled Marketing Mix (LP Gas, 2009,
p.39).

Wiley International Encyclopedia of Marketing, edited by Jagdish N. Sheth and Naresh K. Malhotra.
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marketing strategy models
Venkatesh Shankar

INTRODUCTION

Marketing strategy models are being increasingly
developed and used by academics and practi-
tioners worldwide. Be itamodel for new-product
forecasting or a model for allocating marketing
resources, marketing strategy models form the
basis for strategic marketing decisions.

A marketing model is a mathematical repre-
sentation of a marketing phenomenon. A market-
ing strategy model is a marketing model focused
on a strategic marketing problem (Shankar,
2008a). The main purpose of a marketing strat-
egy model is to develop tools or insights for the
formulation of marketing strategies.

For the purpose of this article, marketing
strategy topics are viewed as those that exhibit
the following characteristics: (i) the relevant
marketing strategy decision variable has
long-term consequences; (i) the marketing
strategy topic comes under the decision purview
of senior marketing executives (e.g., chief
marketing officer, vice president — marketing);
and (iii) decisions relating to the marketing
strategy topic involve a substantial amount of
marketing resources (Shankar, 2008b).

Marketing strategy models can be classified
into three types: descriptive models, norma-
tive models, and predictive models. A descriptive
model is one that explains at least one vari-
able (O) (e.g., sales, market share, abnormal
financial returns) as a function of one or more
marketing strategy variables (M) (e.g., order
of market entry, advertising spending) through
a general equation such as O = f(MV'), where
/ is alinear or nonlinear function. A descriptive
marketing strategy model may comprise one or
more equations (system of equations). Typically,
descriptive models are associative in nature; that
is, a typical descriptive model simply states that
two variables (e.g., a marketing strategy vari-
able and sales) are correlated. Some descriptive
models go beyond correlational relationships to
explain a marketing phenomenon in terms of one
or more marketing strategic variables causing
the observed outcome. Descriptive models are
typically calibrated (the parameters specifying

relationships are estimated) using empirical data.
An example of a descriptive model is a model
of new-product spending by Gatignon, Weitz,
and Bansal (1990). Advanced descriptive models
include Bayesian models (see Rossi, Allenby, and
McCullogh 2007).

A normative marketing strategy model is a
model that offers prescriptions or guidelines
to managers on what strategic decisions should
be undertaken under specified conditions. For
example, a normative model of market entry
would provide managers with the recommended
order and time of entry into a market for a given
set of conditions. Typically, normative models
are developed using optimization approaches
from the operations research (OR) discipline or
game theoretic principles. Usually, normative
models are purely analytical in nature. That
is, they are based on mathematical formula-
tions, derivations, and expressions, and are not
estimated using empirical data. However, some
normative models are based on empirical data.
A marketing allocation strategy model is an
example of a normative model (Shankar, 1997).

A predictive modelis one whose main purpose is
to predict a future outcome. The future outcome
could be strategically important to the firm and
may or may not be a function of marketing
strategy variables. A sales forecasting model is
one such predictive marketing strategy model
because sales forecasts are critical to the top-line
performance of many companies. An example of
a predictive model not based on a marketing
strategy decision variable is the Bass (1969)
model. This model predicts periodic sales as
a function of cumulative sales. An example
of a sales forecasting model that is based on
marketing strategy variables is the channel sales
forecasting model by Divakar, Ratchford, and
Shankar (2005).

A typical marketing strategy model exhibits
the following characteristics. (i) it contains
important marketing outcome variable(s) and
predictor marketing strategy variable(s); (ii) it
comprises well-specified functional form(s) of
the relationship between marketing strategy
variable(s) and marketing outcome variables,
based on a theoretical mechanism; and (iii) it
is reasonably robust to different plausible real-
world conditions.

Wiley International Encyclopedia of Marketing, edited by Jagdish N. Sheth and Naresh K. Malhotra.
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There are three basic types of empirical
descriptive models depending on the nature of
data used to estimate the model. If the data
are cross sectional (e.g., from multiple firms at a
single point in time), then cross-sectional models
are most appropriate. If the data are longitudinal
(e.g., from the same firm at different points in
time), then time series models are most rele-
vant (Dekimpe and Hanssens, 1999; Hamilton,
1994). If the data are both cross sectional and
longitudinal (i.e., for a set of firms for multiple
periods), then time series cross-sectional models
are most commonly used. A special case of time
series cross-sectional model is the panel data
model, in which data come from the same set
of cross-sectional units over time. Two types of
panels exist. A balanced panel is one in which the
time periods are the same for each cross-sectional
unit. An unbalanced panel is a panel in which
the time periods for some of the cross-sectional
units are different.

Depending on the scale of the dependent
variable, a marketing strategy model could be a
regression model or a limited dependent variable
(quantal) model. While most marketing strategy
models are regression based, some models are
limited dependent variable models, an example
of which isamodel of determinants of competitor
response time by Bowman and Gatignon (1995).

Empirical industrial organization models are
those that focus on marketing strategy deci-
sions through analysis of both demand (e.g.,
sales, market share) and supply (e.g., pricing
strategy, marketing allocation strategy) functions
(Tirole, 1988). Typically, there is at least one
demand equation and one supply equation. The
demand and supply equations are derived from
utility maximization principles and are hence
structural in nature (Chintagunta et al., 2006).
In a marketing strategy context, the models
are typically based on game theoretic analysis
(Berry, Levinsohn, and Pakes, 1995; Shankar,
1997).

Consistent with the view of marketing strategy
topics outlined earlier, marketing strategy deci-
sions can be classified into three major topic
areas: (i) new-product development (NPD)
and product management strategy, (il) market
entry and growth strategy, and (iii) defensive or
reaction strategy. (Table 1) Marketing strategy
models relating to other topics such as customer

equity (Reinartzand Kumar, 2003), brand equity
(Shankar, Azar, and Fuller, 2008), and network
effects (Shankar and Bayus, 2003), are important
but are not discussed as they are outside the
scope of this article. For detailed discussions on
a more comprehensive set of marketing models,
see Eliashberg and Lilien (1993), Hanssens,
Parsons, and Schultz (2001), and Lilien, Kotler,
and Moorthy (1992). Game theoretic models
exist for analyzing competition in strategic
marketing variables such as order and sequence
of market entry, positioning, and defensive
reactions, and in strategic levels of product,
price, distribution channels, and advertising (for
a detailed review, see Moorthy, 1985). For more
details (see COMPETITIVE ANALYSIS).

The rest of the article is organized as follows.
The basics of game theoretic models are summa-
rized in the next section. Marketing strategy
models under each topic are described in each of
the remaining sections. Each section discusses
the models used in representative studies,
summarizes the findings from these studies, and
outlines the strengths and weaknesses of the
models.

GAME THEORETIC MODELS

Game theoretic models are being increasingly
used for marketing strategy analysis. These
models analyze strategic interactions between
players in marketing strategy variables and
predict market outcomes. In a marketing game
theoretic model, the players (firms and/or
consumers) play a noncooperative game in
which they choose their marketing strategies. A
firm’s strategy is a complete specification of its
actions under all possible contingent scenarios
in the game framework.

The main assumptions of game theoretic
models are that the players are rational and
intelligent. In the context of firm marketing
strategy, rationality refers to the firm’s maxi-
mization of subjective expected utility (profits)
and intelligence refers to the firm’ awareness
that its competitors are rational. In a game
theoretic model, the goal is to identify the exis-
tence of equilibrium and solve for equilibrium
strategies by the players. An equilibrium condi-
tion is represented by strategies from which
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Table 1 Summary of selected marketing strategy models.

Paper Model Type — Data Key Findings/Contribution

Key Limitations

New-Product Development and Product Management Strategy

Sorescu, Abnormal 255 innovations  Dominant pharmaceutical
Chandy, financial from 66 firms firms introduce more
and Prabhu  returns during radical innovations.
(2003) model 1991-2000 from  Financial value of radical
NDA pipeline innovation increases
significantly with
marketing and technology
support.
Grewal et al.  Regression 308 firms in the  Both early- and late-stage
(2008) model Pharmaprojects  products-dominated
database portfolios are significantly

positively associated with
their financial values.

Market Entry and Growth Strategy

Nondominant firms may

not have resources to
spend simultaneously
on multiple innovative
ideas.

R&D intensity,

advertising
expenditures, and
growth rate were
omitted.
Cross-sectional
analysis had its
drawbacks.

Gatignon, Regression 68 brands of new Resources drive the level of The dynamics of
Weitz, and model drugs from 39 launch communication competition or
Bansal firms during efforts. Market growth longitudinal data were
(1990) 1978—82 rate moderates the not studied. The

effectiveness of detailing interaction of firm

on market share. capabilities with
environment was not
considered.

Shankar, Trial, repeat 13 brands from  Innovative late movers can ~ Only two product
Carpenter, generalized two categories enjoy advantage through categories were
and Krish- Bass model from IMS greater market potential, analyzed.
namurthy Health database  higher repeat rate, and
(1998) faster growth than the

pioneer. They can also
slow the growth and
marketing effectiveness of
the pioneer.

Shankar, Dynamic sales IMS Health data Growth-state entrants reach The categories covered
Carpenter, response on 29 brands asymptotic sales faster did not have failed
and Krish- model from six than pioneers or brands.
namurthy categories mature-stage entrants.

(1999) Buyers are more

responsive to pioneer’s
marketing spending.
Mature-stage entrants are
most disadvantaged.
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Table 1 (continued).

Paper Model Type  Data

Key Findings/ Contribution — Key Limitations

Shankar (1999) Rational

23 new brands in

expectations  six markets
simulta-
neous
equation
model
Fischer, Relative 73 brands in two
Shankar, market categories from
and share model  eight European
Clement markets
(2005)

Defensive Strategy

Gatignon, Regression T'wo new entries
Anderson, model in the
and Helsen OTC-gyn
(1989) category

Shankar (1997) New empirical A large drug

industrial product
organization  category
model

Shankar (1999) Relative
spending
model

59 incumbent
responses to
entries in six
categories

New-product introduction  The product categories
spending is significantly did not exhibit market
influenced by incumbent exits.
reaction.

The US market was not
included in the data.

Late movers can reduce
order of entry penalty by
entering large countries in
a sequential manner.

Incumbent elasticities
were not significantly
altered by the new
entrant. Uncertainty
and the firm’s
perceptions were not
included in analysis.

Repositioning reactions
were not considered.
The response function
was decoupled.

Competitors retaliate
(accommodate) with their
most (least) effective
marketing weapons.

Pioneers who adopt a
follower (leader) role in a
marketing mix variable in
a static (growing) market
and whose elasticity is
decreased (increased)
should accommodate
(retaliate) against a new
entry. Pioneers should
accommodate (retaliate)
with its competitively low
(high) elastic variable.

Higher spending by a new
brand and multimarket
contact result in weaker
incumbent response.

Product and pricing
reactions were not
studied.

NDA, new drug application.

no competitor has an incentive to unilaterally
deviate from its strategy.

Formulation and analysis of a game theo-
retic model involves many steps. The first step
is to specify such rules of the game as the
number of competitors, the set of feasible strate-
gies or decision variable(s), the utility or profit

function, the number of periods (single or multi-
period), whether one competitor is a leader or
follower in the decision variable(s), and the infor-
mation known to the competitors at different
stages of the game. Some information such as
which competitor moves first is known to all the
competitors and is known as common knowledge.
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If all information is common knowledge, then
the game is known as a game with complete
information. Some information such as manufac-
turing cost can be known to the focal firm but
not to its competitors and are, therefore, labeled
private information. In this case, some rules of the
game are not common knowledge, so this game
is known as a game with incomplete information.

Games can exhibit symmetric or asym-
metric information. In the case of information
symmetry, all competitors are similar in
their information knowledge. In the case of
information asymmetry, competitor X may
have information on a variable (say cost) about
competitor Y, but competitor Y may not have
the information on the same variable about
competitor X.

Different types of game theoretic models exist
for analyzing different conditions. For example,
a game in which one competitor is a leader and
another is a follower is known as a Stackel-
berg game and the corresponding equilibrium is
known as the Stackelberg equilibrium. In contrast,
the equilibrium corresponding to a game in
which all competitors move simultaneously is
known as the Nash equilibrium. For the possible
existence of both these equilibria, see Shankar
(1997).

While much of game theoretic analysis
is based on noncooperative interdependence
among competitors, cooperative game theory
examines the collusive behavior of firms. The
predictions of game theory models can be tested
through empirical analysis. While game theo-
retic models are powerful tools for competitive
analysis, they suffer from limitations such as
unrealistic assumptions about the game and the
inability to capture real-world phenomenon
through tractable models.

NEW-PRODUCT DEVELOPMENT AND
PRODUCT MANAGEMENT STRATEGY
MODELS

Models on new-product development strategy
include those on the cost and returns to spend-
ing on new-product development. Product man-
agement strategy models range from product
selection models to product portfolio models.
Although a number of models exist on this
topic, only two are reviewed to offer a sample
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of relevant marketing strategy issues. Sorescu,
Chandy, and Prabhu (2003) estimate a descrip-
tive regression model of financial returns to
radical innovations by pharmaceutical compa-
nies. They find that dominant firms introduce
more radical innovations even after accounting
for the source of the innovation (in-house vs
acquired) and that they also introduce more
market breakthrough and technological break-
through innovations. Their results show that
the financial value of a radical innovation signifi-
cantly increases with greater product marketing,
technology support, and product scope, and that
it is significantly greater than the financial value
of market breakthrough or technological break-
through, but there is no significant difference
between the values of market breakthrough and
technological breakthrough innovations. Their
model, however, does not address the risks
associated with such innovations as well as with
incremental innovations. Firms are interested
in such issues as they decide on the number and
mix of products in their NPD pipeline.

Grewal et al. (2008) relate the choice of
products in the product portfolio by the stage of
new-product development to the financial value
of the portfolio. Their descriptive regression
model has Tobin’s Q as a function of net income,
current ratio, debt-to-equity ratio, competitor’s
new-product portfolio market potential, the
firm’s new-product portfolio market poten-
tial, number of product categories, and cross-
category variance. They estimate this model
with data from the product portfolios of 308
firms in the PharmaProjects database.

They find empirical support for both early-
and late-stage products-dominated portfolios to
be significantly and positively associated with
their financial values. Their model, however,
does not include potentially relevant variables
such as research and development (R&D) inten-
sity, advertising expenditures, and growth rate
due to nonavailability of data. Furthermore, the
cross-sectional model that they use may not be
able to fully capture the differences in effects as
products move from one stage to the next stage
over time.

Other models on this topic include those on
new product alliances (Kalaignanam, Shankar,
and Varadarajan, 2007), new-product announce-
ments and preannouncements (Sorescu, Shankar
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and Kushwaha, 2007), and product line strategy
(Shankar, 2006).

MARKET ENTRY AND GROWTH STRATEGY
MODELS

Market entry and growth strategy models
include those on decisions such as the order and
timing of entry, forecasting, and new-product
introduction. Market entry strategy involves
decisions on the following questions: which
markets should a brand enter and what growth
strategy should it follow? When should a brand
enter a particular market or country (order and
timing of entry) and with what introduction
strategy and degree of innovativeness? What
are the predicted or forecasted sales for a new
brand? In the international context, which
countries should a new product or brand enter?
How (in what order and with what marketing
support) does or should the brand enter multiple
countries?

To primarily address the effects of order of
entry and innovativeness on a brand’s sales,
Shankar, Carpenter, and Krishnamurthi (1998)
develop a brand level repeat purchase diffu-
sion model with competitor diffusion effects.
Their model is both descriptive and predictive.
It posits brand sales as the sum of brand trials
and repeat purchases. The trials follow a general-
ized Bass model and are a function of innovative
and noninnovative competitor cumulative sales
and total marketing expenditures of the various
brands.

They estimate the model using data on 13
brands from two ethical drug categories. Their
results show that innovative late-entrant brands
can surmount pioneering advantage by enjoying
a higher market potential and a higher repeat rate
than the pioneer or noninnovative late movers,
growing faster than the pioneer, slowing the
growth of the pioneer, and reducing the pioneer’s
marketing mix effectiveness. The model used by
Shankar, Carpenter, and Krishnamurthi (1998)
and the results thereof provide insights into
the order and timing of market entry and its
trade-offs with innovativeness.

While all the previously discussed models
capture the effects of innovativeness, order and
timing of entry, and marketing efforts on sales,
they do not explicitly address the issue of a

brand’s introduction strategy. Gatignon, Weitz,
and Bansal (1990) specify a set of hypotheses
about brand introduction strategies and identify
the conditions under which a given marketing
mix (excluding price) is more effective than
another for continuous product innovations.
They use a market share descriptive regression
model in which brand market share is a linear
function of relative product quality, detailing
share, concentration ratio, number of brands
(experience) in product category, and firm size.
They also express detailing and the parameter
associated with it as functions of exogenous vari-
ables such as market growth rate and market
size. They estimate the model on cross-sectional
data from 68 new drugs from 39 firms that were
introduced during 1978-1982.

They find that the amount of communication
efforts used to introduce a brand depends on the
availability of financial resources. Their empir-
ical analysis supports the importance of market
growth and superior quality of the new product
relative to existing products. It also shows that
competitive structure of the market is extremely
important, supporting the need for competitive
analysis.

Their model and results were the first to
shed light into an important phenomenon, but
they did not analyze longitudinal data that are
important in capturing the dynamic effects of
launch strategies. They also do not capture the
roles of order and stage of brand entry on sales
into the launch strategy of a brand.

Shankar, Carpenter, and Krishnamurthi
(1999) examine the effect of the stage of the
product life cycle in which a brand enters on
its sales through brand growth and market
response, after controlling for the effects of order
of entry and time in market. Their descriptive
model of brand sales is a function of order of
entry of the brand, time in market for the brand,
cumulative sales of competitor brands, perceived
product quality of the brand, and marketing mix
expenditures of the brand and its competitors.

Estimating a dynamic brand sales model
using 29 brands from six pharmaceutical
markets, they report that the brand growth
rate follows an inverted V pattern. They find
that growth-stage entrants grow faster than
pioneers and mature-stage entrants; competitor
diffusion hurts the pioneer, has no effect on
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growth-stage entrants, and helps mature-stage
entrants; growth-stage entrants enjoy greater
response to perceived product quality than
pioneers and mature-stage entrants; pioneers
enjoy higher advertising and sales force response
than growth-stage entrants, which, in turn, have
higher response than mature-stage entrants.
They did not find a direct effect of order of
entry or pioneering advantage.

These insights are useful for firms planning
their entry and introduction strategies. Their
data, however, did not include failed entries
or exits from the market. Moreover, none of
the previously discussed models consider the
anticipated reactions of incumbents in deciding
the launch strategy of a brand.

Shankar (1999) includes anticipated incum-
bent reactions in his model of the drivers of
brand introduction strategy through an inte-
grated framework that includes the determinants
of both new-product introduction and incum-
bent response strategies. His joint model focuses
on the interrelationship between new-product
introduction and incumbent response strategies
and on the role of multimarket contact in these
strategies. Although the model is not normative,
it has normative implications as it is based on
rational expectations of firms. His new-product
introduction model comprises both short-term
and medium-term advertising and sales force
expenditures of new brand as functions of the
leadership of the brand in that marketing mix
variable, size of the entrant, relative quality of
the new brand, market experience of the entrant,
anticipated reactions or marketing spending of
large and small incumbent firms, multimarket
contact of entering brand with incumbent firms,
market size, and market growth rate. His incum-
bent reaction model consists of incumbent’s ratio
of spending in a marketing variable before and
after the entry of the new brand, scale of entry
of brand, brand dominance of incumbent at the
time of entry of the new brand, and estimated
elasticity of incumbent in the marketing variable
after entry of the new brand.

He tested his model using US market data
from several prescription drug categories. His
findings show that new-product introduction
strategy is influenced significantly by incumbent
reaction strategy and vice versa. His results
show that the relationship of a new product’s
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marketing spending to the anticipated incum-
bent reaction differs across incumbents by
size-anticipated reactions from large incum-
bents lead to low-entrant spending while
anticipated reactions from small incumbents do
not pose a threat to a new brand’s spending.
He finds that greater market experience helps
reduce uncertainty about the effectiveness of
marketing variables and contributes to greater
entrant spending. By incorporating anticipated
incumbent reactions, Shankar (1999) offers a
model of new brand introduction strategy and
important results. All the studies discussed thus
far do not address decisions involving multiple
international markets or countries.

With regard to international market entry
decisions, there are two major decision variables:
scope (extent of exposure across markets) and
speed (how fast) of entry, leading to two possible
strategies, namely, sprinkler (fast rollout) and
waterfall (steady rollout) strategies. An example
of a model of market entry strategy across
international markets is a descriptive model of
relative market share with endogenous entry and
marketing mix variables (Fischer, Shankar, and
Clement, 2005). This model captures the moder-
ating effects of international market scope and
speed of rollout of late-mover brands on their
market shares relative to the pioneer in the focal
country or market. They estimate the model by
accounting for the endogeneity of international
market entry strategy, order of entry, resources,
quality, and other decision variables, as well
as for unobserved effects, using pharmaceutical
data on 73 brands from two product categories
in eight European markets during 1987-1996.
Their results show that broader international
market scope is associated with a lower late-entry
penalty and a greater marketing spending effi-
cacy for late-mover brands. They find that speed
of rollout, however, is unrelated to late-entry
penalty, but a waterfall rollout strategy is associ-
ated with a greater marketing spending efficacy.
They argue that late-mover brands that sequen-
tially enter many large international markets can
challenge the market pioneer in a country more
effectively than other late-mover brands.

Taken together, the models offer some useful
insights for marketing strategy. A brand’s deci-
sion to enter a new market or country is based
not only on the sales potential for that brand in
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that market but also on the overall sales poten-
tial across multiple markets or countries and the
regulatory processes in the different markets. A
market pioneer grows faster, and enjoys greater
repeat purchase rates than me-too late movers.
Innovative late entrants, however, can grow
faster than the pioneer and slow the pioneer’s
growth and marketing spending effectiveness.
For a late mover, a strategy of entering the
largest markets sequentially (waterfall strategy)
may potentially reduce its late-entry penalty.
Robust sales forecasting models can predict both
trials and repeat purchases of new brands in the
presence of competitive effects.

There are some areas that need further
research and models as well. First, we need
more models of market exits. Second, models
capturing the effects of synergy across the brands
of a firm on their market entry decisions merit
future investigation. Third, more research is
required on repeat purchase and brand diffusion
models. Fourth, as product life cycle curves are
different for different product categories, we
need more empirical models across different
product categories and different time periods to
study these differences. Finally, more models on
market evolution for new products and brands
across countries are needed.

DEFENSIVE STRATEGY MODELS

Models on defensive strategy comprise compet-
itor reaction or incumbent response models.
Competitor response to new-product entry plays
an important role in determining the evolution
of the market. Both normative and descriptive
models have been developed for response to
new-product entry. Several normative or game
theoretic models of incumbent response have
been developed.

Descriptive models of competitor response
to new entry have used econometric analyses
of data from several industries. Gatignon,
Anderson, and Helsen (1989) address how
established competitors in an oligopoly react
to a new-product entry in their market. They
estimate an econometric model of demand
response functions and reaction functions with
data from the airline and over-the-counter
gynecological (OTC-Gyn) product markets.
Their descriptive model comprises brand

market share as a function of advertising share
and new market entries. They estimate the
model with data from reactions to two new
entries in an OTC-Gyn product market.

They argue that reaction time can be better
understood and predicted by observing the effec-
tiveness of a current competitor’s marketing
mix instruments. They find that incumbent
firms react positively (retaliate) with their elastic
marketing weapons and cut back (withdraw)
with their inelastic marketing mix instruments.
They assume that incumbent elasticities were
not significantly altered by the new entrant.

Shankar (1997) develops a normative model
of pioneer’s defensive reaction and entrant’s
marketing mix spending. He develops a decou-
pled multiplicative sales response model in which
a late-mover brand enters the market occupied
by the pioneer and alters the pioneer’s elas-
ticity. The pioneer’s sales response after the
late mover’s entry is specified as a function
of advertising spending, sales force spending,
price, and ‘“‘time in market” of a new brand.
By maximizing the profit function with respect
to advertising, sales force spending, and price,
he derives the equilibrium levels of spending
for advertising and sales force. His result holds
if both the pioneer and the late mover play a
Nash game in all marketing instruments or if the
late mover is a Stackelberg follower in one or
all of the marketing instruments. He develops
equilibrium reactions under Nash and different
leader—follower games and empirically illustrates
the analytical results with empirical analysis of
data from a large pharmaceutical market.

On the basis of these results and the assump-
tions, he explains the pioneer’s reactions and
predicts its shift in marketing mix allocation
upon new entry using empirical analysis of
simultaneous and sequential games. He finds
that the type of competitive game and the antic-
ipated impact of the late mover on the pioneer’s
margin and elasticities are two critical factors
that significantly affect the pioneer’s decisions, in
addition to the pioneer’s characteristics and the
market conditions considered by prior research.
His results show that a follower (leader) role
in a marketing mix variable, a static (growing)
market, a decrease (increase) in own elasticity
and margin generally lead to accommodation
(retaliation) in that variable. He also highlights
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cases in which general reactions do not hold and
points out that it is necessary to look not only at
one factor at a time but also examine the combi-
nation of all the factors. He argues that the shift
in pioneer’s equilibrium marketing mix alloca-
tion follows changes in its relative marketing mix
effectiveness, which depends on the structure of
competition, the impact of the late mover on
its elasticities and margins, and the competitor’s
marketing mix.

Shankar’s (1997) model and results offer
interesting insights into incumbent reaction
strategy. The defensive strategies proposed by
his model are both theoretically and empirically
driven, so they have important normative impli-
cations for managers. His empirical analysis,
however, is based on one product category and
his model does not include the role of multi-
market contact in formulating the incumbent’s
defensive strategy.

Shankar’s (1999) model, discussed earlier,
incorporates the role of multimarket contact in
incumbent’s reactions. His results show that
incumbent reaction is strongly related to new
entrant spending. They show that incumbents
react mildly to high entrant spending to avoid a
competitive spending war and that multimarket
contact between the incumbent and the entrant
leads to milder incumbent response.

Collectively, these models offer some gener-
alizable insights. When a new brand enters a
market, incumbents retaliate with their compet-
itively strong variables and accommodate with
their competitively weak variables. An incum-
bent brand’s defensive strategy is related to the
entrant’s new-product introduction strategy and
vice versa. An incumbent tends to accommodate
a new entrant when a new brand enters with a
high level of spending and when they compete
in multiple product markets.

There are many unexplored or underexplored
issues relating to defensive marketing strategy
models. First, models capturing the speed
and duration of response will be useful for
strategic decision making. Secondly, we need
models of competitor reactions that capture
multimarket competition across international
markets. Thirdly, we require models to capture
the reaction strategy of established brands when
store brands or private labels are about to enter
the market. Finally, we need more decision
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support systems (Wierenga, van Bruggen, and
Staelin, 1999).

CONCLUSION

Marketing strategy models continue to grow
in importance. We have gained a good under-
standing of some of important marketing strategy
issues, such as, new-product development,
product management, market entry and growth,
and defensive strategies, through carefully
developed and tested, descriptive, normative,
and predictive models. The models range from
standard econometric models to high-level game
theoretic models. The models developed thus
far have provided some generalizable insights
into strategic marketing decisions. We need
more models for international entry, allocation
between R&D and marketing expenditures,
product portfolio analysis, allocation across
own marketing initiatives and strategic alliances
and across own and comarketing spending, and
greater decision support systems.

See also competitive analysis, competitor analysis;
marketing strategy
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marketing planning
Nigel F. Piercy

THE PROCESS OF MARKETING PLANNING

Marketing planning is the organizational process
consisting of the managerial activities, systems,
analytical techniques, and formal procedures
aimed at producing marketing plans. Marketing
planning is a critical element of marketing
strategy formulation and implementation; for
example, see McDonald (2007). Planning
involves a thorough strategic MARKETING
AUDIT of the firm’s strengths and weakness in
relation to the opportunities and threats in a
chosen target market (see SWOT ANALYSIS).

When marketing strategy extends beyond a
single year, executives may develop a three-
or five-year strategic marketing plan, as well
as an annual plan to manage marketing activ-
ities during the year. Budgets for marketing
activities are normally set annually. Planning
frequency varies by company, business unit,
market, and marketing activity. Market targeting
and positioning choices are not changed signif-
icantly during the year, while tactical changes
in product, distribution, price, and promotion
strategies may be included in the annual plan.

The responsibility for marketing planning
normally rests with a marketing executive or
team. Regardless of format, the marketing plan is
developed in close coordination with the strategic
plan for the business. Increasing emphasis is
being placed on involving all business functions
in the marketing planning process, because coor-
dination with other functions (R&D, finance,
and operations) is essential (Hulbert, Capon and
Piercy, 2003).

THE PURPOSE AND SCOPE OF MARKETING
PLANNING

The marketing plan indicates the marketing
objectives and strategy (se¢e MARKETING
STRATEGY), as well as the tactics for achieving
objectives. Importantly, the plan provides
a framework for strategy implementation (see
MARKETING STRATEGY IMPLEMENTATION)
and for control of marketing strategies and
programs. Marketing plans are developed,

implemented, evaluated and adjusted to keep
the marketing strategy on target. Accordingly,
marketing planning plays an integral role in the
strategy process and is important to organiza-
tional learning capabilities (Piercy, 2009).

The plan represents the written statement of
strategy and programs for each target market as
a basis for actions. It may be the primary way
for executives to obtain financial budget for a
strategy, and to communicate the outcomes of
strategy analysis to the organization.

In complex planning situations, the strategic
business unit strategy indicates market target
priorities, available resources, financial and
other constraints, and other strategic guidelines
required to develop marketing plans. The
choice of planning unit will vary according to
the company’s product-market portfolio. Some
firms plan and manage by individual products
or brands, while others work with product lines,
markets, or specific customers.

CONTENT OF A MARKETING PLAN

The format of marketing plans varies widely
between organizations. Typically a marketing
plan should specify the expected results
(objectives), market targets, actions and respon-
sibilities, schedules and dates, and control
metrics. The plan should indicate details and
deadlines, product plans, advertising and sales
promotion actions, training requirements, and
other information needed by line managers (for
detail, see Cravens and Piercy, 2009).
Accordingly, an annual marketing plan should
incorporate a strategic situation summary (descri-
bing markets, segments, competition and their
strengths and weaknesses, and the company’s
competitive advantage in each segment of
interest); market target description (defining and
describing each market target and positioning
strategy guidelines); objectives for each market
target (objectives should be defined for each
market target indicating financial performance,
sales, market position, customer satisfaction,
and other metrics); marketing program positioning
strategy (how the firm wants to be positioned (see
POSITIONING ANALYSIS AND STRATEGIES))
relative to the competition in the buyer’s
perspective, including statements of product
strategy (setting the strategy for new products,
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product improvements, and product deletions),
distribution strategy (indicating the strategy for
each distribution channel, including the role
of channel members, assistance and support
provided, and specific activities planned), price
strategy (the role of price in the marketing
strategy and actions planned) (se¢ PRICING
STRATEGY), and promotion strategy (indicating
the planned strategy and actions for advertising,
publicity, Internet, personal selling, and sales
promotion); marketing research (information
needs and planned projects); coordination with
other functions (specifying responsibilities and
activities of other departments that have an
important influence on the planned marketing
strategy); performance metrics (se¢ MARKETING
METRICS) (specifying the measures to be used
to evaluate actual performance compared to the
plan); and forecasts and budgets (predictions of
revenues, profits, and costs to implement the
marketing plan).

MANAGING THE MARKETING PLANNING
PROCESS

Executives’ perceptions of the usefulness of
marketing planning vary from favorable, to
seeing planning as a bureaucratic ritual. These
perceptions reflect how well the planning
process is managed, and the link to strategy
implementation.

A process perspective on planning emphasizes
the need to design and manage planning process
consistently to combine an analytical perspec-
tive (tools and techniques of analysis) with the
behavioral dimension of planning process (exec-
utive perceptions, attitudes, participation, and
assumptions) and the organizational context for
planning.

MARKETING PLANNING AND THE STRATEGY
IMPLEMENTATION PROCESS

Marketing planning should be evaluated in
terms of achieving the outcomes specified in
the plan. Nonetheless, the result of marketing
planning is determined largely by the effec-
tiveness of the strategy implementation process
(see MARKETING STRATEGY IMPLEMEN-
TATION). A good implementation process linked
to marketing planning spells out the activities to
be implemented, who is responsible for imple-
mentation, the time and location of implementa-
tion, and how implementation will be achieved.
Two sets of factors are influential in determining
implementation effectiveness: structural issues
(including the company’s marketing functions,
control systems, and policy guidelines) and
behavioral issues (concerning marketing exec-
utives’ skills in bargaining and negotiation,
resource allocation, and informal organizational
networks) (Noble and Mokwa, 1999).
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Rajan Varadarajan

INTRODUCTION

Strategy exists at multiple levels in an organi-
zation, chief among them being strategy at the
corporate, business unit, and functional levels
such as marketing and R&D. Although the
focus of this article is on marketing strategy,
in light of the interdependencies between
strategies at different levels in an organization,
a brief overview of strategy at the corporate and
business unit levels is presented first. This is
followed by an in-depth discussion on marketing
strategy focusing on the following issues: (i)
perspectives on marketing strategy and the
scope of marketing strategy; (ii) definition of
marketing strategy; (iil) marketing strategy
content and formulation process; and (iv)
marketing strategy drivers and outcomes.

Corporate strategy refers to a firm’s choice of
businesses to be in. While some firms choose to
remain as single-business firms, the prototypical,
large firm of the twenty-first century in most
regions of the world is a multibusiness firm. At the
corporate level, a multibusiness firm’s decisions
regarding the choice of businesses to be in and
the allocation of resources among businesses in
its portfolio entail focusing on issues such as

e addition of new businesses to the firm’s port-
folio (diversification strategy);

e deletion of businesses from a firm’s portfolio
(divestitures strategy);

e mode of entry into new businesses (acqui-
sition, internal development, joint venture,
merger);
mode of exit (sell-off, spin off);
effective management of businesses retained
(mission assignment and resource allocation
among businesses in a firm’s portfolio).

Business strategy refers to how a particular
business in a firm’s portfolio chooses to compete
in the marketplace. The terms business strategy,
business unit strategy, competitive strategy, compei-
itive business strategy, and market strategy are
used interchangeably in literature to refer to the

strategy of a specific business unit in the port-
folio of a multibusiness firm. The fundamental
issue here is viewed as the manner in which
the business achieves and sustains a competitive
advantage (Teece, Pisano, and Shuen, 1997).
A business achieves a competitive advantage by
leveraging the distinctive skills and resources of
the firm to implement a value-creating strategy
that its competitors cannot implement as effec-
tively (Barney, 1991). The skills and resources
that a business can leverage to achieve a compet-
itive advantage encompass those of the firm at
large and are not limited to those that normally
reside within the business (se¢ COMPETITIVE
ADVANTAGE: ITS SOURCES AND THE SEARCH
FOR VALUE). Competitive advantage that is
immune to erosion by competitive actions results
in a sustainable competitive advantage. Viewed
from the perspective of organizational functions,
business strategy is multifunctional in scope.

Porter (1980, 1985) distinguishes between
four broad generic strategies that entail different
routes to achieving a sustainable competitive
advantage as a basis for long-run, above-average
performance:

o Cost leadership: achieving a competitive
advantage through lower cost in a broad
range of industry segments.

e Differentiation: achieving a competitive
advantage through differentiation in a broad
range of industry segments.

o Focused cost leadership: achieving a competi-
tive advantage through lower cost in a narrow
industry segment.

o Focused differentiation: achieving a compet-
itive advantage through differentiation in a
narrow industry segment.

Cost leadership strategy entails a business lever-
aging the distinctive skills and resources of the
firm to achieve a defensible position of competi-
tive cost advantage in the marketplace (i.e., being
the lowest cost producer). Differentiation strategy
entails a business leveraging the distinctive skills
and resources of the firm to differentiate its
product offerings from those of its competitors
to achieve a defensible position of competitive
differentiation advantage in the marketplace.
Pursuing a cost leadership strategy does not
necessarily mean selling the product at the lowest

Wiley International Encyclopedia of Marketing, edited by Jagdish N. Sheth and Naresh K. Malhotra.
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price relative to competitors, but possessing the
ability to compete on price, if warranted. In other
words, cost leadership implies the inability of a
business’ rivals to compete on the basis of price
in order to attract customers. However, this does
not preclude a rival multibusiness firm that is
able to achieve a competitive cost advantage from
economies of scope from being able to compete
on the basis of price. A differentiation strategy
manifests as attributes or features in a business’
product offerings that appeal to customers at
large or to specific customer groups and for
which they are willing to pay a higher price. In
effect, the nonprice attributes of the business’
product offering become more salient to buyers
from the standpoint of brand choice decision.
The effectiveness of a differentiation strategy is
further enhanced when the market is segmented
into homogeneous groups and distinctive value
propositions are offered to each group (i.e.,
heterogeneity in customers’ preferences is
adequately met) (se¢e MARKET SEGMENTATION
AND TARGETING; POSITIONING ANALYSIS
AND STRATEGIES; A FRAMEWORK FOR
CREATING VALUE PROPOSITIONS).

There is considerable overlap in the domains
of business strategy and marketing stra-
tegy, as conceptualized in management
(strategic management) and marketing (strategic
marketing) literature, respectively. Regardless,
corporate, business, and marketing strategy
interact together to shape the competitive
positional (cost and/or differentiation) advan-
tages of individual businesses in a firm’s
portfolio. Varadarajan and Clark (1994) provide
an overview of the distinctive and overlap-
ping domains of (i) corporate strategy and
business strategy, (il) corporate strategy and
marketing strategy, (iii) business strategy
and marketing strategy, and (iv) corporate
strategy, business strategy, and marketing
strategy.  Varadarajan, Jayachandran, and
White (2001) provide an overview of how a
business’ marketing strategy is influenced by
and influences the firm’s corporate strategy.

PERSPECTIVES ON MARKETING STRATEGY
AND THE SCOPE OF MARKETING STRATEGY

Broad to narrow: from comprehensive vector of
decisions to a specific element of the vector. Mar-

keting strategy, as an wmbrella term, encom-
passes a number of strategy concepts, spanning
from broad and comprehensive to narrow
and focused marketing behaviors directed at
consumers, customers, competitors, and/or
other key constituencies in the marketplace.
For example, the term marketing strategy is
used in both marketing literature and marketing
practice to refer to

e a comprehensive vector of marketing deci-
sions encompassing numerous aspects of
where to compete (e.g., markets to serve
and market segments to target) and how to
compete (e.g., multifaceted differentiation);

e a vector of marketing decisions encom-
passing numerous aspects of how to
compete;

e a vector of marketing decisions concerning
certain aspects of how to compete (e.g., push
strategy versus pull strategy — pattern of allo-
cation of resources among the advertising,
personal selling, consumer sales promotion,
and trade sales promotion elements of the
promotion mix); and

e a marketing decision concerning a specific
aspect of how to compete (e.g. market skim-
ming price strategy versus market penetra-
tion price strategy, positioning strategy, and
branding strategy).

Broad wversus mnarrow: construal of marketing
strategy as a single all-encompassing continuum
versus one of two underlying continua.  Defining
marketing strategy necessitates addressing the
question of the distinction between marketing
strategy and marketing tactics. An examination
of journal articles and marketing textbooks
(textbooks on principles of marketing, marketing
management, and marketing strategy) reveals
diverse points of view regarding the purported
distinction between marketing strategy and
marketing tactics including the following:
(i) the marketing behaviors of firms in the
realm of the 4Ps (product, promotion, price,
and place/distribution) are characterized as
marketing strategy in some sources and as
marketing tactics in other sources; in sources
in the latter category, marketing behaviors
pertaining to segmentation, target market
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selection, and positioning (STP) are considered
as the domain of marketing strategy and
behaviors pertaining to the 4Ps as the domain
of marketing tactics; (ii) in yet other sources,
some elements of the 4Ps are characterized as
pertaining to marketing strategy (product and
place/distribution) and others as pertaining to
marketing tactics (price and promotion); and
(ii1) in still other sources, certain marketing
behaviors in the realm of each of the 4Ps
are characterized as marketing strategy (e.g.,
promotion — push versus pull strategy; price —
market skimming price strategy versus market
penetration price strategy) and others as
marketing tactics (e.g., promotion tactics and
pricing tactics). Viewed against the backdrop
of the dictionary definition of definition (an
explanation or statement of the essential nature
of anything), defining marketing strategy in
terms of specific marketing behaviors that fall
within its scope (e.g., STP-related behaviors
of organizations) and those that fall outside
of its scope (e.g., product, promotion, price,
and place-related behavior of organizations) is
problematic.

In the context of military and warfare, the
concepts of strategy and tactics have an illus-
trious history. However, the adaptation of these
concepts into some of the business disciplines
including marketing has been haphazard and
arbitrary. In reference to the delineation of the
behavior of firms as strategic and tactical behav-
iors, Mintzberg 1987, p. 14) notes “The point is
that these sorts of distinctions can be arbitrary and
misleading, that labels should not be used to imply
that some issues are inevitably more important than
others. ... Thus there is good reason to drop the
word “‘tactics” altogether and simply refer to issues
as more or less “strategic,” in other words, more
or less “important’ in some context, whether as
intended before acting or as realized afier it.”’

The definition of marketing strategy
presented here is based on the construal of the
broad array of marketing behaviors of organi-
zations as a single underlying strategic continuum
rather than two distinct continua — strategic
and tactical behaviors. All else being equal, it
can be expected that the resource commitments
associated with the marketing behaviors of
organizations that are more strategic are (1) made
with a relatively greater focus on facilitating
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the achievement of competitive advantage; (i1)
relatively larger in magnitude; (iii) made with
a relatively longer term orientation; (iv) made
over a relatively longer time period, (v) relatively
more difficult to reverse; and (vi) relatively more
interdependent and internally consistent.

Broad and broadening: marketing strategy in an
Internet-enabled  market — environment.  Mar-
keting strategy is generally viewed as principally
concerned with an organization’s decisions
pertaining to where to compete and how to
compete. Realistically, organizations in their
own self-interest are likely to constantly explore
and experiment with new ways of competing in
the marketplace. Furthermore, developments
in the macroenvironment often present orga-
nizations with new ways of competing in the
marketplace, and thereby broaden the scope of
marketing strategy (i.e., the vector of marketing
decisions pertaining to how to compete in the
marketplace). A case in point is the broadened
scope of marketing strategy in the aftermath
of the evolution of the competitive landscape
from a predominantly physical marketplace to
a marketplace encompassing both the physical
and the electronic marketplaces (i.e., the
Internet-enabled market environment), that is,
a consequence of the competitive imperative to
leverage the potential of the Internet to more
effectively compete in the marketplace is the
broadening of the scope of marketing strategy
(see DIRECT AND INTERACTIVE MARKETING;
E-COMMERCE AND INTERNET MARKETING).
The change in the frame of reference for
competitive marketing strategy from “How
to compete in the physical marketplace?”
to “How to compete in an Internet-enabled
market environment that encompasses both
the physical marketplace and the electronic
marketplace?” has effectively broadened the
vector of marketing decisions encompassing
issues such as the following:

1. What should be the relative emphasis on
traditional channels versus the electronic
channel (i.e., the Internet) for
— providing product-related information to

customers;
—  communicating with customers;
—  promoting to customers;
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—  transacting with customers;

— distributing information products in
digital form; and

— customer trial/sampling facilitation of
information products in digital form.

2. What should be the relative emphasis on
— marketing direct to customers via the

Internet versus through intermediaries
(traditional, electronic, and/or hybrid
intermediaries) (se¢e MULTICHANNEL
MARKETING; DISINTERMEDIATION);
— market pioneering (order of entry
strategy); and
— strategic alliances.

3. How can the potential of the Internet
be leveraged to enhance innovations,
customization, and augmentation in the
product, price, promotion, and distribution
elements of the marketing mix?

4. How can the potential of the Internet be
leveraged to market an organization’s offer-
ings to new market segments and in new
geographic markets?

5. How can the potential of the Internet be
leveraged to market an organization’s offer-
ings in fundamentally new ways (new busi-
ness models) (see Varadarajan and Yadav,
2002 for additional insights)?

Understandably, characterization of the
prevailing market environment as an Internet-
enabled market environment would be appro-
priate only in the context of markets in
certain countries. Hence, the scope of marketing
strategy (the breadth of the vector of competitive
tools available to organizations to compete in
the marketplace) is context dependent. Against
this backdrop, a broad definition of marketing
strategy and two somewhat focused definitions
of marketing strategy are presented in the next
section.

DEFINITION OF MARKETING STRATEGY

The creation, communication, and delivery
of products that offer value to customers in
an exchange are central to various definitions
of marketing. For instance, the American
Marketing Association’s (AMA) official defini-
tion of marketing reads as follows: ‘“Marketing
is the activity, set of institutions, and processes

for creating, communicating, delivering, and
exchanging offerings that have value for
customers, clients, partners, and society at large
(Marketing News, 2008, p. 28).” The creation,
communication and delivery of products that
offer value to customers in an exchange are also
central to the definition of marketing strategy.
At the most fundamental level, marketing
strategy pertains to an organization’s decisions
that specify its choice of actions (from among
alternatives) for creating, communicating, and
delivering products that offer value to customers
in an exchange.

At the broadest level, marketing strategy can be
defined as an organization’s integrated pattern of
decisions that specifies its crucial choices concerning
products, markets, marketing actions and marketing
resources in the creation, communication and/or
delivery of products that offer value to customers in
exchanges with the organization and thereby enable
the organization to achieve specific objectives. With
reference to a specific product offering of an
organization, the above definition can be stated
somewhat succinctly as follows: Marketing
strategy refers to am orgamization’s integrated
pattern of decisions that specify its crucial choices
concerning markets to serve and market segments
to target, marketing actions to take, and the
allocation of marketing resources among markets,
market segments, and marketing actions toward
the creation, communication, and/or delivery of a
product that offers value to customers in exchanges
with the organization and thereby enable the
organization to achieve specific objectives (see
Varadarajan, 2010).

While organizations are faced with the need to
address issues relating to ‘“how to compete” on
an ongoing basis and make midcourse changes as
appropriate, the question of “where to compete”
(choice markets to serve and market segments
to target) is an issue that is addressed relatively
infrequently. Hence, with specific reference to
an existing product offering of an organization
that is targeted at specific markets and market
segments, the proposed definition can be stated
even more succinctly as follows: Marketing
strategy refers to am orgamization’s integrated
pattern of decisions that specify its crucial choices
concerning marketing actions to take, and the
allocation of marketing resources among markets,
market segments, and marketing actions toward
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the creation, communication, and/or delivery of a
product that offers value to customers in exchanges
with the organization and thereby enable the
organization to achieve specific objectives (see
Varadarajan, 2010).

The use of the terms decisions and actions in
the definitions of marketing strategy merit brief
elaboration. Within reason, the terms actions,
activities, and behaviors can be used inter-
changeably. An organization’s implementation
of its marketing strategy decisions manifest as
its marketing actions or marketing activities or
marketing behaviors in the marketplace. Although
a number of marketing activities also occur
within the boundaries of an organization (e.g.,
new product development related activities;
sales force training related activities), it is an
organization’s actions, activities, or behaviors
in the marketplace directed at entities external
to the organization such as its consumers,
customers, and competitors that define its
marketing strategy. In other words, it is to an
organization’s marketing actions, activities or
behaviors in the marketplace that customers
respond and competitors react (see Varadarajan,
2010 for a detailed discussion on the literature
underpinnings of the above definitions and
elaboration of the various constituent elements
of the definitions).

MARKETING STRATEGY: CONTENT AND
FORMULATION PROCESS AND DRIVERS AND
OUTCOMES

Chief among the marketing strategy related
questions of enduring interest to marketing
educators and practitioners are the following:

1. What is marketing strategy (i.c., the content
of marketing strategy, the primary focus of
this article)?

2. What processes do organizations employ
in order to make decisions concerning
marketing strategy content (i.e., the
marketing strategy formulation process)
(SEL’ COMPETITIVE ADVANTAGE: ITS
SOURCES AND THE SEARCH FOR VALUE;
COMPETITIVE ANALYSIS; COMPETITOR
ANALYSIS; MARKETING STRATEGY
MODELS; MARKETING PLANNING; POSI-
TIONING ANALYSIS AND STRATEGIES)?
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3. What are the principal
and environmental drivers or determi-
nants of an organization’s marketing
strategy (se¢.  MARKET ORIENTATION;
MARKET/INDUSTRY STRUCTURE;
SWOT ANALYSIS)?

4. What are some of the outcomes of marketing
strategy that are of principal concern to
organizations (se¢e PERCEPTION OF BRAND
EQUITY; CUSTOMER EQUITY; BRAND
VALUE; MARKET-BASED ASSETS?

organizational

Table 1 provides additional insights into
marketing strategy content and process-related
issues as well as drivers and outcomes of
marketing strategy. Specifically, the table
highlights the focus of some of the other articles
in this encyclopedia that relate to (i) marketing
strategy content; (i) marketing strategy formu-
lation process, (iii) drivers of marketing strategy;
and (iv) outcomes of marketing strategy.

Figure 1 presents a conceptual framework
delineating the
marketing strategy (see Varadarajan and Yadav,
2002 (p. 298 to 309) for additional insights into
the literature underpinnings of the links shown
in Figure 1). As shown in the figure, chiefamong
the factors influencing a business’ competitive
marketing strategy are the following:

drivers and outcomes of

1. distinctive skills and resources possessed by
the firm (as noted earlier, the large, proto-
typical twenty-first century firm in most
regions of the world is a multibusiness firm;
hence, the term firm is used to refer to multi-
business firms and the term focal business or
business 1s used to refer to a specific business
in the portfolio of a multibusiness firm; in
the case of single-business firms, the terms
Jfirm and business refer to the same entity);

2. structural characteristics of the market/
industry in which the focal business
competes;

3. characteristics of the focal business’ product
offerings;
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Table 1 Marketing strategy: process and content, and drivers and outcomes.

Topic Focus: Marketing Focus: Marketing
Strategy Content Driver (D) versus Outcome
versus Process (0) (see Figure 1)

PERCEPTION OF BRAND EQUITY* Content D: Firm resource

CUSTOMER EQUITY* Content O: Outcome (Objective)

_ — D: Firm resource
_ — O: Outcome (Objective)

BRAND GROWTH STRATEGY Content —
BRAND STRATEGY Content —
BRAND VALUE — D: Firm resource
BUNDLING Content —
COMMUNICATIONS BUDGETING Content —
CANNIBALISM? Content O: Mkt. place & Fin. rerfor-
mance
COMPETITIVE ADVANTAGE: ITS SOURCES AND — D: Firm resource
THE SEARCH FOR VALUE
COMPETITIVE ANALYSIS Process —
COMPETITOR ANALYSIS Process —
CUSTOMER ANALYSIS Process —
THINKING DEEPER ABOUT CUSTOMER Content —
EXPERIENCE

CUSTOMER LIFETIME VALUE (CLV)“ — o

— D: Buyer characteristic
CUSTOMER RELATIONSHIP MANAGEMENT Content —

CUSTOMER SATISFACTION/DISSATISFACTION — O: Mkt. place performance

: Financial performance

CUSTOMER SOLUTIONS Content —
DATABASE MINING AND MARKETING Process and content —
DEMAND ELASTICITY Process —
DIRECT AND INTERACTIVE MARKETING Content —
E-COMMERCE AND INTERNET MARKETING Content —
ETHICAL MARKETING AND MARKETING Process and content —
STRATEGY
FIRST-MOVER (PIONEER) ADVANTAGE? Content O: Competitive advantage
GLOBAL MARKETING STRATEGY Content —
GO-TO-MARKET STRATEGY Content —
INNOVATION DIFFUSION — O: Mkt. place performance
INTEGRATED MARKETING COMMUNICATION Content —
STRATEGY
LATER MOVER (NONPIONEER) ADVANTAGE" Content O: Competitive advantage
MARKET DEFINITION Process —
MARKET ORIENTATION Process and content —
MARKET SEGMENTATION AND TARGETING Process and content —
MARKET SHARE — O: Mkt. place performance
MARKET/INDUSTRY STRUCTURE — D: Mkt./Ind. characteristics

MARKETING CHANNEL STRATEGY Content D: Market channel structure
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Table 1 (Continued).

Topic Focus: Marketing Focus: Marketing
Strategy Content Driver (D) versus Qutcome
versus Process (0) (see Figure 1)
MARKETING METRICS — O: Mkt. place performance
MARKETING MIX Content —
MARKETING STRATEGY MODELS Process —
MARKETING PLANNING Process —
MARKET-BASED ASSETS — D: Firm resource
— O: Mkt. Place & Fin.
Performance
MASS CUSTOMIZATION STRATEGIES Content —
MULTICHANNEL MARKETING Content —
DISINTERMEDIATION Content —
POINT OF DIFFERENCE AND PRODUCT Content —
DIFFERENTIATION
POSITIONING ANALYSIS AND STRATEGIES Process and content —
PRICING STRATEGY Content —
PRODUCT CATEGORY — D: Product characteristics
STAGES OF THE PRODUCT LIFE CYCLE Process —
PUSH AND PULL MARKETING STRATEGIES Content —
SALES FORCE STRATEGY Content —
SERVICES MARKETING STRATEGY — D: Product characteristics
SUPPLY CHAIN MANAGEMENT STRATEGY Content —
SWOT ANALYSIS Process —
TRADEMARKS, PROPRIETARY MARKS, AND — D: Firm resource
BRANDS
A FRAMEWORK FOR CREATING VALUE Content —
PROPOSITIONS
MARKETING WARFARE STRATEGIES Content

“Brand equity as a firm resource is a driver of marketing strategy (a resource that is leveraged to compete in the
marketplace). Creating market-based assets such as brand equity, customer equity, and channel equity is an important
objective of marketing strategy (i.e., an outcome in Figure 1). Leveraging the equity of a brand name in a firm’s brand
portfolio to enter a new product category relates to marketing strategy content. Similar reasoning is the basis for listing
some of the other topics under multiple categories in the table 1.

" Content: Willingness to cannibalize as a deliberate strategy. Outcome: The financial and marketplace performance
consequences of product cannibalization.

‘Customer life time value is both a driver (buyer characteristic) and outcome (marketplace and financial performance) of
marketing strategy.

4 Content: First to market as a deliberate strategy. Outcome: Competitive positional advantages of market pioneering.
Although competitive advantage is not shown explicitly in Figure 1 as an outcome of marketing strategy, chief among the
objectives of marketing strategy is the facilitation of the achievement of competitive positional advantage (cost and/or
differentiation advantage).

¢Content: Early follower or late entry as a deliberate strategy. Outcome: Competitive positional advantages of later entry.
I Process and Content: Consider for instance Kohli and Jaworski’s (1990, p.6) definition of market orientation: “Market
orientation is the generation of organization-wide market intelligence pertaining to current and future customer needs,
dissemination of the intelligence across departments and organization-wide responsiveness to it.”” The definition spans both
process (intelligence generation and dissemination) and content (responsiveness). See Han, Kim and Srivastava (1998)
for insights into the role of market orientation on the innovation strategy of firms.
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4. characteristics of the buyers of the focal
business’ product offerings; and

5. macroenvironmental factors - economic,
political and regulatory, social, techno-
logical, and so on - and changes in the
macroenvironment (e.g., the impact of
a technological development such as the
Internet on how businesses compete in the
marketplace).

The outcomes of marketing strategy are
broadly delineated in Figure 1 as marketplace
performance outcomes (e.g., market share,
market share rank, customer satisfaction,
customer loyalty) and financial performance
(e.g., return on investment, customer lifetime
value). Although not shown in the figure, it
should be noted that marketplace and financial
performance outcomes are also drivers of
marketing strategy. Specifically, the impact
of the marketplace performance and financial
performance during time period, 7, and earlier

time periods on marketing strategy during
time period, + + 1 are not shown in the
figure. Also, in the interests of simplicity of
exposition, mediated links between drivers of
marketing strategy are not shown in the figure.
Consider for instance, the following mediated
link: macroenvironment characteristics —
product characteristics — marketing strategy.
The evolution of the market environment into
an Internet-enabled market environment has
had a major impact on the marketing strategy
of producers of information products such
as books, magazines, music, movies, newspa-
pers, photographs, software, and videogames.
Organizations extensively use the Internet as a
distribution channel for information products in
digital form as well as to facilitate product trial
by consumers.

A business’ marketing strategy decisions are
influenced by both supply-side and demand-side
considerations. In Figure 1, the links from firm
characteristics, industry characteristics, and

4. Product characteristics

« Goods (Tangibles dominant)
versus services (intangibles
dominant) products

* Products salient in search
Versus experience versus
credence attributes

* Information versus non-

information products

3. Market /industry
structure
characteristics

* Number of competitors
« Size of competitors

« Industry concentration
* Market growth rate
 Entry and exit barriers

6. Macro
environment
characteristics
¢ Political
eLegal
*Regulatory
*Economic
eInfrastructure
e Technological
(e.g., internet)

5.Buyer characteristics

*Buyers in B2C versus B2B
markets
*Buyer expertise

*Macro environment in
which buying decisions
are made (e.qg. information
environment — pre internet
versus post internet era)

c 7. Marketplace
¢ performance
1. Compeiive «Market share 8. Financial
. marketing strategy *Relative market periormance
—> share >~ *Return on
* Where to compete? «Customer investment
* How to compete? ) . .-
satisfaction
«Customer loyalty

2. Firm characteristics

« Brand, customer and
channel equity

« Positioning skills

* Segmentation skills

« Information resources
« Information processing
skills

Figure 1 Marketing strategy: drivers and outcomes. (adapted from Varadarajan and Yadav (2002)).
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product characteristics denote supply-side drivers
of marketing strategy, and the link from buyer
characteristics to marketing strategy denotes
demand-side drivers of marketing strategy. The
structural characteristics of the industry in which a
business competes, a supply-side driver, refers
to factors such as the number of competitors,
size of competitors, entry and exit barriers,
industry growth rate, and competitors’ history
of past behavior (se¢e MARKET/INDUSTRY
STRUCTURE). The characteristics of a busi-
ness’ target customers, a demand-side driver,
refers to factors such as the attitudes, beliefs,
and preferences, number and size, purchase
frequency, sensitivity and responsiveness to
various marketing instruments, and history of
past behavior (see CUSTOMER ANALYSIS).

Of the supply-side and demand drivers shown
in Figure 1, while the marketing strategy impli-
cations of firm characteristics is idiosyncratic to
individual businesses competing in an industry
(i.e., the marketing strategy implications of
the heterogeneous resource endowments of
competing businesses), the marketing strategy
implications of the other three drivers are the
same for all competing businesses. Consider, for
instance, the growing importance of developing
and nurturing two firm-specific skills and
resources in the aftermath of the evolution of
the market into an Internet-enabled market
environment:

e Information resources: the nature and amount
of information acquired and accumulated by
the organization about individual customers.

o Information technology resources and informa-
tion processing skills: the ability of the orga-
nization to use information technology (IT)
resources and information processing skills
to gain insights about individual customers
and use this knowledge to customize its
future interactions with these customers.

In an Internet-enabled market environment,
an organization’s information resources, infor-
mation technology resources, and information
processing skills are key strategy enablers in that
they determine its ability (or lack thereof) to
pursue certain marketing strategies as well as
make more informed decisions in the realm of
various marketing-mix variables. For instance,

marketing strategy 9

an organization’s ability to engage in suggestive
selling (recommend products to an individual
customer based on perceived similarity with the
purchase patterns of other customers) depends
on its information resources, I'T resources, and
information processing skills. Similarly, in the
area of pricing, an organization’s resources
and skills in the above areas determine the
extent to which it would be able to engage
in more fine-tuned price discrimination (e.g.,
inferring buyers’ price sensitivity from their web
navigation and purchase behavior and offering
products at prices customized to the level of
individual buyers). An organization’s informa-
tion resources, I'T' resources, and information
processing skills are also a critical determinant
of its ability to pursue other strategies in the
realm of pricing such as dynamic pricing (e.g.,
changing the price at which a product is offered
on the basis of prevailing supply and demand
conditions) (see Varadarajan and Yadav, 2002
for additional insights) (see DATABASE MINING
AND MARKETING).

CONCLUSION

Marketing strategy refers to the behavior of
an organization in the marketplace. Broadly
construed, such behavior is multifaceted (e.g.,
positioning, differentiation, pricing, advertising,
and distribution related behaviors), coordinated,
integrated, and internally consistent across multiple
Jacets and  directed at entities external to the
JSirm (e.g., end-use customers, intermediate
customers, consumers, and competitors) with a
clearly defined purpose (i.e., to achieve specific
organizational objectives). The bases for an
organization’s behavior in the marketplace
are its decisions pertaining to where to compete
and fow to compete. The implementation of
an organization’s marketing strategy decisions
manifest as its marketing actions, activities, or
behaviors in the marketplace.
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market-based assets
Tasaddug Shervani

Market-based assets arise from the commin-
gling of the firm with entities in its external
environment. Brands, customer relationships,
distribution channel, and other partner relation-
ships are all examples of market-based assets
(Srivastava, Shervani, and Fahey, 1998). Each
such asset requires a focal firm, an entity from
its external environment, and a relationship
between the two that creates value for the focal
firm.

Market-based assets are becoming more
critical for firms as their value has become more
dependent in the last 50 years on intangible
assets, or assets that are not captured on the
balance sheet of a firm. In fact, for many firms,
market value is a multiple of their book value.
It is critical for such firms to understand and
explain the gap between their market value and
book value. Although there are other types of
intangible assets that can account for the gap
between market and book value (e.g., intellectual
assets such as patents), market-based assets
play an important role in explaining this gap.
In contrast to intellectual assets, market-based
assets are relational assets that exist because
of key relationships between a firm and its
customers and partners.

These relational assets create value for a firm
because they allow a firm to (i) accelerate cash
flow, (ii) enhance cash flow, (iii) reduce the
volatility and vulnerability of cash flows, and
(iv) increase the residual value of cash flows.
For example, brands can lead to faster trial
and adoption of new products introduced by
a firm, thus accelerating cash flows. Strong
customer relationships can increase customer
loyalty and retention, which can reduce the
vulnerability of cash flows. A well-established
and well-nurtured customer base is a socially
complex, difficult-to-imitate, and relatively rare
asset that can increase the long-term residual
value of a firm.

The ultimate goal of the marketing func-
tion within a firm can be conceptualized as
increasing the value of the market-based assets of
the firm. Therefore, marketers must first assess
the current value of their firm’s market-based
assets. The next step is to leverage market-based
assets to create shareholder value by acceler-
ating, enhancing, protecting and stabilizing cash
flows. Finally, the effect of marketing actions to
leverage such assets must be measured. This, in
turn, will give marketers permission to invest
in the next round of marketing programs and
activities to strengthen their market-based assets
and increase shareholder value.

Market-based assets have existed for as long
as business has existed. However, the tendency
in the past was to lump them together with
all other intangible assets under the category of
“goodwill.” Goodwill was seen as a reward for
having run a business successfully in the past.
By understanding that market-based assets are a
significant portion of the goodwill earned by a
firm over time and by understanding the factors
that lead to the development and exploitation
of market-based assets, marketing researchers
and practitioners can better understand how
marketing creates value.

The relationship between marketing and
finance, the two critical functions in any
business, can be better managed using the
common language of market-based assets.
Finance personnel can now understand the
value created by marketing in a language that
they are familiar with. Marketers, in turn, can
use this common language to ensure that the
firm makes an appropriate investment in the
marketing function and marketing activities.
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mass customization strategies

Arun Sharma

The concept of mass customization is becoming
increasingly important to businesses. To illus-
trate, on May 20, 2009, Amazon.com listed 46
books with the name mass customization in their
title and 3000 books with mass customization
as key words. Google Scholar listed more than
2000 articles and books with mass customization
in their title. Mass customization is the
strategy by which firms provide customers with
products that are individually tailored to their
specific needs. Mass customization strategies
are extensively used in two domains, manu-
facturing and marketing. In manufacturing,
the strategy refers to production techniques
that allow firms to customize products at
efficiencies of mass production. In marketing,
mass customization is the strategy used in
the practice of customer-centric marketing.
Sheth, Sisodia and Sharma (2000) stated that
in customer-centric marketing, marketers first
assess each customer or potential customer
individually and determine whether it is more
profitable to serve that customer directly or
through a third party. On the basis of that
determination, customer-centric marketers
then decide whether to create a customized
or standardized product offering and/or some
other element(s) of the marketing mix.

Mass customization requires modular and
rapid assembly processes and therefore the shift
from mass manufacturing to mass customiza-
tion requires redesigning products and produc-
tion processes. Consumers are generally aware
that major firms such as Dell, Nike ID, and
Land’s End practice mass customization. Other
firms that are less commonly known to practice
mass customization include McDonald’s and
Chinese restaurants. Chinese restaurants are a
classic example of mass customization strate-
gies; a limited number of ingredients allow
a Chinese restaurant to create an unlimited
number of meal variations in a very rapid time
frame.

Mass customization marketing strategies
emerge when firms change from a supply-side
orientation to a demand-side orientation. Mass
customization marketing strategies also emerge

when customers’ need for customization is high
and matches marketers’ ability to modularize
production (Figure 1). In cases where marketers
can customize but customers have minimal
customization needs or desires, segmentation
marketing strategies emerge (e.g., shampoo
and detergent markets). When customers need
or desire customization but marketers do not
have the ability to modularize, component
customization marketing strategies emerge.
Examples of these marketing strategies are
found in the clothing (alterations are done
at the store) and automotive (dealer-installed
accessories) industries. Finally, when marketers’
ability to customize is low and customers do not
need or want customization, mass marketing
strategies dominate.

Even within mass customization, different
marketing strategies emerge (Figure 2), based on
whether customization is driven by a marketer
or by customers. If the extent of customization
is high by both a marketer and its customers, a
“cocreation” marketing strategy often emerges.
In cocreation, a marketer and its customers
jointly develop a product offering. Cocreation
marketing strategies have traditionally been
limited to business-to-business marketing, but
recently cocreation marketing strategies have
been applied in consumer markets such as
computers and automobiles. When customers
drive customization and marketers do not,
customizable products emerge. Examples of
these types of products are software (customized
by users) and cellular phones (customized ring
tones, etc.). In the case of high marketer-driven
customization and minimal customer-driven
customization, these marketing strategies are
characterized by environmentally driven prod-
ucts. Examples are gasoline (temperature-based
additives), food (customized to region), and
clothing (regional fashions).

In summary, mass customization is a
strategy that enables the practice of customer-
centric marketing. To successfully apply a
mass customization strategy, marketers need
to shift from a supply-side orientation to a
demand-side orientation and change their
product development and manufacturing
processes.
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multichannel marketing

Adel I. El-Ansary

Multichannel marketing is marketing through
multiple channels to reach target market
segments. Marketing channels may be classified
in terms of formats initiated by manufacturers,
wholesalers, retailers; or for that matter other
channel members who perform marketing
functions, participate in marketing flows, or
facilitate marketing transactions. Retail-based
channel formats are of particular interest to
marketers because of their constant and direct
connection to end user customers in general and
consumers in particular. Retail formats consists
of store retailing and nonstore retailing such
as web sites (se¢e MARKETING FUNCTIONS ON
THE INTERNET), mail order catalogs, direct
mail, and newer forms of technology such as text
messaging and email. Traditionally, marketers
refrained from the use of secondary channels,
in order to avoid explicit conflict with primary
channel members and implicit confusion in
projecting brand image to their customers.
Today, the emergence and continued growth
of “multichannel customers,” led marketers
to view multichannel marketing as the norm,
rather than the exception (Coughlan ez al.,
2006). When customers use different channels
to search for information, compare brands
and prices, and conclude related transactions,
marketers find themselves compelled to use any
combination of channels necessary to effectively
communicate with their customers and render
the purchase process more efficient.
Multichannel marketing is a powerful
tool for businesses. Channels can interact
and reinforce each other, ultimately giving
marketers greater opportunities to network with
existing and potential customer bases. Fostering
business-customer interaction (see CONSUMER
INVOLVEMENT) is one of the main purposes
of multichannel marketing. Such interaction
allows for greater promotion of products and
services, leading to increased profits for the
company, greater customer loyalty, reduced
costs, and enhanced branding (se¢ BRAND
EXTENSIONS AND FLANKER BRANDS).
Multichannel marketing also enables marketers
to track customer behavior, thus creating a better

understanding of the customers’ decision (see
CONSUMER DECISION MAKING) processes.
By understanding the decision process, busi-
nesses can improve customer retention rates
(Rangaswamy and VanBruggen, 2005).

There are two facets of multichannel
marketing: the supply side and the demand side.
Suppliers find multichannel marketing attrac-
tive because of increased market penetration (see
SUPPLY CHAIN MANAGEMENT STRATEGY)
and the potential to reduce competition through
barriers to entry. Suppliers have access to
various markets and segments thereof through
multiple channels. The end consumer also
gains from multichannel marketing. Multiple
channels empower consumers to select channels
that meet their demand (se¢e INTEGRATED
MARKETING COMMUNICATION STRATEGY)
for service level outputs such as assortment,
lot size, and delivery time. Also, by pitting
channels against each other, consumers are
able to demand more services at lower prices.
Perhaps, the greatest contribution of multiple
channel marketing is the ease of discovery.
Suppliers and customers alike are able to locate
each other with ease, and meet each other’s
demands effectively (Coughlan ez al., 2006).

There are many factors that a marketing
manager must consider when determining the
appropriate channels to reach customers. Mana-
gers must determine who the potential customers
are (see CONSUMER CATEGORIZATION), what
products are those customers purchasing, when
are they purchasing products, where are they
buying products, and how are the products being
purchased. Multichannel marketing is viewed
differently by diverse firms. Some firms consider
multichannel marketing as a means of diverting
lower-valued customers to low-cost channels,
such as web sites, in order to keep transac-
tion costs down. However, other firms view
multichannel marketing as means of reaching
higher-valued customers (see SOCIAL CLASS).

There are challenges that arise when a firm
decides to implement multichannel marketing.
Aside from the potential of conflict, intrabrand
competition and channel cannibalization (see
CANNIBALISM) are problems that result in
lost sales to competitors. Moreover, incon-
sistent customer experience (see THINKING
DEEPER ABOUT CUSTOMER EXPERIENCE)
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with various channels can negatively impact
overall brand image (Eisenberg, 2009).
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disintermediation

Rajendra Sisodia

Disintermediation refers to the removal of
existing intermediaries from a supply chain (see
SUPPLY CHAIN MANAGEMENT STRATEGY).
Some refer to disintermediation simply as
“cutting out the middleman.” The World
Wide Web has made it cost effective for
many companies to deal with more customers
directly and has contributed to the trend toward
disintermediation.

Traditionally, marketing has depended
heavily on the presence of multiple intermedi-
aries between a producer and consumer. These
intermediaries add time and place utility to the
functional utility “engineered” into the product
or service offering of a producer. In addition
to serving as physical conduits for getting
products to the market, intermediaries also serve
as informational conduits, conveying relevant
information from producers to customers and
customers to producers.

The advent of the World Wide Web changed
the role of intermediaries in many industries.
The Web enabled a high degree of market trans-
parency, leading customers in some industries to
initiate the process of disintermediation in search
of lower prices. Simultaneously, a company’s
virtual presence on the Web enabled a high
level of accessibility almost immediately, and
also enabled two-way information flow directly
with end-users (customers). Companies could
serve huge numbers of customers efficiently and
effectively by automating many administrative
tasks by means of the Web. This led to rapid
growth in support services, such as customer
relationship management.

A well-known example of downstream dis-
intermediation is Dell, Inc., which achieved
dramatic growth in the 1990s by selling direct
to consumers and businesses. Wal-Mart has
been successful at upstream disintermediation;
by dealing directly with producers, it lowered
its product costs and passed the savings along to
customers.

Despite these well-known examples, the
extent of Web-driven disintermediation has
been less than was initially expected. This is
because customers continue to value many of the

functions provided by retailers and wholesalers
(such as credit, the ability to experience
products, a wide assortment of offerings, and
returns processing). Companies have also found
that it is often less efficient to ship individual
orders than shipping products in bulk to stores.
Many retailers have also sought to enhance
their own value to customers by integrating
their physical and virtual presence (referred to
as bricks and clicks). This has endeared them to
customers who like being able to buy online and
pick up or return products at a physical store, or
vice versa.

REINTERMEDIATION

Reintermediation refers to the emergence of new
types of intermediaries between end-users and
producers after disintermediation has already
occurred. New categories of intermediaries arise
to capture value-creating opportunities through
direct interactions between customers and
producers. As with traditional intermediaries,
these new types of intermediaries thrive based
on the “economic transfer” principle: those
that deliver greater value at lower cost tend to
prosper.

For example, Priceline has emerged as a new
type of market intermediary, using a “reverse
auction” method to bring buyers and sellers
together. The company refers to its patented
business model as buyer-driven commerce. Poten-
tial buyers submit bids known as conditional
purchase offers to buy products such as airline
tickets at a certain price; sellers can either accept
the offer, reject the offer, or counteroffer. Other
examples of new types of intermediaries include
rating services, automated ordering services, and
services based on consolidating numerous small
orders from many customers into more econom-
ically viable quantities.

In summary, the phenomena of disinterme-
diation and reintermediation have both been
driven by the dynamic and growing capabilities
of the World Wide Web. The default position
used to be that companies utilized intermedi-
aries to create time and place utility, although
there were conditions under which they could
bypass middlemen and serve customers directly.
The default position now appears to be that
companies look first at going direct, although
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many conditions exist under which it is beneficial
to utilize specialized intermediaries.
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point of difference and product
differentiation

Rajendra Sisodia

In marketing, product differentiation refers to
the process of taking what could otherwise be a
commodity or homogeneous product and incor-
porating one or more useful and relevant points
of difference into the overall product offering
so that it offers more value to customers in an
identified market segment. Product differentia-
tion is one of the central concepts in marketing.
The term was coined in 1933 by the Amer-
ican economist Edward Hastings Chamberlin,
who also developed the theory of monopolistic
competition. The objective of product differ-
entiation is to create what advertisers term “‘a
unique selling proposition.”

For somebody with a marketing mind-set,
there is no such thing as a commodity. Every
product or service can be differentiated. This
includes products intended for businesses as
well as for consumers. Products need to be
differentiated from those of competitors, as well
as from a company’s other products.

When products are differentiated, the offer-
ings of different companies are no longer
perfect substitutes, and customers cannot
readily compare them with one another. This
reduces the degree of competitive intensity
in the market. In a sense, every company
has a monopoly of its own product, since
no one else makes exactly the same product.
Differentiated products are not necessarily
better, in an objective sense, than others; they
are simply designed to appeal to a particular
market niche.

Successful product differentiation moves
products from competing primarily on price
to competing on nonprice factors. The
opportunities for product differentiation exist
with the physical qualities of the product
itself, as well as within the total package of
benefits offered to the customer. These benefits
could include elements such as differences in
quality (usually accompanied by differences
in price), differences in availability (such
as time and location), packaging, service,
installation, training, customization, brand
image, accompanying products or services,

the manner in which the product is delivered,
and many other possibilities. Indeed, the
opportunities for product differentiation are
limited only by the imagination and creativity of
marketers.

The importance of product differentiation
actually increases when the core product offering
is undifferentiated. Undifferentiated product
offerings are essentially commodities, and if
treated as such, do not require any marketing
actions. One of the most important reasons the
marketing function exists is to continuously
decommoditize products, so that they offer
differential value to different customers based
on their unique needs and requirements.

It is helpful to think of a product as not
a simple object but as a “complex cluster of
value satisfactions,” as Theodore Levitt put
it. His “total product concept” consists of the
generic product, the expected product (which
includes the minimal attributes necessary in
order to acquire any customers at all), the
augmented product (which goes beyond the bare
minimum requirements to include value-added
elements that have different levels of appeal to
different customers), and the potential product
(which refers to additional ways to create value
that remain possible, but have not yet been
attempted).

Over time, many products that used to be
sold as commodities have become highly differ-
entiated offerings. Examples of foods include
coffee, salt, flour, sugar, salt, oatmeal, bananas,
chicken, pineapples, and many others. Relatively
homogeneous services such as banking, insur-
ance, credit cards, and air travel have become
differentiated as well.

Product differentiation goes hand-in-hand
with other central concepts in marketing such as
MARKET SEGMENTATION AND TARGETING
and marketing targeting and positioning (see
POSITIONING ANALYSIS AND STRATEGIES).
Product differentiation must be purposeful, in
that it creates additional tangible and intangible
value for the customers for whom the product
is intended. Differentiating a product generally
adds to the cost of producing it, and this cost
must be more than offset by the additional value
that is created for customers, and for which they
are willing to pay a premium.
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positioning analysis and strategies

U. N. Umesh

Positioning is the act of designing an organiza-
tion’s offering and image so that it occupies a
distinct and valued place in the target customer’s
mind relative to competitive offerings (Kerin
and Peterson, 2007; Ries and Trout, 1982). The
result of positioning correctly is the creation of a
customer-focused value proposition (Kotler and
Keller, 2006). Successful positioning requires
that the similarities and dissimilarities between
brands should be clearly defined and communi-
cated in a target market for a particular category
(see PRODUCT CATEGORY) or service. Further,
the customer should find the position believable;
otherwise the firm will never achieve its intended
positioning in the minds of the customers who
may even be turned off by the unrealistic posi-
tioning message. Given the specific nature of
positioning, and the diversity of a market, it is
increasingly difficult to create a brand position
that appeals to everyone in all usage circum-
stances. Coca-Cola might have been one of the
few firms that achieved universal appeal in the
first half of the twentieth century using a very
broad-based positioning for its single product
brand. However, over the years, even Coca-Cola
was forced to create separate formulations and
unique positionings for those who preferred diet,
orange or lemon-flavored product, and so on.
Positioning is of particular relevance in
a global context (see GLOBAL MARKETING
STRATEGY). Though the markets in industri-
alized countries are large, they are growing at
a much slower pace as compared to those in
developing countries. Not only are the markets
in the two most populous countries in the world
— India and China - growing at a rapid pace but
numerous smaller countries with their widely
different cultures are also growing at similar
rates because of the advent of globalization
and the unleashing of free markets. There
are numerous global brands that appear to be
successful in almost all markets (Helm, 2008).
Quelch (2007) has suggested that having a single
and consistent positioning worldwide with the
company name and brand name being the same
is the surest recipe for success — with a focus on
a single product category. In contrast, Reibstein

and Day (2004) suggest that it might be wise to
have different levels of globalization providing
some degree of local adaptation. As an example,
food products should meet local cultural tastes
in terms of branding.

An ideal positioning strategy is not necessarily
achieved by aiming for the highest evaluative
position in the minds of the customer. Rather, it
is important that the positioning offered should
match expectations of the customers in terms
of the ideal attribute levels desired by the
customers. Many firms are successful with a
low-price/ medium-quality brand image while
other firms are equally successful with above-
average price/high-quality brand image.

Mispositioning can occur when there is a
mismatch between the ideal attribute levels
desired by the customer and those offered by
the firm. Usually, it is a positioning that the firm
would like the customer to have, rather than
what the customer actually desires. An example
is the introduction of dry beer, which was rated
as superb by brewers, where the customers had
a hard time understanding how dryness of a beer
could possibly quench the thirst of a parched
throat.

Over time, the ideal attribute levels desired
by the customers change. These changes could
be due to advancement of technology, accep-
tance of new cultural values, changes in demo-
graphics, or improvements in competitive (see
COMPETITIVE ANALYSIS) offerings. If there is
no concomitant change in positioning, then the
firm, product, or brand goes into the decline
phase and can disappear altogether over time.
Thus, there is a need to constantly evaluate and
change positionings over time to match changes
in customer requirements.

See also global marketing strategy,; product
category
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pricing strategy

R. Venkatesh

INTRODUCTION

Marketing efforts revolve around the concept
of value, especially as perceived by customers.
Specific branches within marketing examine the
magnitude of customers’ perceived value of
goods or services, the sources or drivers of value,
and the ways and means of delivering better
value to the customer and to the firm. Pricing
and other marketing mix variables are strategic
aids for a manager in the value creation and
management process.

It is often noted that while product devel-
opment, advertising, and distribution convey
or deliver value to the customer, pricing
emphasizes delivering value to the firm (i.e.,
extracting value from the customer). While
this belief is largely correct, the interaction and
interplay within the marketing mix cannot be
overlooked. Thus, while one could consider
changing prices in isolation of other factors, a
better approach would be to implement price
changes in tandem with other modifications
to the value proposition (se¢e A FRAMEWORK
FOR CREATING VALUE PROPOSITIONS). As
an example, a price increase on a Toyota Prius
could be tied to commensurate improvements in
the vehicle’s fuel efficiency. Such an approach
underscores what pricing truly is: an integral
component of a firm’s overall value proposition.

This article on pricing strategy is introduc-
tory in nature and has the following orientations.
First, the article attempts to layout and connect
the key elements in the pricing process. Pricing
terms are introduced on a selective basis. Second,
strategic pricing implications and recommenda-
tions are provided in almost every section. In
contrast to strategies, tactical aspects of pricing
(e.g., sales promotion tools such as “‘couponing’)
get limited attention. 7hird, some of the rela-
tively more recent trends in or challenges to
pricing are examined. Price taking as opposed to
price setting (priceline.com) and auctions (eBay)
are among the Internet-driven topics discussed.
Throughout this article, goods and services are
collectively referred to as products.

Among the strategic implications proposed in
this article are the following:

e Value pricing is the desirable pricing
approach. It overcomes the myopia of
cost-plus and going-rate pricing without
losing sight of costs and competing offerings.

e Product differentiation is a prerequisite for
value pricing. Commodities drive prices
down to marginal costs.

e A decreasing price is often more desirable
than an increasing price path. High initial
prices can signal superior product quality
when other information is limited.

e While most price discrimination (PD) strate-
gies are legal, the seller should not lose sight
of price transparency and fairness.

e The Internet is opening up exciting and
profitable avenues for pricing.

The emphasis on breadth and brevity means
this article only serves to introduce the domain
of pricing to the reader. Several books and
numerous articles, from both the managerial
and academic realms, are available for the inter-
ested reader. Some of these are listed in the
concluding section. The ideas, concepts, and
methods discussed in the following pages are
drawn from or inspired by many sources. Per
the policy of the editors, only a few references
are cited explicitly. Kotler and Keller (2008),
Nagle and Hogan (2005), and Rao (2009) are
among the sources consulted most often during
the writing of this article.

The remainder of this article has the
following structure. Setting the initial price of
a product is discussed in the section “Setting
the Price.” Managing this price over time and
across segments are considered in the sections
“Managing The Price Over The Life Cycle”
and “Varying The Price Across Segments,”
respectively. The influence of competition on
price setting is examined in the section ‘“Antic-
ipating And Responding To Competitors’
Price Changes.” The interrelationships among
products in a firm’s portfolio and their impact on
the pricing of a particular product are discussed
in the section “Pricing A Portfolio Of Comple-
ments Or Substitutes.” The section “Pricing
and the Internet” focuses on Internet-driven

Wiley International Encyclopedia of Marketing, edited by Jagdish N. Sheth and Naresh K. Malhotra.

Copyright © 2010 John Wiley & SonsLtd



www.myindustry.ir

2 pricing strategy

pricing trends and challenges. A chapter
summary appears in the “Conclusion” section.

SETTING THE PRICE

Price setting requires an appreciation of both
the product and the market. For illustration, the
success of repeat purchased goods, sometimes
called FMCGs (fast moving consumer goods),
depends on both trial and repurchase. Pricing
practices that facilitate brand loyalty have merit.
The seller of FMCGs can gain access to rich
datasets such as scanner panel data as part
of setting the prices. In contrast to FMCGs,
durable goods are purchased with long inter-
purchase times and typically after significant
information search and consideration. On the
market side, the nature of heterogeneity across
customers in taste, brand preference, purchase
incidence, and cognitive/monetary resources
plays an important part in price setting. These
types of factors will require adjustments to the
price-setting process described below.

Eliciting or estimating individual value
or aggregate demand is a prerequisite to
price setting. The demand function, namely,
the representation of the units of a product
demanded at different price points, is often
calibrated in a linear or curvilinear form as
shown in Figure 1.

With two competing products 1 and 2, the
linear demand function for 1 takes the form

01 =ay+ a1 Py — ar P> 1)

where the Ps and Q represent prices and quan-
tity. Coefficient 4; (or ay) represents price sensi-
tivity, namely, the change in quantity demanded

Legend
— — Linear demand function
Constant elasticity demand
function

Price

0 Quantity demanded

Figure 1 Two popular forms of the demand function.

of product 1 when P; (or P;) is changed by
one currency unit, holding all else constant. The
constant elasticity demand function has a curvi-
linear form. Again, with two competing products
1 and 2, the demand function for 1 is

0= dOPfl P;Z (2)

where the Ps and Q continue to represent prices
and quantity. The exponent & represents the
self-price elasticity of demand of product 1 and
&, is cross-price elasticity of demand of product 1
with product 2. In either case, elasticity refers to
the percentage change in quantity demanded for
a 1% change in price. Typically, self-price elas-
ticity is negative (i.e., an increase in a product’s
price causes its demand to decrease) whereas
cross-price elasticity is positive (i.e., an increase
in a competitor’s price causes the focal product’s
demand to increase). The choice between the
above two functional forms can be on the basis
of goodness of fit between historical price and
demand data.

When the marginal cost of product 1 is ¢,
and given the price of the competing product,
the profit-maximizing seller can set the price P;
such that

Max[T =P —c) < 3

1

This again assumes that the seller seeks
profit maximization in each time period. (The
competitor is also strategic and that requires
understanding the best response of each firm and
the resulting equilibrium. This is taken up in
the section “Anticipating And Responding To
Competitors’ Price Changes.”) Other objectives
such as setting the best price to sell a targeted
quantity or maximizing the net present value of
a stream of profit flows can all be achieved with
a proper understanding of demand.

The above approach to price setting assumes
a clear knowledge of (i) customers’ valuations or
purchasing behavior, (ii) firm’s cost structure,
(ii1) competitors’ prices and intentions, and (iv)
product interdependencies. Such a comprehen-
sive knowledge may not always exist. Alternative
approaches are discussed below.

Cost-plus (or markup) pricing and going-rate
(or competitor-based) pricing are more preva-
lent than what sound strategy might dictate. In
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Table 1 A simple illustration of value pricing.

pricing strategy 3

(This is a fictitious example)

A chemical plant uses 400 O-rings each year to seal valves. Rings are priced at $8.00 each and must be
changed every two months in a shutdown process that costs $8000 (including the labor cost of
replacing the rings). Our firm has developed a new O-ring that has twice the resistance to
corrosion. The marginal cost to our firm of the new O-ring is $5. There are no other alternative
O-rings in the marketplace. What is the economic value advantage of each new O-ring?

Let the price of each new O-ring be P

Description Regular O-Ring New O-Ring
Number of rings needed 400 200

Purchase price to the customer $3 200 200 x P
Shutdown costs $48 000 $24 000

Total costs to the customer $51 200 $24 000 + 200P

Economic value advantage of each new O-ring =

$51200—824000
200

= $136. Our firm would not want to charge a price lower

than $5 for the new O-ring as that would yield a negative unit contribution margin. $136 is the unit price at which the
customer would be indifferent between the regular and the new O-rings. The actual price is likely to be between these
extremes and based on other considerations such as the likelihood of new entrants at different candidate prices.

cost-plus pricing, the firm adds a markup to
the unit cost of the product. Going-rate pricing
considers the price charged by the leading (or
closest) competitor, with some upward or down-
ward adjustment based on whether the firm
is a price leader or follower. Both of these
approaches are easy to implement yet deeply
flawed. The ease arises from the firm’s knowl-
edge of its own cost structure and/or the prices
of competing offerings. The problems arise from
taking a very passive and myopic view of pricing
and marketing, namely, that the firm takes its
cost and competitors’ prices as a given and is not
actively seeking to differentiate its offering and
enrich its value proposition.

Value pricing is arguably a superior alterna-
tive as it balances firm’s costs, value of competing
offerings, and the incremental value of the
product under consideration. Thus

Perceived value to the customer
= Reference value + Differentiation value

*)

The reference value is the net value of the
closest substitute. The differentiation value
represents whatever value the focal product

offers above and beyond the reference product.
This assessment of value considers all the
sources of benefits and costs (tangible and
intangible) to the customer. Table 1 contains a
simple illustration with higher value equated to
lower costs.

In the table, the term economic value advan-
tage (EVA) represents the differentiation value
without factoring in the price of the new offering
— the decision variable in this exercise. The
portion of the EVA to extract in the form of price
will depend on the firm’s strategic priorities.

An added advantage of value pricing is that
it can be used even to price radical innovations
(e.g., the MRI machine, when it was first intro-
duced). Such innovations have weak substitutes
(e.g., CT scan in lieu of MRI). Thus, while the
technology is new, the benefit can be quantified
on the basis of what the available substitute does
or does not offer. Techniques such as conjoint
analysis augment value pricing by looking at
attribute-level value drivers.

The term reservation price, defined as the
maximum price a customer is willing to pay
for one unit of a product, is a currency metric of
the customer’s perceived value. The difference
between a customer’s reservation price and the
actual price of the product represents his or her
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surplus. When a product enjoys a monopoly,
the prospective customer is expected to buy
the product if she/he expects a nonnegative
surplus. When competing products are available,
the customer is expected to choose the product
that offers the highest nonnegative surplus.

MANAGING THE PRICE OVER THE LIFE
CYCLE

The STAGES OF THE PRODUCT LIFE CYCLE is
a potent marketing paradigm to conceptualize
the evolution of alternative products and draw
strategic implications over time. A successful
product goes through four stages in its life cycle
— introduction, growth, maturity, and decline.
Sales during maturity come primarily from
product replacement. The length of each stage
is partly a function of the characteristics of the
product and of potential consumers such as their
attitudes toward risk and the level of word of
mouth among themselves. Seen from a pricing
standpoint, a firm can “manage” the adoption
by choosing from among alternative price trajec-
tories. Such variation of price over time is called
dynamic pricing.

Skimming and penetration pricing are two
alternatives to a more neutral form of pricing.
With skimming, the firm starts by charging
a high price and then gradually decreases it
over time. This could be very profitable for
durables: the decreasing price path could extract
the most value from customers, assuming that
customers will not delay their purchases inor-
dinately in anticipation of lower prices in the
future. With penetration pricing, the product
is initially priced aggressively low to encourage
speedy adoption. How the price is changed later
is a function of other variables to be discussed.
The choice in favor of skimming or penetration
pricing in relation to neutral pricing depends on
variety of firm-, competitor-, and customer-side
factors.

Skimming is a more desirable under the
following conditions:

o Firm-side factors: When a firm has a wide
product line (e.g., Intel, with its range of
microprocessors), a new product can be
priced high enough so as not to cannibalize
other offerings in the line. Also, a firm’s

capacity constraint naturally lends itself to
skimming.

o Competitor-side factors: Skimming is not
only a more time-intensive strategy (as the
market is built gradually, over time) but also
the higher price might signal low barriers
for entry. Therefore, skimming is more
desirable only when the firm has a clear
technological advantage (e.g., Apple with
iPhone) or patent protection to milk the
market over time.

e  Customer-side factors: Greater heterogeneity
in customers’ valuations and the willingness
within segments to pay significant premiums
for their “ideal” products favors skimming.
It is desirable that price skimming is not
excessive and is not seen as unfair. This
occurred with HIV Aids medication, for
example, when the high initial price of the
drug cocktail (over $10 000 per patient per
year) caused a furor from the developing
world. Global prices quickly dropped to
under a dollar a day per patient.

Conditions opposite to the ones noted above
for skimming are likely to favor penetration
pricing. The following additional factors also
point to a low penetration price:

o [Firm-side factors: Penetration pricing is
desirable when a firm expects significant
gains from economies of scale. Also, for
experience goods such as software, an ext-
reme penetration pricing approach of
offering a free initial version to gain a
foothold and a later upgrade at a higher
price may be optimal.

o Competitor-side factor: When two competing
systems are in a standards war, the one that
establishes a larger user base would arguably
emerge a winner. Penetration pricing could
facilitate this. The lower price of Toshiba’s
HD DVD system during its losing battle
with Sony’s BluRay DVD format stands out
as one of the exceptions.

o  Customer-side factor: For products with
network externalities, the value to individual
users is a function of the number of other
users of the product. A low initial price to
build the network followed by a higher price
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later in the life cycle has been suggested as
an optimal strategy.

Every-day-low-price (EDLP) and high-low
(Hi-Lo) pricing are also forms of dynamic
pricing. As these are not tied to the product life
cycle paradigm and are of a tactical nature, these
are not discussed further in this article.

VARYING THE PRICE ACROSS SEGMENTS

While a firm should strategically arrive at a price
for its core segment of users, a one-price-fits-all
approach toward the entire market is seldom
the most profitable. Segments differ in their
preference intensities for the product, in their
income levels and price sensitivity, quantity of
consumption, and the like. Price discrimination
(PD) is a desirable strategy in such instances and
is said to occur “when a company sells a [good]
or service at two or more prices that do not reflect
a proportional difference in costs” (Kotler and
Keller, 2008).

While three degrees — or types — of PD have
been identified, these differ in the ease of imple-
mentation. Under first-degree PD, the seller
charges each customer a price equal to her reser-
vation price. Of course, only those customers
with reservation prices higher than the product’s
marginal cost are targeted. When possible, this
type of PD should be the most profitable for
the seller as the entire surplus is extracted.
Two common hurdles to first-degree PD are
the seller’s lack of awareness of each customer’s
reservation price and the inability to charge
different prices without upsetting customers’
perceptions of fairness. Auctions are one way
of implementing first-degree PD. If bids are
invited and one or more units of the product
are sold to the highest bidder(s), the seller
is arguably extracting the full surplus from at
least the winning bidder(s). Singapore Airlines’
auction of seats on the first commercial flight of
the Airbus A380 Super Jumbo, between Singa-
pore and Sydney, can be called first-degree PD.
Here, interested fliers submitted bids on eBay
and tickets priced on par with the respective bids
were awarded to the highest bidders till all seats
were sold out.

Second-degree PD occurs when the seller
offers different prices to different buyers based
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on their purchase quantity. An objective of
this form of PD is to encourage buyers to
purchase in larger volume. The law of dimin-
ishing marginal returns is an associated rationale
for second-degree PD. As a second or third unit
gives less utility to the consumer than the first,
discounts are warranted on these latter units
to facilitate purchase. In an excellent review
article, Dolan (1987) contrasts the uniform price
schedule (i.e., no PD, as each unit is sold at the
same price) from n-part and n-block price tariffs.
In a simple two-part tariff (# = 2), each buyer
pays a fixed fee plus a variable rate tied to the
number of units purchased. This tariff struc-
ture reduces the unit price for a large purchase
because the fixed fee is apportioned over a larger
number of units. Telephone calling plans and
some types of software licenses come under this
category. In a two-block tariff, a price P; is
charged for each for the first N units; a price
Py(< P1) is charged for each unit beyond N.
The three-part or three-block tariff should price
discriminate at least as well as a two-part or
two-block tariff. The issue to guard against is
customer confusion from too fine a structure.

Third-degree PD occurs when the distinc-
tive aspects of customers (e.g., senior citizen vs.
young adult) or shopping occasions (e.g., matinee
vs. regular show) form the basis for charging
different prices. Unlike second-degree PD, the
quantity of purchase is not the discriminating
variable. Unlike first-degree PD, the differences
in reservation prices are not known for sure.
Rather the expectation is that some groups of
buyers may have lower (or higher) reservation
prices. Senior citizens and students who prob-
ably do not have full-time jobs are likely to have
more available time or less disposable income,
thereby making themselves appropriate targets
for price discounts. For services (e.g., flights),
that are cannot be inventoried unlike physical
goods, and for offerings subject to capacity
constraints (e.g., concerts), third-degree PD may
help in managing demand (by shifting part of
the peak load to oft-peak times).

Although there are legal restrictions on some
forms of PD (e.g.,, some types of quantity
discounts must be backed by evidence of asso-
ciated cost savings to the seller), most forms of
PD are legal and hence widely used. Constraints
to PD may arise from the buyer side. PD will be
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rendered ineffective or inappropriate if; say, it is
perceived as blatantly unfair or if those buying
the products at a lower price sell these to others
who might not have qualified for the discount (a
practice called arbitrage). In most situations, PD
actually increases customer welfare by making
products available at lower prices to specific
groups and increasing consumption.

ANTICIPATING AND RESPONDING TO
COMPETITORS’ PRICE CHANGES

The role of competition can never be overem-
phasized. Be it an entrenched player or a capable
new entrant, competitors are ‘“hurdles” in a
firm’s pursuit of higher profits. By the same
token, healthy competition results in better value
for customers by fostering innovation, keeping
prices under check, and tailoring marketing prac-
tices to suit the needs of specific segments.
Work on competitive strategy (Porter, 2005)
and game theory (Dixit and Nalebuff, 1993)
provides ways to understand competitors’
incentives and motives, and take preventive,
protective, or reactive measures (se¢ also
COMPETITIVE ANALYSIS; COMPETITOR

ANALYSIS). Table 2 contains a simple illus-
tration of game theoretic thinking that has the
following elements: (i) the players are aware
of each other’s strategic options and the corre-
sponding payoffs; (ii) each player recognizes
that the competitor is not static but behaves
strategically; (iii) each player acts in one’s own
best interests knowing that the other player does
the same; that is, benefiting oneself rather than
hurting the other is the overriding motive.

The illustration underscores that while higher
prices from the two players would have provided
higher payoffs for both, thinking strategically
about each other in a noncollusive manner leads
to a lowering of prices. The example shows
how the free market can work to the customer’s
advantage.

There is also a limitation in the above
approach. The illustration assumes that price is
the only variable at the firms’ disposal at this
stage of the game. A broader marketing view of
this problem could consider nonprice ways of
mitigating the intensity of competition. Echoing
this thought, Porter (1998) notes that there are
essentially two competitive strategies: gaining
cost advantage or pursuing differentiation. The

Table 2 Pricing under competition: a simple illustration.

(The numbers are made up)

Ford and General Motors (GM) are the two dominant competitors in the B2B market to sell cars to
rental car companies. This business segment is marked by aggressive price discounting unlike the
end user market. The discounts are usually either 15% or 20% off the maximum suggested retail
price (MSRP) in the retail market. The players do not collude in any way; they play the Leader
(GM)-Follower (Ford) game. That is, GM sets its discount rate first. Ford sees it and immediately
comes up with its best response. The payoft matrix is given below.

GM’s Discount

15% off MSRP 20% oft MSRP
Ford’s discount 15% off MSRP $360M, $640M* $180M, $410M
20% off MSRP $420M, $240M $210M, $350M

“Means that Ford’s payoft is $360 million and GM’s payoff is $640 million. What discount levels are Ford and GM
likely to offer at the equilibrium? Why? In this example, the equilibrium corresponds to GM offering a 20% discount
and Ford responding to it with a 20% discount. The reasoning is as follows: no matter what discount GM offers (15%
or 20%), Ford’s best response is a 20% discount. This is because (i) when GM offers a 15% discount, Ford makes
$420M with a 20% discount instead of $360M with a 15% discount, and (ii) when GM offers a 20% discount, Ford
makes $30M more for itself with a 20% discount relative to a 15% discount. Knowing that Ford’s best response is a
20% discount, GM will offer a 20% discount as it will make $350M (i.e., $110M more than with a 15% discount). With
both firms offering a 20% discount, neither will have a unilateral incentive to deviate, and this discount combination

will represent a Nash equilibrium.
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firm with the lowest cost structure in its industry
(e.g., Southwest Airlines) has a greater ability
to fight a price war. Everyone else is better off
pursuing differentiation.

Price wars represent the uglier side of pricing,
the competing sides emerging losers in the fight.
Rao, Bergen, and Davis (2000, RBD) point out
that from the firm’s side, the best approach to
a price war is often not to get into one. In the
guidelines below on how to avoid a price war or
mitigate the effects of one, those from article by
the Rao ez al. are tagged RBD:

o [f a competitor attacks you in your backyard,
signal your intent by attacking the competitor
in its backyard: The example of Michelin,
with its European stronghold, initiating a
price war against Goodyear in its prime US
market is well known. Goodyear responded
by cutting prices in Europe, signaling to
Michelin that it stood to lose considerably.
The price war subsided.

e Reveal your cost advantage to your competitor
(RBD): The authors make the point that
revealing this advantage will make the
competitor aware that you have more room
to cut prices and still make a positive
contribution.

e Buy excess capacity in your industry and
shutter the plants: Industries with excess, idle
capacity are prime candidates for price wars.
Try to reduce this excess.

o Introduce a fighting brand (RBD): Offerings
such as MCI Worldcom’s 10-10-220,
Kodak’s Funtime film, and Goodyear-owned
Kelly Springfield tires are examples of
high-quality firms introducing lower-end
fighting brands to handle price competition
without exposing the flagship offerings to
the fight.

The above points underscore that pricing
strategies have more power when firms are
willing to tap into their broader marketing
options.

PRICING A PORTFOLIO OF COMPLEMENTS OR
SUBSTITUTES

There are few single-product firms even though
many a firm may have a single blockbuster.
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Products in a firm’s portfolio could be (partial)
substitutes of each other when they are part
of a product line (e.g., the line of soft drinks
offered by Coca Cola). When a firm is in multiple
categories, the products could be complements
of each other (e.g., Samsung’s DVD player is
a complement of the firm’s TV lines). This
section makes the point that pricing strate-
gies are more potent and meaningful when the
interrelationships among the offerings are suit-
ably leveraged. The degree of substitutability
or complementarity among the offerings has
strategic significance.

Cross-price elasticity is one measure of the
degree of interrelationship. Two products are
complements of each other when their mutual
cross-price elasticities are negative; that is, an
increase in the price of one causes a decrease
in demand for the other. Cross-price elasticities
between two substitutes are positive. Another
measure is by how much the reservation price
of a bundle is greater than (or less than) the
sum of the stand-alone reservation prices of the
individual products. For a bundle of comple-
ments (or substitutes), the reservation price of
the bundle is greater than (or less than) the sum
of the individual reservation prices.

Consider a product line of moderate to weak
substitutes. (Having two strong substitutes in
a firm’s product line is arguably suboptimal.)
There is evidence to suggest that with a wider
product line, the price of each product is
typically higher relative to the case when that
product alone is offered. The rationale is that
with several offerings, each can be targeted at
the segment that it is best suited for. The match
with the segment’s ideal point justifies charging
a higher price. A product line is also justified
as a way to keep up with an evolving market.
Considering again the example of the line of
Intel microprocessors for personal computers,
the firm cuts prices of existing microprocessors
as newer ones are introduced at high price levels.
Discounting the more established processors is
a bulwark against competitors. Thus, the line
remains very profitable while also protecting the
firm’s market share.

For a portfolio of complements, BUNDLING
is pertinent. Bundling is the strategy of offering
of two or more products as a specially priced
package. Bundling encourages customers to
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try the complementary products jointly. The
synergy among complements means customers
see higher value and the firm can tap into some of
this value enhancement. Three bundling strate-
gies must be distinguished. Under pure compo-
nents, the products are offered separately but
not in bundled form. Pure bundling occurs when
the products are offered only as a bundle but not
in stand-alone form. Mixed bundling is the more
general strategy of offering both the individual
products and the bundle. This strategy helps
achieve second-degree PD by offering the
discounted bundle at the segment that cares for
all of the component products, and charging
price premiums on the individual offerings.

The choice among alternative bundling strate-
gies is further clarified below:

o  Firm-side factors: Pure bundling is favored
when it can significantly reduce inventory
holding costs (e.g., a car model offered in a
few popular trims instead of many attribute
combinations) and/or sorting costs (e.g., raw
diamonds, sold as bundles by DeBeers).

o Competitor-side  factors: Although  pure
bundling could deter competition in some
instances, the pure components strategy
is desirable when customers’ strongly
preferred bundle is a mix of offerings from
rival firms (e.g., Dell PC with HP laser
printer).

o  Customer-side factors: Mixed bundling, the
equivalent of a wider product line, is desir-
able when customers’ preferences are very
heterogeneous. Pure bundling is desirable
when it is harder for a customer to identify
the cause when a bundle performs poorly.
Otis encourages customers to opt for its
own service plan because, if the product
breaks down because of poor maintenance
by another service provider, customers may
still blame Otis for the problem.

PRICING AND THE INTERNET

The Internet provides new and exciting pricing
opportunities and challenges (see E-COMMERCE
AND INTERNET MARKETING). The challenges
come in several forms: (i) prospective consumers
can easily and quickly compare prices and

product specifications; (ii) blogs and social
networking websites disseminate word of mouth
with speed and on a large scale; (iii) products
that can be digitized, such as movies and
music, can also be pirated; (iv) magazines and
newspapers are threatened by the large amount
of free news content. Yet the Internet has
spawned entirely new businesses and business
models that depend on clever pricing strategies.
A core component of any business plan is the
revenue model - a clarification of how the firm
expects to price and make money.

Two online business models with innovative
pricing arrangements are discussed here:

e Name your own price: The emergence of
Priceline.com (among others) has meant that
the Internet has made pricing buyer driven
rather than seller driven. The buyer submits
a bid for a product such as an airline ticket
between two cities, and the seller decides
whether to accept or reject the offer. Thus the
seller becomes a price taker instead of being
a price setter. Frivolous bidding is limited
by imposing restrictions on rebidding. The
Priceline model cleverly combines pricing
and product design. While a bidder quotes a
price, it is up to the seller to select the airline
and specific schedule.

e Auctions: eBay has made auctions a house-
hold name. By establishing a trading
platform, trading rules, and mechanisms,
eBay has dramatically increased the number
of sellers and the way they sell. Network
externalities are integral to auctions: an
auction site is more attractive to a buyer (or
seller) if it attracts more sellers (or buyers)
than a competing site. By facilitating these
connections, eBay is increasing revenues
to sellers while simultaneously delivering
greater value to the buyers.

The Internet’s role in pricing and marketing
is just beginning.

CONCLUSION

This article has sought to provide a broad yet
cursory overview of the strategy of pricing. It
has introduced and discussed pricing terms that
are frequently invoked. The article has also
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emphasized that an effective pricing strategy
often draws on other elements of the marketing
mix. For setting and managing the price of a
product many elements such as the segments
in the marketplace, the intentions and actions
of competitors, the interrelationships with other
products in the portfolio, and the power of new
technology and channels such as the Internet
have to be considered. A number of strategic
implications have been discussed. Yet this
article is incomplete. The following paragraphs
suggest the notable omissions in this article
and suggest some ways of gaining a deeper
understanding of pricing.

The pricing implications of consumer
psychology and behavior (se¢e CONSUMER
BEHAVIOR ANALYSIS) have barely been noted
in this article. Prospect theory, for example,
focuses on how customers respond differently
to losses and gains. The price of a product
represents a cost to the customer. Rebates and
discounts can be seen as gains. Related implica-
tions of prospect theory can guide how prices and
discounts should be framed to have more favor-
able impact. This article has barely scratched
the surface on the topic of channel pricing. As
intermediaries, channel members can cause an
increase in product prices even while providing
important services. The success of emerging
channel structures (se¢e MARKETING CHANNEL
STRATEGY) such as partial forward integration
and bricks-and-clicks outlets depends in part on
appropriate pricing. The intertwined concepts of
customer lifetime value and customer relation-
ship management require taking a relationship
perspective to marketing mix efforts, including
pricing. Pricing methodologies span the spec-
trum from measurement of customers’ valua-
tions to multiproduct pricing under competition.
These and other topics are missing in this article.

A short list of references at the end of this
article can offer the reader a more in-depth view
of pricing. Most of the references are aimed at
managers. T'wo references for the theoretically
driven reader are Rao (2009) and Wilson
(1993). Marketing journals such as the Journal
of Consumer Research, Journal of Marketing,
FJournal of Marketing Research, and Marketing
Science are recommended for rigorous studies
on pricing. The Harvard Business Review is one
of the several publications taking a managerial
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view of emerging topics. Nuances in pricing
and related marketing of digital products are
discussed in Shapiro and Varian (1998). Pricing
strategy is an exciting and important aspect
of global marketing (see INTERNATIONAL
PRICING OBJECTIVES AND STRATEGIES).
Mahajan and Banga (2005) provide an insightful
reference on the opportunities and challenges of
marketing to the 86% of the world’s population
that lives in the developing world. The above
references can facilitate a greater appreciation of
the fascinating topic of pricing.
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product category

Jaeseok Jeong

The term product category is given to a group
of similar products that fulfill a particular type
of need and can be interchangeably used with
product class. A group of products or brands
in the same product category are homogeneous
or generally considered as substitutes for each
other. For example, Levi’s and Gap belong to
the jeans category and one can be a good
substitute for the other. They both can meet
consumers’ particular need for jeans.

A products is generally identified in terms of
its product category, which can be defined as the
classification to which the product is assigned.
For example, Special K is the breakfast cereal
category and MacBook Air is in the notebook
computer category. There are variations among
products within a category in terms of phys-
ical characteristics (e.g., color, shape, attribute,
or fragrance) or brand names. A single manu-
facturer may produce several brands within the
same product category in order to appeal to
different segments of the market. For example,
Apple has multiple notebook computer brands
such as MacBook, MacBook Pro, and MacBook
Air in the same notebook category and markets
these brands to different segments of its target
customers to maximize its profits.

The product category can be narrow or broad
depending on how substitutable the various
products are. For instance, a narrow product
category for a transportation vehicle would
include motorcycles, cars, pickups, and vans,
whereas a broad product category would include
airplanes, trains, and ships. Another example
is that a narrow product category for breakfast
meats might be sausage, bacon, and ham and a
broad product category would include all other
meats and meat substitutes occasionally sold for
breakfast use.

The identification of product category can
sometimes be ambiguous and even arbitrary and
this can be an issue for marketing managers in
measuring the market performance and under-
standing the market structure and competi-
tion for their own product(s). If you are a
marketing manager in a company producing
breakfast meats, would you think that you are in

the breakfast meats category and your competi-
tors are all other (or similar) brands in the
same product category or would you consider all
other meats or meat substitutes brands including
breakfast meats as competitors? In other words,
are you in the breakfast meats category or
in the meats and meat substitutes category?
Your marketing strategy would be dramatically
different depending on how you see your product
category.

This inherent ambiguity and arbitrariness on
the product category have led to debates on how
it should be defined to better comprehend the
market and its structure (Hanan, 1974; Moran,
1973). Day, Shocker, and Srivastava (1979)
proposed that marketers focus on the benefits
that products provide instead of the attributes
or features that products have in identifying the
product category. They recommended that the
product category be defined as “‘the set of prod-
ucts judged to be substitutes within those usage
situations in which similar patterns of benefits
are sought, and the customers for whom such
usages are relevant.” By doing so, marketers
could have a better understanding of the market
and its structure and arrive at effective criteria of
measuring the market performance and compe-
tition.

A product category tends to have a STAGES
OF THE PRODUCT LIFE CYCLE that is longer
than that of any one product within the product
category alone unless a particular brand that was
the FIRST-MOVER (PIONEER) ADVANTAGE in a
market was also the last one.

Category development index (CDI), a
market’s category sales percentage divided by
the total population percentage of that market
multiplied by 100, and brand development
index (BDI), a market’s brand sales percentage
divided by the total population percentage
of that market multiplied by 100, are useful
to determine market potential for a brand or
product. Any number over 100 for the CDI and
BDI is considered good but comparing the BDI
to the CDI offers the most insight.

Primary advertising, also known as generic
advertising, is the advertising intended to create
demand for a product category of a product
rather than a specific brand and to enhance the
image of the entire product category involved.
The campaign, “Got Milk” by California Milk

Wiley International Encyclopedia of Marketing, edited by Jagdish N. Sheth and Naresh K. Malhotra.

Copyright © 2010 John Wiley & SonsLtd



www.myindustry.ir

2 product category

Processor Board would be a good example of
primary advertising. Primary demand is the
demand for a general product category, as
contrasted with selective demand, the demand
of a specific brand marketed by a firm.
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stages of the product life cycle

Jaeseok Jeong

The product life cycle (PLC) is a biological
metaphor that traces the stages of a product’s
acceptance from its introduction (birth) to its
decline (death). It can be divided into several
stages characterized by the revenue generated by
the product. The product revenue and profits
can be plotted as a function of the life cycle stages
as shown in Figure 1.

The concept of PLLC may apply to a brand or
to an entire PRODUCT CATEGORY. Its duration
may be as short as a few months for a fad item
or century or more for product categories such
as the cola beverage and the gasoline-powered
automobile. As the product progresses through
its life cycle, changes in the MARKETING MIX
are usually required in order to adjust to the
evolving challenges and opportunities.

INTRODUCTION STAGE

When the product is introduced, sales will be
low until customers become aware of the product
and its benefits. During the introduction stage,
the firm aims to build awareness and develop
a market for the product. The impact on the
marketing mix is as follows:

Product - There is one or few products, rela-
tively undifferentiated in the market. Product
branding and quality level is established.

Price - Pricing (see PRICING STRATEGY) may
be high, assuming a skim pricing strategy for a
high profit margin as the early adopters buy the
product and the firm seeks to recoup develop-
ment costs quickly. In some cases, a penetration
pricing strategy is used and introductory prices
are set low to gain market share rapidly.

Distribution - Distribution is selective and
scattered as the firm commences implementation
of the distribution plan.

Promotion — Promotion is aimed at building
brand awareness. Samples or trial incentives may
be directed toward early adopters. The intro-
ductory promotion is also intended to convince
potential resellers to carry the product.

;

UmoID
aulpag

Sales in $ or volume
uonoNpo.U|
Aumep

Time

Figure 1 Several stages of product life cycle (PL.C) can
be characterized by the revenue over time.

GROWTH STAGE

During the growth stage, sales increase as more
customers become aware of the product and
its benefits and additional market segments are
targeted. The firm seeks to build brand prefer-
ence and increase the market share.

Product - Product quality is maintained and
additional features and support services may be
added.

Price - Pricing (see PRICING STRATEGY) is
maintained at a high level if demand is high, or
reduced to capture additional customers.

Distribution — Distribution becomes more
intensive. Trade discounts are minimal if
resellers show a strong interest in the product.

Promotion — Advertising is increased to build
brand preference.

MATURITY STAGE

The maturity stage is the most profitable. While
sales continue to increase into this stage, they
do so at a slower pace. Competition may appear
with similar products. The primary objective
at this point is to defend market share while
maximizing profits and extend the PLC.

Product - Modifications are made and fea-
tures are added in order to differentiate the
product from competing products that may have
been introduced.

Price - Price reductions are expected in
response to competition while avoiding a price
war.

Distribution - Distribution becomes more
intensive and incentives to resellers may be
offered to avoid losing shelf space.
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Promotion - Promotion emphasizes pro-
duct differentiation and building of brand
loyalty.

DECLINE STAGE

Eventually, sales begin to decline as the market
becomes saturated. At this stage of the PLLC, the
firm has several options. First, the firm main-
tains the product and rejuvenates it by adding
new features and finding new uses. Second,
the firm harvests the product by reducing costs
and continuing to offer it, possibly, to a loyal
niche segment. Lastly, the firm discontinues the
product when no more profit can be made or
there is a successor product. The MARKETING
MIX decisions in the decline stage depend on
the selected strategy. For example, the product
may be changed if it is being rejuvenated, or left
unchanged if it is being harvested. The price
may be maintained if the product is harvested,
or reduced drastically if liquidated.

The term /ife cycle implies a well-defined cycle
as observed in living organisms, but products do
not have such a predictable life, and the specific
life cycle curves followed by different products
vary substantially (Dhalla and Sonia, 1976; Day,
1981). Hence the life-cycle concept is not well
suited for the forecasting of individual product
sales. Furthermore, critics have argued that the
PLC may be self-fulfilling. For example, if sales
peak and then decline, marketing managers may
conclude that the product is in the decline stages
and therefore cut the promotion budget, thus
precipitating a further decline.

Nonetheless, the PLLC concept helps mar-
keting managers to plan alternate marketing
strategies to address the challenges that their
products are likely to face. It also is useful for
monitoring sales results over time and comparing
them to those products having a similar life cycle.
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push and pull marketing strategies
Deanne Brocato

A push/pull strategy refers to the way in
which information and products move between
consumers and a manufacturer. Specifically in
marketing, this strategy refers to the focus of the
promotional efforts used to sell a good or service.
In a push strategy, suppliers “push” their goods
toward consumers, and in a pull strategy
consumers “pull” information or goods that are
suitable for their needs. A pull strategy is defined
as a promotion strategy (se¢ INTEGRATED
MARKETING COMMUNICATION STRATEGY)
focused on consumers rather than on members
of the marketing channel in order to facilitate the
flow of a good or service from a manufacturer
to end-users (consumers). Conversely, a push
strategy is defined as a promotion strategy
focused on marketing intermediaries (whole-
salers and retailers) rather than on consumers in
order to facilitate the flow of a good or service
from a manufacturer to consumers.

PUSH STRATEGY

A push strategy is a promotional strategy that
“pushes” a product to the consumer through
a distribution channel (intermediaries). This
strategy focuses marketing activities on the
use of aggressive selling (see SALES FORCE
STRATEGY) and trade advertising (see INTE-
GRATED MARKETING COMMUNICATION
STRATEGY) in order to convince intermedi-
aries to carry, promote, and sell the product
to consumers. In order to sell products to
consumers, retailers often use advertising, point
of purchase displays, and other promotions to
convince consumers to buy the products. The
advantage of this strategy is that it requires
less manufacturer capital for advertising and
promotional campaigns since awareness of a
product is created by having it available for
purchase in retail stores. Disadvantages of
this strategy include inventory that retailers
need to carry. In addition, a push strategy
usually involves incentives to the distribution
channel that increase marketing costs for the
manufacturer. A push strategy is appropriate for
products with low brand loyalty, where brand

choice is made in the retail store, and impulse
purchases (Kotler, 2003). As an example of
a push strategy, the Jamaican Tourist Board
markets and promotes its island to and through
travel and tour agencies. In return, these
agencies market directly to consumers (Lamb,
Hair, and McDaniel, 2006). This is considered
a push strategy since promotional efforts are
aimed at channel intermediaries (travel and tour
agencies) instead of directly at consumers.

PULL STRATEGY

A pull strategy is a promotional strategy that
focuses on building up consumers’ demand
for a particular product. ADVERTISING
MEDIA SELECTION AND PLANNING and
direct-to-consumer promotions are used as a
way to motivate consumers to search for and seek
outa certain brand of product. Instead of retailers
stocking products because of the incentives from
a manufacturer, retailers purchase products
from the manufacturer because of increasing
demand from consumers. The manufacturer
uses advertising, sampling, couponing, and
other consumer promotions to encourage
consumers to ask intermediaries for the product,
thus encouraging the intermediaries to order the
product. A pull strategy requires highly visible
brands that can be developed through adver-
tising campaigns, publicity, or word-of-mouth
referral. The advantage of this strategy is that
there is less retailer inventory since consumers’
demand drives the retailer to purchase from the
manufacturer. The disadvantage of this strategy
involves the high cost of advertising campaigns
and publicity efforts to create a highly visible
brand that will stimulate consumers’ demand in
the marketplace. A pull strategy is appropriate
for brands that have high levels of loyalty,
when people understand the benefit differences
between brands, and consumers can choose a
brand prior to entering a retail store (Kotler,
2003). As an example of a pull strategy, a popular
liquor company offered free on-site samples of
the product coupled with extensive consumer
advertising. These promotional efforts targeted
to consumers created a demand for the product.
Intermediaries such as wholesalers and retailers
noticed consumer demand and consequently
ordered the product to fulfill the requests of
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consumers. This is an example of a pull strategy
since the promotional efforts were directly
aimed at end-users instead of intermediaries.

PuLL/PuUsH COMBINATION STRATEGY

The type of strategy used depends on the
product/market and product life cycle stage,
and a variety of factors. For example, business-
to-consumer companies tend to use pull strate-
gies more than business-to-business companies
(Kotler, 2003). Marketing strategies often rely
on a combination of the two strategies in the
promotion of a product. Few companies use a
single strategy exclusively; however, one strategy
may be emphasized over another. An example of
a combined pull-push strategy can be seen in the
pharmaceutical industry, where a push strategy
is used by sending a sales force to promote
drugs directly to physicians. This strategy is

supplemented with a pull strategy consisting of
consumer-targeted advertising in magazines and
on television (se¢e MARKET SEGMENTATION
AND TARGETING). Although pharmaceutical
companies typically emphasize push strategies,
pull strategies are becoming more common in
this industry (Parker and Pettijohn, 2005).
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sales force strategy
William L. Cron and David W. Cravens

INTRODUCTION

A major objective of the twenty-first century
company and its sales force strategy is to deliver
superior customer value. Sales organizations
must design and implement sales force strate-
gies that are consistent with the firm’s
business and marketing strategies and create a
customer-focused sales organization. The comp-
etitive and rapidly changing global business
environment places top priority on aligning an
organization’s strategies to satisfy the escalating
requirements of customers and to increase
business performance.

Our objective is to examine the nature and
scope of sales force strategy in the creation
and delivery of superior value to priority
customers. We begin by defining sales force
strategy and examining the hierarchical nature
of business strategy. Next, we consider
customer relationships including customer
prioritization and generic types of customer
relationships. Attention is then directed to sales
force capabilities and their role in creating a
competitive advantage. Finally, we discuss the
management support system and sales force
structure essential in supporting and enhancing
sales force capabilities.

SALES FORCE STRATEGY IN PERSPECTIVE

In this section we define sales force strategy
and discuss the hierarchical nature of business
strategy.

Sales force strategy. Sales force strategy is
defined here as the set of strategic decisions that
determine as the areas on which the sales force will
Jfocus its attention and the role of the sales force
in creating customer value that is consistent with
the overall strategy of the firm and/or business
unit. Several aspects of this definition should be
noted. First, this definition of sales force strategy
indicates that the focus of the sales force should
be on creating high levels of customer value (see
CUSTOMER ANALYSIS) that enhances customer
satisfaction and contributes to high levels of
profitability. This focus marries the goals of the

sales force with that of the overall organization
in a market-driven organization. Second, the
definition notes the hierarchical nature of sales
force strategy, that is, a business strategy should
drive a firm’s MARKETING STRATEGY, which
should guide the development of a firm’s sales
force strategy. Sales force strategy is conceived
and executed within the context of an overall
business strategy. This is to say that while a
sales force’s competencies and resources are
considered when developing a firm’s overall
strategy, the sales force strategy in its totality
is developed to best implement a firm’s overall
strategy. Third, sales force strategy is defined
by a set of strategic decisions: customer prior-
itization, scope of customer relationship types,
sales force capabilities portfolio, and a sales
force structure and management support system
to support these capabilities. The following
sections further develop each of these sales force
strategy elements.

Hierarchical ~ context. As was mentioned
earlier, the organizational context must be
considered when examining sales force strategy.
This includes considering the overall culture
and basic philosophy of the organization. One
aspect of culture that is of particular impor-
tance is the organization’s basic orientation
toward its markets. Sometimes referred to as
a market-driven strategy (Cravens and Piercy,
2009), important characteristics include a firm’s
market orientation, customer focus, competitor
focus, competitor intelligence, cross-functional
coordination, and performance metrics (Cravens
and Piercy, 2009).

Becoming market oriented involves getting
the entire firm committed to the customer.
The process requires the commitment and
involvement of everyone in the company. The
market-driven process begins with gaining an
understanding of markets and customers by
obtaining information on customers, competi-
tors, and markets; analyzing the information
through cross-functional involvement, deciding
the strategic initiatives to pursue, and taking
actions to deliver superior value to customers
(Slater and Narver, 1994).

Achieving a customer focus is a demanding
challenge. The organization must gain an under-
standing of customers’ preferences and product
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use requirements coupled with using the capa-

bilities and resources of everyone in the organi-

zation to meet buyers’ value requirements.
Competitor intelligence plays a pivotal role

in market-driven strategy (se¢ COMPETITIVE
ANALYSIS). The process involves far more than
marketing research studies. Relevant competi-
tors and technologies must be determined,
their short-term strengths and weaknesses
and long-term capabilities identified, and
strategies for delivering superior customer
value formulated and implemented (Slater and
Narver, 1994). Too often, management defines
the competitive arena on far too narrow a basis.
Consider, for example, the negative impact of
digital photography on Polaroid and Kodak.

Cross-functional coordination and collabora-

tion are essential in delivering superior customer
value. Many traditional multilevel and function-
ally specialized organizations experience major
problems in achieving cross-functional coop-
eration. Marketing and sales are illustrative
of the difficulty of breaking down functional
walls. Importantly, cross-functional teamwork is
essential in the customer value delivery process
(see CROSS-FUNCTIONAL TEAM).

There is a positive relationship between
market orientation and business performance.
Research studies that were conducted in the
United States and several other countries show
very encouraging performance findings. Thus,
the return from implementing market-driven
strategy in various firms appears to be worth
pursuing.

Another contextual aspect of the sales force
strategy is the hierarchical nature of an organiza-
tion’s goals, objectives, and strategies. As shown
in Figure 1, there are interactions among the
organization levels including corporate, business
unit, marketing, and sales force strategy. While
our interest is on sales force strategy, it is relevant
to recognize these strategy level relationships.

Corporate
strategy

strategy. The organization’s
includes determining the range
and purpose of the firm, its objectives, and
the strategy actions and resources required to
accomplish the objectives. As shown in Figure 1,
the relationships among the levels should be
recognized. Corporate strategy should deter-
mine the strategic direction of a firm, deploy

Corporate <----- a

Business .. __\
unit \

\
' v
!

Figure 1 Business strategy levels and relationships.

resources, and set limits on what opportunities
the firm will pursue whereas business unit and
marketing strategies provide important feedback
on market knowledge (see MARKET/INDUSTRY
STRUCTURE), opportunities, and threats. An
essential part of corporate strategy is deter-
mining the corporate vision in terms of what the
business is all about (Cravens and Piercy, 2009).

Business unit strategy. On the basis of
the composition of the corporation in terms
of markets and products (goods and services),
many companies are organized into specific
units called business units or strategic business units
(Cravens and Piercy, 2009). Each unit will focus
on a product area and satisfies a set of similar
customer group requirements. The business unit
performs all (or most) of the basic business func-
tions. This organizational unit has an identifiable
management team and is responsible for sales and
financial performance. Typically, there is close

coordination between the corporate and business
unit levels.

Marketing strategy. The design and
implementation of marketing strategy requires
detailed knowledge of corporate and business
unit strategy to assure that marketing strategy
is consistent with corporate and business unit
strategies (se¢ MARKETING STRATEGY MOD-
ELS). The chief marketing executive is likely to
be involved in higher level strategy formulation.
It may be recalled that the management guru,
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Low cost
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Figure 2 Comparing Go-To-Market alternatives.

Peter F. Drucker, defined marketing as a central
dimension of the entire business.

Marketing strategy is concerned with devel-
oping a market vision for the organization,
choosing market targets, setting objectives, and
designing marketing program positioning strate-
gies to respond to the value requirements of the
customers in each target market (Cravens and
Piercy, 2009).

For the sales force, a particularly important
element of a firm’s marketing strategy is its
go-to-market strategy. A firm’s go-to-market
strategy defines the selling channel or combi-
nation of channels that can best execute a
firm’s marketing strategy (see GO-TO-MARKET
STRATEGY). A wide array of selling channels
exists today. In the past, firms typically chose a
single channel to market, either their own direct
sales organization or a group of distributors.
Today, selecting the right selling channels is
much more complicated. Companies reach out
to their customers not only through direct sales
and distributors but also through telemarketing,
brokers, and manufacturer representatives,
licensing arrangements, joint distributor agree-
ments, dealers, new retail formats, and the
Internet to name a few. Another factor that
complicates the issue is the fact that companies
sell through multiple channels to reach distinct
customer segments and even to reach and
service the same customers.

In general, companies are attempting to iden-
tify the best selling channels for executing their
marketing strategy effectively and in the most
cost-efficient way. Figure 2 compares several
selling channels in terms of their effectiveness
and efficiency. Note that a dedicated sales force
is generally the least efficient (i.e., high cost per
exposure), but the most effective (i.e., highest
sales per exposure) means by which to connect
to customers.

Sales force strategy. Marketing and sales
force strategies require close coordination and
collaboration. While sales force strategy is estab-
lished within the context of a firm’s marketing
strategy, in the twenty-first century, the sales
force plays an active role in planning many
firm’s marketing strategy, which requires close
marketing and sales relationships.

Often, marketing and sales are organized as
separate functions. Conflict may occur rather
than collaboration between the functions, as indi-
cated by many executive and academic thought
leaders. This conflict is partially due to differ-
ences between the two functions in terms of
what is considered critical and how a task is
understood. For instance, marketing tends to
be more product and long-term oriented, while
sales is more customer and short-term oriented
and possesses more granular market knowledge.
Research has found that cooperation between
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marketing and sales is harmed to the degree
that these departments differ along these orien-
tation and knowledge dimensions. On the other
hand, an organization’s market performance is
found to be enhanced when both a product
and a customer orientation are represented in
the organization (Homburg and Jensen, 2007).
These results support the involvement of sales
in planning marketing strategy and the need for
cooperation between sales and marketing.

CUSTOMER RELATIONSHIPS

In this section we discuss the types of customer
relationships that guide the process of customer
value creation. This decision is related to and a
function of how a firm prioritizes its customers,
that is, which customers receive the bulk of the
sales force’s attention.

Prioritization  of  customers. 'This  process
involves segmentation and assigning priorities
to customer segments. A firm’s marketing
strategy will include a statement as to the
firm’s target market based on its market
segmentation approach. Market segmentation
involves grouping customers so as to have (i)
similar characteristics, (ii) similar needs, and
(ili) a propensity to respond similarly to a
marketing program. Target marketing involves
prioritizing the segments on which the firm will
focus its planning and concentrate its marketing
resources (se¢ MARKET SEGMENTATION AND
TARGETING).

The sales force strategy further refines a
firm’s customer focus by developing even more
precisely defined customer segments, sometimes
referred to as microsegments, and driving the
prioritization process down to the individual
customer level. At this level, in prioritization
of customers individual customer factors such
as a customer’s present sales volume, future
sales and profit potential, strategy, values, depth
of present relationship, and organization may
be considered. The purpose of such precise
customer prioritization is to maximize efficiency
in allocating sales force resources by maximizing
CUSTOMER SOLUTIONS. Customer prioritiza-
tion guides the next decision, namely, which is
the type customer relationship that a selling firm
wishes to establish with its target customers?
This is discussed next.

Types of customer relationships. Customer
relationships based on investments made by the
supplier and investments by the buyer range
from transactional, consultative, and enterprise
type buyer/seller relationships (Cron and
DeCarlo, 2009). The selection of relationship
strategy guides initiatives for acquiring, main-
taining, and developing customers. The decision
determines which customers can be profitability
served since the level of seller investment
increases in the span from transactional to
enterprise type relationships. Large companies
may establish two or even three types of
relationships with different customer groups.

Transactional relationship. This relation-
ship consists of a buyer’s need for a product with
acceptable characteristics and quality, compet-
itively priced, and a buyer/seller purchasing
process convenient for the buyer. A favorable
transactional relationship typically involves a
personal relationship between both parties when
the purchasing process is ongoing.

A recent study concluded that 68% of all firms
focus on a transactional relationship with at least
some of their customers. The overarching reason
for emphasizing transactional relationships in
these situations is because the buyers are already
quite knowledgeable about the product and the
importance of the product itself in meeting the
buyer’s objectives.

Consultative relationship. This type of
relationship calls for a more collaborative
approach between the salesperson and the
buyer. The customer wants and needs sales and
support effort which delivers value in addition
to the actual product. Sometimes referred to as
solutions selling, customers generally engage in
consultative relationships to solve a problem for
which they are not certain of the solution. The
challenge is convincing the buyer of the value of
the consultative relationship. Customer value is
created by the following methods:

e helping customers understand their prob-
lems and opportunities in a new or different
way.

e helping customers develop better solutions
to their problems than they would have
discovered on their own.
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e acting as the customer’s advocate inside the
supplier’s organization, ensuring the timely
allocation of resources to deliver customized
or unique solutions to meet the customer’s
special needs (Cron and DeCarlo, 2009, 56).

The time demands for the salesperson are
much greater for consultative compared to trans-
actional relationships due to analysis of customer
needs/requirements and coordinating assembly
of the internal resources necessary to deliver
customer value. Time investment in the rela-
tionship is substantial for both the seller and the
buyer.

One or more of the following factors point to
the value of a consultative relationship:

e the product or service can be differentiated
from competitive alternatives;

e the product or service can be adapted or
customized to the needs of the customer;

e the customer is not completely clear about
how the product or service provides solutions
or adds value;

e the delivery, installation, or use of the
product or service requires coordinated
support from the selling organization;

e the benefits of the product or service justify
the relatively high cost of consultative rela-
tionships (Cron and DeCarlo, 2009, 56-57).

These conditions signal an opportunity to
utilize consultative selling in creating superior
customer value.

Enterprise relationship. A key driver of the
use of enterprise relationships is the major trend
of customer firms to significantly reduce the
number of suppliers and develop enterprise type
relationships with the remaining key suppliers.
This relationship:

. is one in which the primary function is
to leverage any and all corporate assets of the
supplier in order to contribute to the customer’s
strategic success. In such a situation, both the
product and the sales force are secondary, and
the customer must be of strategic importance
to the selling organization. (Cron and DeCarlo,
2009, 57).

Enterprise relationships may be designated by
the supplier as key, strategic, major, national, or
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global accounts. The intent of the relationship is
positive value generation for both the customer
and the key supplier. Interestingly, the customer
is frequently the initiator of an enterprise type
of relationship.

Enterprise relationships generally involve
supplier teams drawn from different functional
areas and organizational levels. The team may
be managed by an executive. Supplier/customer
trust is important because of joint decision
making, exchange of proprietary information,
and other collaborative interactions. “As the
buyer-seller relationship becomes more sophis-
ticated and complex, the sales force’s role as the
primary point of contact between customer and
supplier often diminishes” (Cron and DeCarlo,
2009, 59). Many of the premier industrial firms
in the United States such as GE, IBM, Du
Pont, and Monsanto have established enterprise
relationships with customers such as American
Airlines, Ford, Miliken, Procter & Gamble, and
the federal government.

Having decided on a customer relationship
mix for its target markets, the next issue to be
addressed is developing the sales force capa-
bilities to support a selected type of customer
relationship. Some fundamental sales force capa-
bilities are described in the next section.

SALES FORCE CAPABILITIES

Having laid the groundwork by identifying the
types of customer relationships the sales force is
tasked with establishing, management is now in
a position to address a core issue of sales force
strategy, which is identifying the set of sales force
capabilities necessary to successfully implement
our customer relationship strategy. A capability
refers to a firm’s capacity to deploy and leverage
resources to create customer value and a compet-
itive advantage. Just as an individual may have
the capability to play a violin or basketball, or
speak German, so a sales force may be capable of
landing new customers, sustaining and growing
key customer relationships, and building deep
trusting relationships.

There are two key aspects of capabilities to
which attention should be devoted: resources
and coordination/deployment of resources.
Resources are the productive assets available to
a firm (see MARKET-BASED ASSETS). There
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are three principal types of resources: tangible
(e.g., number of sales forces and sales offices),
intangible (e.g., brand awareness and company
equity), and human resources (e.g., sales force
knowledge and attitude). It is important to
recognize, however, that resources by them-
selves do not result in competitive advantage.
Rather, resources must be leveraged to create a
capability. It is capabilities that are the essence
of superior performance.

Capabilities require the expertise of people
to integrate with resources to establish routines,
which are predictable patterns of activity, typi-
cally involving coordinated action by individuals
(Barney, 1997). The focus of these routines is on
creating value. So, an important capability for
Honda Motor Company is its expertise in devel-
oping and manufacturing engines. This expertise
has taken the firm into both automobiles and
motorcycles, has been valuable to customers, and
has created a competitive advantage for Honda.

Capabilities are hierarchical in nature. That
is, broad organizational capabilities such as
Honda’s engine capability can be disaggregated
into more specialist capabilities. Thus, we
can think of the sales force as having certain
capabilities such as its capability to acquire new
customers, develop deep customer relation-
ships, gain customer trust, and retain valuable
customers.

Considered from this perspective, the sales
force can be thought of as having routines
for performing a set of important capabilities.
Deciding on the nature and scope of these
routines then is critical to developing sales force
strategy. Itisimportant to note, however, that the
nature of these capabilities will be closely associ-
ated with the types of relationships the seller has
with its customers. Table 1 describes how four
sales force capabilities may differ depending on
the nature of the seller-customer relationship.
Note that trust is built in different ways in a
transactional relationship, for instance, than it
is in a consultative relationship. This is one of
the reasons why companies may find it difficult
to change from a transactionally oriented sales
force to one that is consultative. Not only do new
routines need to be learned and developed, but
old ones need to be undone.

How successful a sales force will be in devel-
oping capabilities that will lead to superior

customer value and competitive advantage will
depend on the organizational structure in which
sales force capabilities are employed and manage-
ment systems for supporting and enhancing the
continuous development of these capabilities.
This is where we direct our attention in the next
section.

SALES FORCE STRUCTURE

Organizational structure should support the
appropriate sales force activities associated with
the sales force competencies. In other words, the
structures should create stability and continuity
of sales activities to support the development of
routines. Importantly, the organizational design
needs to facilitate coordination of sales force
activities allocated to different members of the
organization and different departments.

In this section, we discuss horizontal and
vertical structures, team selling, and sales
channel strategy.

Horizontal structure. A company may elect to
outsource the sales function or use a company
sales force. Alternative sales force structures
include organizing by geography, type of
product, type of customer, or selling function
organizations (Cron and DeCarlo, 2009).

QOutsourcing. Management may decide to
utilize an independent organization to perform
the sales function. The use of a manufacturer’s
representative is a popular option (Anderson
and Trinkle, 2005). Representatives are inde-
pendent businesses given exclusive contracts to
perform the selling function within a specified
geographic area. They take neither ownership
nor physical possession of the products they
sell and are always compensated by a commis-
sion on sales volume. The financial advantage
of manufacturer representatives is in reduced
capital requirements and favorable cash flow in
that they are compensated only when sales are
obtained.

Other outsourcing options involve contr-
acting with value chain members to perform
the sales function. For example, a producer
may arrange for a distributor to provide sales
coverage to retailers. The two key limitations of
all outsourcing options is limited control by the
firm utilizing the outsourcing option and higher
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Table 1 Sales force capabilities and customer relationship type.
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Sales Force Capabilities  Transactional

Relationship

Consultative Relationship ~ Enterprise Relationship

New customer
acquisition

Customer
relationship
development

Customer trust
building

Prospecting is broadly
targeted to general
business categories.
Appeal focuses on the
product and/or price.

Building personal
relationships with key
customer personnel
and growing the
breadth of product
and product lines that
customers purchase.

The offering performs
as promised. A deeper
personal and
professional
relationship is
developed between
key participants and
any problems are
quickly and
adequately resolved.

Customer retention How well the product

performs given its
price and competitive
offerings and the
ability of the sales
force to maintain key
personal
relationships.

Prospecting is more
targeted with referrals
playing a larger role.
The focus is on
customer problems
and solutions typically
with some degree of
customization of the
seller’s offering.

Based on imple-
mentation of the
solution and
providing ongoing
support and
monitoring of
evolving customer
requirements.

Sufficient enterprise-
level value creation
occurs based on
cross-enterprise,
cross-functional
capabilities and
commitments
between supplier and
customer.

The quality with which
the selling
organization provides
support following
deployment of the
offering, which may
include a tracking
system of
performance, sharing
new insights, and
providing cutting-
edge upgrades.

Prospecting is about

identifying opportunities
to collaborate with
existing, strategic
customers on
mission-critical issues.
The focus is on the
opportunity to bring to
bear supplier resources
and capabilities on the
customer’s strategic
issues and opportunities.

Supplier leads deployment

of the solution with
customer oversight and is
often responsible for
running system following
deployment and
addressing any
contingencies that might
arise.

The selling organization has

the capability to provide
insights into the
customer’s execution
gaps, develop a joint
vision of the relationship,
and is willing to invest
the resources necessary to
execute and sustain the
visions.

Willingness to make

changes to create value,
sufficient potential to
justify investment,
cross-functional
capability and
commitment, and
capability of
organizational values.
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Table 2 Sales force structure specialization.

Organizational Structure Advantages Disadvantages
Geographic Low cost Limited product line knowledge
No geographic overlap Limited customer knowledge
No customer overlap Lack of management control over
product or customer emphasis
Product Product knowledge Low geographic efficiency
Control over product emphasis Customer duplication
Geographic duplication
Customer Deeper customer knowledge High cost
Control over customer emphasis Less product knowledge
More geographic duplication
Difficult coordination with product
managers
Functional Effectiveness in performing Coordination

selling activities

Geographic duplication
Customer duplication

total costs compared to a dedicated sales force
when sales exceed a certain threshold.

Specialization. A dedicated sales force may
be specialized in a variety of ways. In addition
to concern with the effectiveness with which
sales capabilities are developed and supported,
adaptability and efficiency are also important
concerns when designing sales force structure.
Sales organization adaptability is concerned with
how quickly a company can react to product
and market changes. Efficiency reflects the
ease and speed with which key sales activities,
for example, sales calls, proposals, product
customization, can be performed.

Common structures for a specialized sales
force include geographic, type of product, type
of customer, or selling function organizations.
Each type of specialization helps support critical
sales force capabilities so as to meet the needs of
customers and to excel against direct competi-
tors. While each type of sales force specialization
has its advantages, there are also disadvantages
to each type of organization which management
will attempt to minimize. The advantages and
disadvantages of each type of sales force orga-
nization are listed in Table 2. There has been a
trend in recent years, however, toward customer
specialization and away from a purely geographic
organization.

Teamselling. The use of sales teams requires
attention to the design of the team selling struc-
ture (Cron and DeCarlo, 2009). Teams may be
used with large and more attractive customers
owing to the financial cost associated with team
selling. They are normally used with enterprise
relationships and may be appropriate in certain
consultative relationships. A team may comprise
people from several functions and a team leader.
These designs include challenges in coordina-
tion and collaboration but may offer sufficient
advantages to overcome the limitations.

Vertical structure. ~ The vertical structure of the
sales organization consists of the number of levels
of management between the chief sales execu-
tive and salespeople. The greater the number of
levels, the fewer people each manager supervises.
Multiple management levels were considered
essential in the past to facilitate communications
and interactions up and down the organization.
Significant advances in information technology
have substantially improved communications
between and across levels. Nonetheless, in sales
the range of span of control is quite large across
companies with as few as 3 salespeople per
manager to as many as 30. The most common
range is probably between 7 and 12.

The issues of number of management levels
and span of control are important because they
directly affect sales force costs and revenues.
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Determining the number of management levels
and number of people supervised may depend on
relevant situation-specific factors (e.g., product
support requirements and type of customer rela-
tionship). In general, a flat organization and
a wider span of control are appropriate when
the managerial task is less time consuming.
Factors that increase the amount of time that
a manager needs to spend with individual sales-
people include:

wide geographic dispersion of salespeople;
many inexperienced salespeople; and

3. extensive coordination required across sales-
people or with others in the organization
(Zoltners, Sinha, and Lorimer, 2004, 168).

Do —

Sales territory design.  An important aspect of
designing an effective sales organization is the
design of sales territories. Customers have a
level of activity and coverage that is needed to
properly service them, while salespeople have
an activity capacity. Sales territories consist of
the customers located in a specified geographic
area that are assigned to an individual sales-
person. While territories are often referenced in
geographic terms, the defining element of a terri-
tory is the set of customers in the geographical
area.

A properly aligned sales territory is one in
which customers receive the appropriate level of
sales force attention and the workload is balanced
across salespeople. There appears to be a great
opportunity for improvement with respect to
proper territory alignment. A study of over 4800
sales territories found that well over half of the
territories were not the right size. Approximately
25% of the territories were too large to be effec-
tively covered, while 31% were too small to keep
a salesperson sufficiently busy with productive
work (Zoltners, Sinha, and Lorimer, 2004, 274).

Sales territory alignment is an ongoing
course of business requiring frequent minor
adjustments, but major realignments are also
needed every few years at many companies.
Conditions that create major territory realign-
ments include when a company changes its type
of customer relationship focus, significantly
increases/decreases the size of its sales force,
creating new products, and there are significant
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mergers and acquisitions. Experts suggest that
companies audit their territory alignments
annually.

MANAGEMENT SUPPORT SYSTEM

The sales organization’s management support
system plays a vital role in the performance of
the organization through its impact on sales force
capabilities. In this section, we discuss manage-
ment control processes, metrics alignment, the
motivation system, and talent development.

Management control processes.  Behavior-based
and outcome-based sales force management
control systems were proposed over 20 years ago
(Anderson and Oliver, 1987). Behavior-based
management control consists of specific sales
management activities (monitoring, directing,
evaluating, and rewarding salespeople), and
the extent to which managers perform these
activities. Compensation consists of relatively
high percentages of fixed salaries for salespeople.
Outcome-based control utilizes relatively high
levels of incentive compensation for salespeople
and relatively limited sales manager control
activities.

Behavior control is focused on salesperson
selling behavior whereas outcome control is
more concerned with salesperson results. Under
outcome control, salespeople have very limited
interaction with sales managers during their sales
processes. Minimal monitoring and manager
direction occur. Behavior control is primarily
concerned with the processes salespeople use to
obtain sales results.

There is substantial research support for a
positive impact of behavior control on sales-
person performance, which in turn displays a
positive relationship with sales unit effectiveness.
Salesperson performance comprises behavior
and outcome performance. Behavior perfor-
mance has been found to have a strong positive
relationship with salesperson outcome perfor-
mance, which has a positive impact on sales unit
effectiveness.

The intent is not to suggest that behavior
control is a favorable management process and
outcome control has a negative impact on sales-
person performance and sales unit effective-
ness. Instead, behavior control appears more
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appropriate for nontransaction type buyer/seller
relationships.

Metrics alignment. An important aspect of
sales force strategy is tracking how well the
strategy is performing. Marketing and sales force
metrics are of strong interest in many companies
driven by concerns as to the measurement
of performance and relating it to business
performance. Metrics has been assigned a top
priority research issue by the Marketing Science
Institute (MSI) (see MARKETING METRICS).
MSI is a not-for-profit research organization
funded by corporate members who set research
priorities. A key issue is developing measures for
marketing and sales that are related to business
performance.

Illustrative metrics include tracking position
relative to competition, CUSTOMER LIFETIME
VALUE (CLV), strategy effectiveness, and finan-
cial performance. Normally, multiple measures
are recommended. Sales organization metrics
should be compatible to those used by the busi-
ness and the marketing function. Sales metrics
are needed but should be extended to include
areas such as account profitability and contribu-
tion to profit.

Sales managers need to develop knowledge
as to what strategy actions lead to improved
sales productivity. Sales management behavior
control is an example since research findings
indicate a positive relationship with sales orga-
nization effectiveness. Effectiveness has been
measured based on sales, market share, prof-
itability, and customer satisfaction.

Motivation system. Motivating salespeople is
a continuing challenge for sales organizations.
While motivation is in part self-generated, devel-
opment of an internal organizational motivation
system is an essential aspect of sales force
strategy. We know that motivation is a very rele-
vant influence on job performance (see MOTIVA-
TION RESEARCH). The starting point is gaining
an understanding of the factors that influence a
person’s motivation.

Accumulated knowledge on motivation points
to the interplay between three factors affecting
the amount of effort someone will put into an
activity: (i) the relationship between effort and
performance, referred to as expectancy; (ii) the

relationship between performance and rewards,
called instrumentality; and (3) the importance
of receiving more of a certain reward, known as
valence (Cron and DeCarlo, 2009). Combined,
these three factors provide a framework for
managers to understand the internal process by
which people are motivated to put forth extra
effort.

There are several sales management actions
that may have a positive impact on motivation
of sales personnel. These actions include hel-
ping salespeople set challenging yet achievable
goals; rehearsing desired behaviors through
one-on-one coaching, setting fair and challeng-
ing quotas, incentive programs, and recogni-
tion programs (Cron and DeCarlo, 2009,
249-251).

Talent development. It is generally agreed that
talent development is the most important dimen-
sion of sales management. Talent development
focuses on the issues of having the right people
with the right values, skills, and capabilities.
It encompasses recruiting, training, coaching,
and culture development. Underlying successful
execution of each sales force capability is the
appropriate level of sales force knowledge, atti-
tude, and values.

Hiring is a critical activity because it affects
company results, management effectiveness, and
company culture. A report by the Harvard Busi-
ness School estimates that a bad hiring decision
can cost a company three times the salesperson’s
annual compensation, including expenses,
training costs, benefits, and incentive pay.
Likewise, new recruits bring their own values
to the company. Successful people can become
heroes for the company and successful “war
stories” become the legends of the company.

Companies can successfully take different
approaches to talent development. Selling orga-
nizations such as Procter & Gamble, Johnson
& Johnson, and Xerox primarily hire recent
college graduates for the sales positions and
train them thoroughly to be successful. Training
programs are considered a corporate capability
that generates a competitive advantage for these
companies. In contrast, other companies hire
only people with sales experience. They expect
the new hires to integrate quickly and contribute
to the selling effort. A fundamental question that
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management should ask itself is which sales-
person characteristics can be developed through
training and which are innate? It should be borne
in mind that only skills and knowledge can be
trained.

CONCLUSION

We have defined and examined the various
dimensions of sales force strategy, which consists
of a set of strategic decisions that determine who
the sales force will sell to and the role of the sales
force in creating customer value that is consistent
with the overall strategy of the firm and/or busi-
ness unit. At the center of the strategy process
is the delivery of superior customer value to
targeted customers. The past role of the sales
force has changed from primarily implementing
strategy to becoming an active participant in
marketing strategy development.

Sales force strategy is linked to corporate busi-
ness units, and marketing strategies in an interre-
lated hierarchy of relationships. Marketing and
sales force strategies require close coordination
and collaboration. Prioritization of customers is
a key joint effort which is intended to result in
determining the types of customer relationships
pursued by the firm. The options include trans-
actional, consultative, and enterprise relationships.
The determination of the relationship strategy
(or strategy combination) provides the guide-
lines for actions in acquiring, maintaining, and
developing customers.

Sales force strategy requires developing
sales force capabilities to support each type
of strategic relationship. These include new
customer acquisitions, customer relationship
development, customer trust building, and
customer retention. Sales force capabilities may
vary depending on the nature and requirements
of the seller-customer relationship. These
demands make it difficult for a company to
change from a transactional oriented sales force
to one that is consultative.

Developing the necessary capabilities to
achieve superior customer value and compet-
itive advantage is very dependent on selecting
the appropriate organizational structure in
which sales force capabilities are employed
and management systems for supporting
and enhancing the continuous development

sales force strategy 11

of these capabilities. Horizontal structure
choices include possible outsourcing, extent of
specialization (geographic, type of product, type
of customer, and/or selling function), and use of
team selling. Vertical structure decisions need to
address the number of levels and span of control
of sales management and sales territory design.

The management support system consists of
choices concerning control processes, metrics
alignment, the motivation system, and talent
development. Control focuses on the extent
of behavior versus outcome control. Metrics
choices are essential in tracking how well the
strategy is performing. The motivation system
determines which management actions will be
used to create a positive impact on motivation of
sales personnel. Talent development focuses on
the issues and choices of having the right people
with the right values, skills, and capabilities as
members of the sales force.

A successful sales force strategy requires
appropriate choices concerning the various
customer relationship, sales force capabili-
ties, organizational structure, and management
support system decisions. These strategy dimen-
sions are closely related and require careful
integration. The end result should provide a
successful superior customer delivery system.
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services marketing strategy

Valarie A. Zeithaml, Mary Jo Bitner, and
Dwayne D. Gremler

Services marketing strategy focuses on delivering
processes, experiences, and intangibles to
customers rather than physical goods and
transactions. It involves integrating a focus on
the customer throughout the firm and across all
functions. All company functions - marketing,
selling, human resources, operations, and
R&D - must work together to create effective
services marketing strategy. Rather than
the traditional goods marketing focus on
transactions and exchange, services marketing
strategy is centered on the customer, usage, and
relationships (Vargo and Lusch, 2004a).
Services, which can be defined as deeds,
processes, and performances, fall into several
categories. Many services, such as hotels,
transportation, and health care, are offerings
in and of themselves and are the primary
revenue-producing activities of the firms.
Another category of service is customer service,
which includes the service provided in support
of a company’s core products. Typically,
customer service does not directly produce
revenue but rather addresses customer requests,
questions, and complaints, besides providing
answers and solutions. Service can also be a
value-add for manufactured products - many
companies provide training, installation, and
repair services for the goods they produce - often
for a fee. Finally, many services are derived from
or are provided by manufactured products such
as cell phones, computers, software, and mobile
phones. In early writings on services, scholars
distinguished services from goods by noting
that they were intangible, perishable, variable,
and that the producer and consumer were
inseparable. Recently, it has been suggested
that these distinctive characteristics should not
be viewed as unique to services but that they
are also relevant to goods, that “all products
are services,” and that “economic exchange is
fundamentally about service provision” (Vargo
and Lusch, 2004b). Although this view is rather
abstract, it does suggest that all types of organi-
zations can gain valuable insights from services
marketing frameworks, tools, and strategies.

The four Ps of marketing (product, price,
promotion, and place) are only partially ade-
quate to conduct effective services marketing
strategy. Three additional Ps — people, process,
and physical evidence — are also needed. Because
services are usually produced and consumed
simultaneously, customers are often present
in the firm’s factory, interact directly with
the firm’s personnel, and are actually part of
the service production process. Therefore,
all human actors (the P corresponding to
people) play a part in service delivery and thus
influence the customer’s perceptions. The firm’s
personnel, the customer, and other customers
in the service environment each provide cues to
the customer regarding the nature of the service
itself. Employee dress, personal appearance,
attitudes, and behaviors all influence the
customer perceptions of the service. Physical
evidence pertains to the environment in which
the service is delivered; all tangible components
that facilitate performance or communication of
the service also affect services marketing. This
includes all the tangible representations of the
service such as brochures, letterheads, business
cards, report formats, signage, and equipment,
and the servicescape, the physical facility where
the service is offered. This P (physical evidence)
is needed for services because customers often
have little on which to judge the actual quality
of an intangible offering and thus will rely on
any tangible components of the service offering.
Finally, process - including the operating
systems, procedures, mechanisms, and flow of
activities by which the service is delivered — is an
element of the services marketing mix. This P
(process) addresses how the service is delivered,
which, in many cases, may be perceived by
customers to be as important as the outcome of
the service. In the discussion that follows, the
impact of these additional three Ps in services
marketing strategy will be obvious.

GAPS MODEL OF SERVICE QUALITY

Executives of services organizations have long
struggled with how to approach service design
and delivery in an organized manner. The
dominant approach to viewing the delivery of
service quality in a structured and integrated
way is called the gaps model of service quality

Wiley International Encyclopedia of Marketing, edited by Jagdish N. Sheth and Naresh K. Malhotra.
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(Parasuraman, Zeithaml, and Berry, 1985). The
gaps model positions the key concepts, strate-
gies, and decisions in delivering quality service
in a manner that begins with the customer and
builds the organization’s tasks around what
is needed to close the gap between customer
expectations and perceptions. The gaps model
provides a comprehensive and integrating
framework for delivering service excellence and
customer-driven service innovation.

The model is particularly relevant in
service strategy because it captures the cross-
functionality inherent in service management.
Although the authors are marketing academics
and their original publications appeared in
marketing journals, their work has been widely
cited and used across academic disciplines
and implemented in different functions within
organizations. The model draws heavily from
logic, theories, and strategies in operations,
human resources, marketing, and increasingly
from information systems.

The model, illustrated in Figure 1, is
anchored on the customer and integrates cus-
tomer focus throughout all gaps within the
model. As depicted in the model, a firm’s
primary goal should be to meet or exceed
customer expectations, and strategies used to
achieve that objective (whether operations,
human resource, or technology-based) are all
focused on the customer. Every gap and every
strategy used to close the gaps in the model
retains a focus on the customer at its core.

The central focus of the model is the customer
gap — the difference between customer expecta-
tions of what will be delivered and perceptions of
the service as it is actually delivered. The other
four gaps in the model are known as the provider
gaps and each represents a potential cause behind
a firm’s failure to meet customer expectations.
Closing the customer gap - delivering quality
service — at the top of the model is a complex
undertaking involving many different organiza-
tional and employee skills and tasks. These tasks
can be sorted into four other gaps - the provider
gaps — each of which needs to be closed in order
to close the customer gap.

The following four provider gaps, shown
under the horizontal line in Figure 1, are the
underlying causes behind the customer gap:

Gap I: The listening gap

Gap 2: The service design and standards gap
Gap 3: The performance gap

Gap 4: The communication gap.

At its most basic level, the logic of the model
suggests that the customer gap is a function
of any one or all of the four provider gaps.
Early publications of the gaps model enumerated
the complex reasons that cause each of these
provider gaps. Later publications and a leading
services marketing textbook (Zeithaml, Bitner,
and Gremler, 2009) have further elaborated on
the gaps by delineating specific strategies for
closing each of them. We will expand briefly on
key strategies used to close each of the gaps.

THE CUSTOMER GAP

The customer gap is the heart of the gaps model.
It represents the difference between customer
expectations and perceptions of service perfor-
mance. The model suggests that closing this gap
by matching or exceeding customer expectations
will result in the achievement of service quality
from the customer’s perspective. In the years
since the introduction of the model, there has
been significant focus on both customer expecta-
tions and perceptions in terms of conceptualizing
these constructs, developing measures for them,
and studying their effects.

A prominent focus of both academic and prac-
tical research hasinvolved identifying the dimen-
sions of service quality. Considerable exploratory
and empirical work resulted in the identification
of five dimensions:

1. Assurance: Knowledge and courtesy of
employees and their ability to inspire trust
and confidence.

2. Empathy: Caring, individualized attention
the firm provides its customers.

3. Reliability: Ability to perform the promised
service dependably and accurately.

4. Responsiveness: Willingness to help custo-
mers and provide prompt service.

5. Tangibles: Appearance of physical facilities,
equipment, personnel, and communication
materials.



www.myindustry.ir

services marketing strategy 3

| Expected service

External communications

>
to customers

Customer Customer
gap
| Perceived service I
Company | Service delivery
Listen gap Performance gap

Communication

Customer-driven service
designs and standards

gap

Service design and standards gap

Company perceptions
of consumer expectations

Figure 1 Gaps model of service quality.

The five dimensions of service quality
have been captured in a questionnaire called
SERVQUAL, consisting of a total of 21 items
measuring these dimensions. The SERVQUAL
measure has been applied in and adapted to
many industry settings. Related streams of
research have developed in parallel to study
service encounters, customer satisfaction,
customer loyalty, and their relationships with
service quality. None of these now-prominent
streams of research existed prior to the 1980s,
and all continue to spawn research today.

GAP 1 - THE LISTENING GAP

Provider gap 1, the listening gap, is the difference
between customer expectations of service and
company understanding of those expectations.
A primary cause in many firms for not meeting
customers’ expectations — that is, the customer
gap — is that the firm lacks accurate under-
standing of exactly what those expectations are.
Many reasons exist for managers not being aware
of what customers expect: They may not interact
directly with customers, they may be unwilling
to ask about expectations, or they may be unpre-
pared to address them. Closing the listening
gap requires that management or empowered
employees acquire accurate information about
customers’ expectations. Customer expectations

must be assessed accurately before new services
are developed, and they must be tracked after
the services are introduced.

Figure 2 lists the three key strategies for
closing the listening gap. Fach of these strategies
is backed by research and practical applications.
The first strategy is to listen to customers
in multiple ways through customer research
and employee upward communication. Such
research includes the full range of traditional
marketing research methods such as surveys,
focus groups, and complaint handling. There
have also been research methods uniquely
useful in service situations such as SERVQUAL
surveys, mystery shopping, and critical inci-
dents analysis. A distinguishing factor between
marketing research on goods and services is
that services research must capture human
performance. Whereas goods research can
evaluate goods independent of the individuals
who create them, service is often created in
the interaction between customers and contact
personnel. The behavior of personnel can be
highly variable across individuals as well as
with employees from day to day, so constant
monitoring must occur. For that reason,
additional techniques are needed to assess and
feedback information about the performance of
individuals. Mystery shopping — hiring people
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A ® Listen to customers in multiple ways

1

v

through customer research and
Gap employee communication.

® Build relationships by understanding
and meeting customer needs over time.

® Know and act on what customers
expect when they experience a
service failure.

Figure 2 Strategies for closing the listening gap.

to pose as customers to evaluate performance —
is typically used in restaurants and other
retail service settings. Critical incidents research,
in which a customer recalls and discusses
both satisfying and unsatisfying experiences
with a service provider and its employees, is
particularly useful in examining and improving
service encounters. Another marketing research
approach that is particularly useful in service
firms is the trailer call, a short survey that follows
(“trails”) a service event or encounter. The
trailer call offers quick feedback on employees
and also allows a company to fix its processes in
a timely fashion.

The second strategy that closes provider gap
1 is to focus on building relationships by under-
standing and meeting customer needs over time.
In firms where customers and companies have
interpersonal contact, this can involve many
different strategies: learning customers’ names,
their businesses, their industries, and their histo-
ries with the firm. Even in direct marketing or
online situations, a firm can develop a virtual
relationship with customers by learning their
preferences and history. The stronger the firm’s
relationship with its customers, the better is the
firm’s ability to listen to customers (and thus
close the listening gap).

The final key factor associated with provider
gap 1 is lack of service recovery, or a failure to
understand and act on what customers expect
when there is a service failure. Even the best
companies, with the best of intentions and clear
understanding of their customers’ expectations,
sometimes fail. It is critical for an organiza-
tion to understand the importance of service
recovery — why people complain, what they
expect when they complain, and how to develop
effective service recovery strategies for dealing
with inevitable service failures. Such strategies

mightinvolve a well-defined complaint-handling
procedure and an emphasis on empowering
employees to react on the spot, in real time,
to fix the failure; at other times, it involves a
service guarantee or ways to compensate the
customer for the unfulfilled promise. Firms that
learn from their failures — which often result from
not fully understanding their customers’ expec-
tations — can reduce or eliminate the listening

gap.

GAP 2 - THE DESIGN AND STANDARDS GAP

Closing gap 1 through research and effective
management of customer relationships is neces-
sary, but not sufficient, for achieving service
excellence. Even when a company has a thorough
and ongoing understanding of its customers’
expectations, it is still very possible, in fact,
quite easy, to fail to deliver quality service.
Focusing on gap 2, the design and standards
gap, is the next step toward ensuring against such
failure. This gap is concerned with translating
customer expectations into actual service designs
and developing standards to measure service
operations against customer expectations.
Figure 3 summarizes several key strategies
for closing gap 2. The first strategy is to employ
well-defined new-service development and
innovation practices for designing services.
Some have referred to this as formalization of a
“services R&D” practice. While standardized
new-product development processes and R&D
are common in technology and manufacturing,
they are still quite rare in services (for a major
exception, we note the investment of the IBM
Corporation in service innovation research
through its global research labs). A formalized
process typically involves a series of steps
beginning with strategy formulation and idea
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A ® Employ well-defined new service
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development and innovation practices-
Gap “services R&D.”

® Understand the total customer
experiance through service blueprinting.

® Measure service operations via
customer-defined rather than company-
defined standards.

® Incorporate physical evidence in service

design.

Figure 3 Strategies for closing the design and standards gap.

generation and ending with full-scale implemen-
tation. Because of the nature of services (their
process orientation, intangibility, cocreation by
customers), it is more challenging to engage in
these typical steps that are so well established
in other industries. However, it is clear that
following a well-defined process, engaging
customers along the way, and carefully planning
and prototyping the complexities of service
implementation are all essential in ensuring
service designs that meet customer expectations.
Building prototypes of services and planning for
eventual full-scale implementation again means
that operations, marketing, and, in many cases,
human resource functions must work together.
A second strategy for closing gap 2 relates
to understanding the total customer experience
and designing all elements of that experience in
ways that meet or exceed customer expectations.
This involves considering everything that occurs
from the moment the customer engages the
service through the entire length of the service
experience. Common elements of the service
experience that need to be designed include
customer-facing processes, the physical space
where the service is delivered, and the interac-
tions between service employees and customers.
Viewing these operational elements from the
customer’s perspective and designing them to
be consistent with expectations, or to reinforce
a desired service image, are critical to closing
gap 2. Because of the special challenges inherent
in designing services, techniques such as service
blueprinting have evolved to aid in the design
process (Zeithaml, Bitner, and Gremler, 2009).
The purpose of a service blueprint is to make a
complex and intangible service concrete through
its visual depiction of all of the steps, actors,

processes, and physical evidence of the service.
The key feature of service blueprints is their
focus on the customer - the customer’s experi-
ence is documented before any of the internal
processes are determined.

A third strategy for closing gap 2 involves
measuring service operations via customer-defined
standards. These are standards set to corre-
spond to customer expectations rather than
to firm-focused goals. The quality of service
delivered by customer-contact personnel is crit-
ically influenced by the standards against which
they are evaluated and compensated. Standards
signal to contact personnel what the manage-
ment priorities are and which types of perfor-
mance really count. When service standards are
absent or when the standards in place do not
reflect customers’ expectations, quality of service
as perceived by customers is likely to suffer.
Customer-defined standards can either take the
form of operational (hard) or perceptual (soft)
standards.

The final strategy that closes gap 2 involves
the use of physical evidence in service design and
in meeting customer expectations. This includes
everything tangible in the service-delivery
process, such as business cards, reports, signage,
Internet presence, equipment, and facilities
used to deliver the service. The servicescape, the
physical setting where the service is delivered,
is a particular focus of physical evidence and
is critical in industries such as restaurants and
hotels to communicate about the service and
make the entire experience pleasurable. In these
cases, the servicescape plays a variety of roles,
from serving as a visual metaphor for what the
company stands for to actually facilitating the
activities of both consumers and employees.
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® Align human resource practices (hiring,
training, support systems, and rewards)
Gap around delivering service excellence.

® Define customers’ roles and help them
to understand and perform effectively.

® |ntegrate technology effectively and
appropriately to aid service performance.

® Motivate and incentirize intermediaries to
perform service according to firm standards.

® Manage fluctuations in supply and demand.

Figure 4 Strategies for closing the service performance gap.

Given the importance of physical evidence
and its potentially powerful influence on both
customers and employees, it is important for
firms to think strategically about the design and
management of the tangible evidence of service.

To accomplish the type of customer-focused
service design described above means that
marketing and operations functions within the
firm must at least share information, and, in the
best case, actually collaborate in designing the
service and setting standards for its delivery.
Because of the interpersonal nature of many
services it is critical to design and plan for the
human element as well; thus, effective service
design and customer-defined standards will
reflect collaboration with the human resource
function in the organization. These types
of cross-functional collaborations are not as
essential in goods marketing where process,
people, and physical evidence (the new-services
marketing mix elements) are not as critical in
defining the product.

GAP 3 - THE PERFORMANCE GAP

Although a company may have closed both
the listening gap and the service design and
standards gap, it may still fall short of providing
service that meets customers’ expectations if it
is unable to deliver service in the way the service
was designed. Gap 3, the service performance
gap, must also be closed to make sure there
is no discrepancy between customer-driven
service design and standards and actual service
delivery. Even when guidelines exist for
performing service well and treating customers
correctly, high-quality service performance is
not a certainty. Standards must be backed by
appropriate resources (people, systems, and

technology) and also must be enforced to be
effective — that is, employees must be measured
and compensated on the basis of performance
along those standards. Thus, even when stan-
dards accurately reflect customers’ expectations,
if the company fails to provide support for those
standards - if it does not facilitate, encourage,
and require their achievement - standards do
no good. When the level of service delivery falls
short of the standards, it falls short of what
customers expect as well. Narrowing gap 3 by
ensuring that all the resources needed to achieve
the standards are in place reduces the customer
gap.

The key strategies for closing gap 3 are
depicted in Figure 4. The first strategy is to
align the firm’s human resource strategies around
delivering service excellence. In particular, in
order to deliver service as it was designed a firm
needs to ensure that employees are willing and
able to deliver quality services and that they
are motivated to perform in customer-oriented,
service-minded ways. In creating such a work-
force, an organization must hire the right people,
develop those people to deliver service quality,
and retain the best people. To effectively deliver
service quality, considerable attention should
also be focused on recruiting and hiring the right
service personnel. Service employees need two
complementary capacities: service competencies —
the skills and knowledge necessary to do the job
— and service inclination — an interest in doing
service-related work. Once the right people are
in place, to provide quality service they need
to be developed through ongoing training in
the necessary technical skills and interactive
skills. An organization that hires the right people
and trains and develops them to deliver service
quality must also work to retain them. If a
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Figure 5 The services marketing triangle.

company wants the strongest service performers
to stay with the organization, it must reward and
promote them. Organizations use a variety of
rewards to retain the best employees; traditional
approaches such as higher pay, promotions, and
one-time monetary awards or prizes are often
linked to service performance.

Services marketing is about promises made
and promises kept to customers. A strategic
framework known as the services triangle
(Figure 5) visually reinforces the importance
of people in the ability of firms to keep their
promises and succeed in building customer
relationships  (Bitner, 1995; Kotler, 1994;
Gronroos, 2007).

The triangle shows the three interlinked
groups that work together to develop, promote,
and deliver services. These key players are
labeled on the points of the triangle: the
company (or SBU (small business unit) or
department or ‘“‘management”), the customers,
and the providers. Providers can be the firm’s
employees, subcontractors, or outsourced
entities who actually deliver the company’s
services. Between these three points on the
triangle, three types of marketing must be
successfully carried out for a service to succeed:
external marketing, interactive marketing, and
internal marketing.

On the right side of the triangle are the
external-marketing efforts that the firm engages
in to set up its customers’ expectations and make
promises to customers regarding what is to be

delivered. Anything or anyone that communi-
cates to the customer before service delivery can
be viewed as part of this external-marketing
function. But external marketing is just the
beginning for services marketers: promises made
must be kept. On the bottom of the triangle is
what has been termed interactive marketing or
real-time marketing. This is where promises are
kept or broken by the firm’s employees, subcon-
tractors, or agents. People are critical at this
juncture. If promises are not kept, customers
become dissatisfied and eventually leave. The
left side of the triangle suggests the critical
role played by internal marketing. Management
engages in these activities to aid the providers
in their ability to deliver on the service promise:
recruiting, training, motivating, rewarding, and
providing equipment and technology. Unless
service employees are able and willing to deliver
on the promises made, the firm will not be
successful, and the services triangle will collapse.

All three sides of the triangle are essential to
complete the whole, and the sides of the triangle
should be aligned - that is, what is promised
through external marketing should be the same
as what is delivered; and the enabling activities
inside the organization should be aligned with
what is expected of service providers.

For many services, customers are partici-
pants in service production and cocreators of
value and, therefore, play a key role in the
service-delivery process — that is, customers
themselves can influence whether the service
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meets customer-defined specifications and can
potentially contribute to the widening of gap
3. Therefore, a second strategy for closing the
performance gap is to define customers’ roles and
assist them in understanding and performing
their roles effectively. Sometimes customers
widen gap 3 because they lack understanding
of their roles and exactly what they are to do in a
given situation or because they are unwilling
or unable to perform for some reason. To
reduce this gap the organization needs to clearly
define and communicate what the customer’s
role entails — in essence, the customer’s job
description. Once the customer’s role is clearly
defined, the firm needs to help facilitate that role.
In a sense, the customer is a “partial employee”
of the organization, and strategies for managing
customer behavior in service production and
delivery can mimic, to some degree, the efforts
aimed at service employees discussed in the
previous paragraph.

A third strategy for closing gap 3 involves
integrating technology effectively and appro-
priately to aid service performance. For service
workers (and customers) to be efficient and effec-
tive in performing their jobs, technology that
facilitates their efforts is often required. Tech-
nology can help employees to be more effective
and efficient in serving customers. Technology
can also help customers become more educated
and involved in cocreating service. In some
cases, technology can serve as a substitute for
employees, and actually deliver the service to
the customer without any need for human inter-
action. These types of services — called se/f~service
technologies — are prevalent today across indus-
tries.

A fourth difficulty associated with provider
gap 3 involves the challenge in delivering
service through such intermediaries as retailers,
franchisees, agents, brokers, subcontractors,
and outsourcers. Because quality in service
often occurs in the human interaction between
customers and service providers, control over
the service encounter by the company is crucial,
yet it rarely is fully possible. Most service
(and many manufacturing) companies face an
even more formidable task: attaining service
excellence and consistency in the presence of
intermediaries who represent them and interact
with their customers yet are not under their

direct control. Franchisers of services depend on
their franchisees to execute service delivery as
they have specified it. And it is in the execution
by the franchisee that the customer evaluates the
service quality of the company. With franchises
and other types of intermediaries, someone
other than the producer is responsible for the
fulfillment of quality service. This issue has
become particularly relevant as firms increase
the outsourcing of their customer support
to other countries; concerns about language,
quality control, and consistency of performance
are the ultimate trade-offs for lower costs.
Because firms often provide service through
intermediaries, they must develop ways to either
control or motivate these intermediaries to meet
company goals and perform as well as their own
employees.

A final issue in provider gap 3 is the need
in service firms to synchronize demand and
capacity. Because services are perishable and
cannot be inventoried, service companies
frequently face situations of over demand or
under demand. Lacking inventories to handle
over demand, companies lose sales when
capacity is inadequate to handle customer
needs. On the other hand, capacity is frequently
underutilized in service companies during slow
periods. Most companies rely on operations
strategies such as cross training or varying the
size of the employee pool to synchronize supply
and demand. Marketing strategies for managing
demand - such as price changes, advertising,
promotion, and alternative service offerings — can
supplement approaches for managing supply.

GAP 4 - THE COMMUNICATION GAP

Even when a firm has done everything suggested
by the other three gaps to ensure service quality,
there can still be a failure to meet customer
expectations if communications about the service
do not match with what is delivered. Thus, the
final provider gap that must be closed is the
communication gap, or gap 4. This gap focuses
on the difference between service delivery and
what is communicated externally to customers
through advertising, pricing, and other forms of
communications.

Figure 6 captures several key strategies for
closing gap 4. The first strategy revolves around
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A * Employ integrated services marketing

Gap

communication strategies around everything

and everyone sending a message or signal

4 to the customer.

e Manage customer expectations effectively
throughout the experience.

e Develop mechanisms for internal
communication to avoid overpromising and
ensure successful delivery.

® Manage the service brand.
® Price services appropriately.

Figure 6 Strategies for closing the communication gap.

integrated services marketing communication
that ensures that everything and everyone
sending messages or signals about the service
does so in a manner that is consistent with what
customers expect and what is actually delivered.
The challenge with this strategy is that there
are a myriad of communication channels and
modes that send messages to customers — more
today than every before - including traditional
websites, personal sales, direct mail, print media,
blogs, virtual communities, mobile advertising,
and television. Beyond these types of channels,
which are also available to goods-producing
firms, service customers receive additional
communication from servicescapes, customer
service representatives, and everyday service
encounters with company employees. Ensuring
that all of these channels communicate effec-
tively and consistently is a daunting task, yet one
that is essential to an integrated communication
strategy. Unfortunately, the people within
companies that deal with these different
communication vehicles are not always located
in the same department, leading to disparate,
conflicting messages.

A second key strategy for closing the commu-
nication gap is to manage customer expectations
effectively throughout the service experience.
Many services (e.g., many business-to-business
services and consumer membership services)
take place over an extended time frame that
might mean a few hours, days, weeks, or even
years. These extended service experiences often
change over time, varying from the original
service promise as a result of business reali-
ties (for either the provider or the customer) that
change the nature of the service, customer needs
that change over time, and financial pressures

that may cause increases in pricing or adjust-
ments to the service contract. Thus, commu-
nications to the customer must also evolve
through time to ensure that expectations and
service performance match. This might mean
managing customer expectations relative to new
business realities, often in the form of managing
expectations downward when a service previ-
ously provided is discontinued or when prices
for similar services must be increased.

A third strategy for closing gap 4 is to
develop mechanisms for internal communication
so that the customer hears consistent messages
before the sale and during service delivery. A
common cause for the communications gap is
overpromising on the part of customer-contact
employees, salespeople, and marketing commu-
nications. While a certain amount of promotion
is needed in many cases to gain a sale, excessive
promotional activity can be detrimental when it
exceeds the ability of the delivery organization
to keep the promises made. Customers gained in
the short term through excessive promises can be
lost just as quickly through a failure to deliver. A
number of internal communication strategies can
help avoid the latter problem. These strategies
including effective vertical communication that
keeps employees informed of corporate plans and
marketing messages so that they communicate
accurately to consumers. Selling the brand inside
the company also helps employees to see its value
and to be realistic about what can and should be
promised to customers. Horizontal communica-
tion across marketing, operations, and service
design teams can also help align promises with
service-delivery capabilities.

A fourth strategy to close the communica-
tions gap is to create a strong brand image for
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the service. A brand image - reinforced by brand
characters, slogans, logos, and similar images —
serves to unify perceptions of the brand. Service
organizations such as Chick-fil-a, with its ubiqui-
tous cow, or McDonalds, with its golden arches,
have successfully created brand images over time
that reduce the communications gap.

A fifth issue in provider gap 4 is associated
with the pricing of services. In packaged goods
(and even in durable goods), customers possess
enough price knowledge before purchase to be
able to judge whether a price is fair or in line
with competition. With services, customers
often have no internal reference points for
prices before purchase and consumption. For
this reason, determining the value of a service
to customers, called demand-oriented pricing,
can be complicated. Further, pricing strategies
such as discounting, “‘everyday low prices,” and
couponing obviously need to be different in
service cases in which the customer has no initial
sense of prices. Even cost-based techniques
for developing prices for services are more
complicated than those for pricing tangible
goods, largely because the dominant cost factor
is labor. Placing a value on an employee’s time
is more difficult than knowing the costs of
components of a physical good.

SERVICE EQUALS PROFITS

Through the 1980s and early 1990s, many firms
jumped on the service bandwagon, investing
in service initiatives and promoting service
quality as ways to differentiate them and
create competitive advantage. Many of these
investments were based on faith and intuition
by managers who believed in serving customers
well and who felt in their hearts that quality
service made good business sense. Indeed,
a dedication to quality service has been the
foundation for success for many firms, across
industries. Since the mid-1990s firms have
demanded hard evidence of the bottom-line
effectiveness of service strategies. Fortunately,
researchers are building a convincing case that
service strategies, implemented appropriately,
can be very profitable. Work sponsored by
the Marketing Science Institute suggests
that corporate strategies focused on customer
satisfaction, revenue generation, and service

quality may actually be more profitable than
strategies focused on cost cutting or strategies
that attempt to do both simultaneously (Rust,
Moorman, and Dickson, 2002). Research from
the Harvard Business School builds a case for the
“service-profit chain,” linking internal service
and employee satisfaction to customer value
and ultimately to profits (Heskett ez al., 1994).
Furthermore, considerable research has shown
linkages between customer satisfaction (often
driven by service outcomes) and profits
(Anderson and Mittal, 2000). The University
of Michigan American Customer Satisfaction
Index (ACSI) provides data suggesting that
customer satisfaction is directly linked to
shareholder value. Firms in the top 50% of
the ACSI rankings show significantly higher
shareholder value than do firms in the bottom
50% (Fornell, 2004). An important key to these
successes is that the right service strategies are
chosen and that these strategies are implemented
appropriately and well.

CONCLUSION

Services marketing strategy focuses on deliv-
ering processes, experiences, and intangibles
to customers rather than physical goods and
discrete transactions. Delivering experiences
successfully and building customer relationships
are complicated undertakings involving many
different strategies and tactics. Although
companies have often found it difficult to
attack service problems in an organized manner,
a  well-established model called the gaps
model focuses on the customer and describes
the approaches necessary to close the gap
between customer expectations and perceptions.
Figure 1, the full gaps model, shows that closing
the all-important customer gap is a function
of closing four gaps on the service provider
side: the listening gap, the service design and
standards gap, the performance gap, and the
communication gap. Fach of these gaps involves
concepts and tools designed to minimize the
gaps, and these were discussed in this article.
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supply chain management strategy
FJohn T. Mentzer and Terry L. Esper

INTRODUCTION

No firm is self-sufficient, as organizations
have always relied on external trade part-
ners for access to necessary resources. The
contemporary realities of increasing competitive
pressures, environmental uncertainties, and
customer demands have heightened the strategic
imperative for integration across functions and
organizations in order to stabilize this resource
access and exchange. As a result, many firms
have begun to focus attention on supply chain
management (SCM). Supply chain management
is defined as “the systemic, strategic coordina-
tion of traditional business functions and the
tactics across these business functions within a
particular company and across businesses within
the supply chain, for the purposes of improving
the long-term performance of the individual
companies and the supply chain as a whole”
(Mentzer et al., 2001, p. 18).

While the emerging definitions rightly
consider SCM to be a cross-disciplinary concept,
the fact remains that most academic research on
SCM has focused on developing conceptual and
theoretical frameworks that define what supply
chains are, and exploring the processes associ-
ated with managing them. Noticeably lacking
is extensive dialogue on the elements of SCM
strategy. Academics and practitioners have
primarily emphasized the execution of SCM
processes, many times without appropriate
strategic direction and alignment.

Generally speaking, the manifestation of a lack
of strategic emphasis in SCM is cost inefficiency
and/or customer service ineffectiveness. While
the overarching paradigm in SCM has been to
focus on efficiency and process optimization,
this has often overshadowed the importance of
managing supply chains effectively. In other
words, the operations cost imperative has often
taken precedence over the marketing customer
service imperative. However, it is important to
match supply chains with specific product char-
acteristics and market conditions (i.e., Fisher,
1997; Lee, 2002). In essence, the underlying
issue is ensuring that a firm’s supply chain is

constructed and managed in a way that effec-
tively aligns with the needs and issues associated
with customer demand and other environmental
market forces, or, stated another way, ensuring
that the supply chain is positioned for customer
service effectiveness. This inherently involves
purposively selecting and aligning supply chain
exchange partners that are capable of supporting
the strategic emphasis of the supply chain neces-
sitated by product and market characteristics.
As such, SCM strategy consists of aligning
all companies involved in a supply chain with
respect to product, market, and supply charac-
teristics.

The key aspects of SCM strategy and some
of the key facilitators of effective SCM strategy
recognition and implementation are highlighted
here. Toward that end, an overview of effectively
defining the supply chain strategic emphasis
is first discussed, followed by a discussion of
supply chain design. The two fundamental facil-
itators of SCM strategy — demand and supply
integration and supply chain orientation - are
then described. Finally, concluding thoughts are
offered, particularly emphasizing the marketing
implications of SCM strategy.

SCM STRATEGY

SCM strategy involves two interrelated activi-
ties. To maintain acceptable levels of cost effi-
ciencies and customer service effectiveness, firms
must define the appropriate “‘goal” or strategic
emphases of their supply chains. Although this
is an important foundational principle of SCM
strategy, it is not sufficient to arrive at a strategi-
cally relevant supply chain emphasis without the
supply chain structure that supports the goal.
Thus, in addition to strategic emphasis defi-
nition, SCM strategy involves effective supply
chain design, whereby the structure of the supply
chain is strategically architected.

The essence of SCM strategy lies in the fit
between a firm’s supply chain strategic focus and
its structural support for effective SCM. The
successful creation of a SCM strategy requires a
high degree of /it between the identified emphasis
and the supply chain structure. Fit is central to
organizational success, and the best performing
organizations establish strategies that closely
fit the requirements of their environment

Wiley International Encyclopedia of Marketing, edited by Jagdish N. Sheth and Naresh K. Malhotra.
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(Chandler, 1962). Further, the concept of fit has
been extended to the supply chain environment,
with a high degree of fit seen when member
organizations align strategies in pursuit of
common supply chain goals (Defee and Stank,

2005).

Defining the supply chain. Perhaps one of the
most breakthrough ideas in evolving thought
concerning supply chains is that they are not,
and should not be, managed all the same.
Given that products vary in demand patterns,
and markets and competition vary in levels of
stability, supply chains must be managed with a
particular strategic emphasis. While all supply
chains are, conceivably, different, there are
different generic “types” of supply chains that
suggest different strategic emphases.

Fisher (1997) distinguished between supply
chains that should emphasize efficiency and
those that should focus on responsiveness.
According to Fisher, an efficiency-focused
supply chain is one that places significant
emphasis on cost reduction and inventory mini-
mization. Responsive supply chains emphasize
flexibility and responsiveness, often manifested
through higher inventory safety stock levels
and product customization. The criterion for
defining the strategically appropriate emphasis
is the nature of end products within the supply
chain. Fisher contended that products can be
generally characterized as either functional
or innovative, where functional products are
relatively low profit-margin products whose
demand can be forecasted and variability
predicted. Innovative products are characterized
as having low demand predictability and often
having higher profit margins, as they are
typically new products or new variations of
functional products. As such, Fisher suggested
that the key to effective SCM is ensuring that
efficiency-focused supply chains are aligned
with functional products and responsive supply
chains support innovative products. Hence,
SCM effectiveness is based on the proper
alignment of product characteristics and supply
chain strategic emphases.

Lee (2002) provided a framework that essen-
tially builds on the work of Fisher by adding
the dimension of supply source stability. The
Lee framework suggests four strategic emphases,

two that are similar to the Fisher strategies, and
two that deal specifically with supply environ-
ments that are relatively unstable. In particular,
Lee suggests risk-hedging and agility as two
strategic foci that emerge when the assumption
of supply-side stability is relaxed, and relatively
unstable supply markets are an issue. Again, the
key idea is to define appropriate supply chain
strategic perspectives depending on the nature
of the external environment.

Goldsby, Griffis and Roath (2006) elabo-
rated on this same concept in a manner quite
similar to Fisher and Lee, although they referred
to lean and agile supply chains. Furthermore,
they discussed a postponement model as being
“leagile,” whereby the strategic emphasis is to
leverage a hybrid approach, thus realizing bene-
fits associated with both strategic emphases. This
essentially entails operating with a lean emphasis
until a certain point in the supply chain where
operations become more agility focused. The key
to “leagile’ strategic operations is understanding
when to most effectively convert from a lean
focus to an agile focus. Again, this key juncture is
often dictated by environmental characteristics,
further supporting the notion of fit.

These strategic emphasis frameworks
support the idea that supply chain strategy
involves defining the appropriate strategic
focus that should underscore SCM processes.
Hence, supply chains emphasizing efficiency
or “leanness” will have a certain manner in
which inventory exchange and other supply
chain exchange processes are managed and
optimized, whereas supply chains more aligned
with responsiveness should manage inventory
investment, resource allocation, and exchange
using different approaches. The ultimate goal is
cost efficiency and customer service effective-
ness; however, the strategically managed supply
chain is one that emphasizes the appropriately
defined means to that end.

Designing  the supply chain. In addition to
defining the strategic emphasis of a supply
chain, it is important to design a supply chain
that can effectively implement the defined
strategic focus. While the full extent of the
supply chain design concept is beyond the scope
of the present discussion, the essence of supply
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chain design can be captured by highlighting its
core element — supply chain partner selection.

As previously mentioned, the supply chain
concept has grown in popularity and ubiquity
primarily because of the need for firms to main-
tain and manage access to necessary resources.
As such, it is inevitable that firms will have
to find resource exchange partners with which
to engage. The key is to ensure that supply
chain partners are capable of supporting and
executing the defined strategic emphasis that
environmental conditions necessitate. Two of
the most important partner selection criteria are
organizational compatibility and network struc-
ture, as they are conceptually broad enough to
capture many of the issues that are associated
with effective supply chain partner selection,
and, ultimately, supply chain design.

Organizational = compatibility. Organi-
zational compatibility refers to the extent to
which supply chain partners possess cultures,
business objectives, managerial philosophies,
and decision styles that are similar to, or
complement, each other. The more similar or
complementary these areas of the firms, the
more likely a level of strategic agreement will
exist that can support the necessary coordination
of flows. This element is particularly important
when firms are attempting to support the
execution of a particular strategic emphasis
across the supply chain. For example, when it is
necessary to focus on responsiveness and agility,
it will be difficult to appropriately exchange
with a supply chain partner that has a very lean
and efficiency-oriented culture and managerial
philosophy.

Issues such as employee empowerment and
organizational structure may also impede some
of the strategic exchange efforts if the organiza-
tional representatives are not equally empowered
or authorized to make strategic decisions related
to the management of coordinated flows. Again,
using the agility strategic emphasis as an
example, it will prove challenging to execute
such a strategy with supply chain partners
that do not empower SCM personnel to make
decisions in a timely manner. Agility requires a
significant amount of change management and
dynamism. As such, supply chain managers
engaging in more agile or responsive exchange
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must be capable of making strategic-level
decisions, often in the face of significant time
pressure. Partner selection to support an agile
strategic focus should, therefore, emphasize
the degree to which representatives of potential
partners are capable of engaging in agile and
responsive decision-making.

Coordination of supply chain flows is not an
easy task. The integration and synchronization
of processes takes much time, effort, and invest-
ment. Furthermore, information sharing, which
is such a fundamental feature of SCM, often
requires a willingness to share sensitive informa-
tion with supply chain partners. It is, therefore,
important that there is sufficient managerial
support within each partner firm to effectively
invest the resources necessary to make coordi-
nated flows a reality. This requires top managers
to serve as champions of the coordination effort
and provide organizational representatives with
the level of empowerment, flexibility, span of
control, and resource allocation necessary to
support the intricacies of coordination in the
supply chain.

In brief, organizational compatibility is about
strategic alignment. In order for a defined supply
chain strategic focus to be effectively imple-
mented and executed, all supply chain partners
must be strategically compatible. This essentially
involves designing a supply chain that empha-
sizes alignment; ensuring that each partner has an
internal infrastructure (i.e., culture, objectives,
and managerial philosophy) that can effectively
support a desired strategic emphasis within the
supply chain. Effective partner selection should,
therefore, involve assessments of such organiza-
tional artifacts when supply chain partners are
under consideration.

Network structure. At the heart of supply
chain partner selection is the creation of a
relational agreement that will support significant
resource exchange. While engaging in partner
selection, supply chain managers must also
consider the network implications of these rela-
tional agreements. In particular, it is important
to be mindful of how selecting certain supply
chain partners will impact the complexity
and risk structure of the overall supply chain
network. This is of particular concern in
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contemporary supply chain structures, as global
supply chains have become much more popular.

Geographic proximity, for example, is often
an environmental element that can enhance inte-
grated relationships. This issue is of significant
importance when considering coordination in
a global supply chain context. The ability to
be located near each other is quite difficult
when exchange partners are global. Techno-
logical innovations such as teleconferencing and
simple e-mail communication have significantly
reduced this barrier. However, close geographic
proximity is still an important issue in coordi-
nating flows with supply chain exchange part-
ners. Many large organizations often require key
customers and suppliers, with whom coordina-
tion is extremely necessary, to develop satellite
locations in close proximity to their facilities.
This allows for more seamless coordination
and exchange flows, as well as easy access to
customer/supplier support personnel.

Overall, the issue is managing complexities
and risk in the supply chain network structure.
This is of particular importance when one
considers the different strategic emphases that
govern supply chains. For example, a prevalent
difficulty is managing lean processes in global
supply chains. The reduction in geographic
proximity associated with managing global
supply chain exchange has often increased lead
times, managerial complexities, and operational
risks. Such complexities and risks are very diffi-
cult to justify when attempting to focus on lean
and efficient operations. Hence, many supply
chain managers have opted to reduce global
partner selection efforts to effectively support
the lean strategic supply chain emphasis. The
key is selecting partners that allow for a supply
chain network that effectively supports the
appropriate strategic emphasis.

When considered in concert, SCM strategy
involves assessing the characteristics of the
supply and demand environments to define
a strategic emphasis that allows for optimal
customer service effectiveness, and design
a supply chain structure that can appropri-
ately execute. This involves the notion of
“fit” aligning environmental forces with the
focus and network of exchange management
along the supply chain. Hence, supply chain
managers should determine if the supply chain

should emphasize efficiency, responsiveness,
risk-hedging, or a hybrid approach such as a
“leagile” focus, then design the appropriate
supply chain by effective and aligned partner
selection and network structuring.

FACILITATORS OF SCM STRATEGY

In order to successfully engage in SCM strategy,
there are certain necessary facilitators. A signif-
icant impediment to thinking about the supply
chain strategically is a lack of emphasis on SCM
within firms, and a lack of effective communica-
tion across the organization. Firms that are more
often “best in class” in managing supply chain
processes have an internal infrastructure that
supports strategic SCM thinking and execution.
This essentially involves open lines of commu-
nication and exchange between the demand and
supply sides of the firm, and an overall internal
orientation that places strategic value on the role
of SCM in supporting the firm’s competitive
positioning in the marketplace.

Demand and supply integration.  As depicted in
Porter’s (1985) value chain framework, there are
two primary sets of processes through which a
firm creates value for its customers by moving
resources and information along the supply
chain: demand-focused processes consisting
of marketing, sales, and customer relationship
management activities; and supply-focused
processes consisting of inbound logistics,
operations, and outbound logistics. Historically,
firms have invested resources to develop a core
differential advantage in one of these areas — but
rarely in both — often elevating the importance
of one area at the expense of the other. The
manifestation of such an approach is what
Drucker (1973) has referred to as “The Great
Divide” - separating the processes used to
plan for and manage customer demand from
those required for supplying the resources and
operational dexterity to meet that demand.
Demand-focused firms tend to create value
through an emphasis on effectiveness in serving
customer needs at the expense of efficiency,
whereas supply-focused firms tend to create
value through an emphasis on efficiency
at the expense of effectiveness. Too often,
however, the traditional isolation of demand
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and supply processes results in customer service
ineffectiveness, manifested through mismatches
between demand (i.e., shortages of products that
customers want and/or surpluses of products
that are not wanted), and supply (i.e., what is
actually available in the marketplace).

Recently the concept of “demand and supply
integration” (DSI), the balancing of demand and
supply market information and business intel-
ligence through integrated knowledge manage-
ment processes to strategically manage demand
and supply activities for the creation of supe-
rior customer value (Esper et al., 2010), has
received attention. This essentially entails a joint
consideration of demand and supply-side infor-
mation and processes to make more informed
supply chain decisions throughout the firm. By
simultaneously considering applicable market
developments from both upstream and down-
stream forces, organizations are poised to exploit
and leverage efficiency-focused operations while
maintaining relevant levels of effectiveness.

An application of the DSI concept is sales
and operations planning (S&OP), a tactical-level
process for balancing and matching supply and
demand plans. The S&OP process often focuses
on making decisions about how to enhance
demand when supply exceeds demand (e.g.,
increased advertising expenditures, pricing
adjustments, new promotional activity), or how
to dampen demand when demand exceeds
supply capacity (e.g., reducing advertising, rai-
sing prices, discontinuing promotional activity,
and incentivising customers to switch to other
products and services). Again, the focus is on
taking a balanced and comprehensive approach
to managing supply and demand forces and
processes.

DSI s, therefore, an important facilitator
of SCM strategy because it supports the type
of communication and strategic consideration
that is necessary to make informed strategic
SCM decisions. To reiterate, the core of SCM
strategy is designing and managing operations
within the supply chain that fit both demand
and supply-side market characteristics. Firms
that suffer from lack of integration run the risk
of designing and managing their supply chain
in a way that does not fit their environmental
structure. For example, very supply-focused
firms often emphasize “leanness” and efficiency
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in managing their supply chain. Yet, without
involvement from the demand side of the firm,
it is possible that a more responsive supply chain
is required based on market demand unpre-
dictability. Likewise, demand-side orientation
may result in an emphasis on responsiveness and
agility, where in actuality the level of supply-side
stability dictates more of an emphasis on lean
operations. Thus, it is difficult to ensure an
aligned strategic supply chain definition and
design if there is not a level of integration to
support the knowledge of what type of supply
chain both the supply and demand environments
necessitate.

In addition to DSI, the firm must embrace the
SCM concept. Even if a firm effectively engages
in DSI, and allows for the joint consideration
of demand and supply market information to
make decisions, it does not automatically mean
that the firm will leverage this information for
SCM. An additional facilitator of SCM strategy
is an organizational infrastructure and philos-
ophy that supports SCM.

Supply chain orientation.  Supply chain orien-
tation (SCO) is defined as “the recognition by a
company of the systemic, strategic implications of
the activities and processes involved in managing the
various flows in a supply chain” (Mentzer et al.,
2001, p. 14). Hence, while SCM focuses on the
management of exchange flows within and across
the members of the supply chain, SCO empha-
sizes the strategic awareness and embracing of
SCM within an individual supply chain firm.
SCO is a necessary antecedent to effective SCM,
which suggests that an organization must first
look inward before it can effectively engage in
strategic management of supply chain processes
(Min and Mentzer, 2004).

The underlying premise of the SCO concept is
the notion that effective implementation of SCM
requires the firm to place strategic emphasis on
the internal infrastructure, or culture, neces-
sary to facilitate SCM exchange. In essence,
SCO represents a shared value and belief system
that aids in understanding how the organization
should strategically manage its supply chain, and
the behavioral norms needed inside the organi-
zation (Deshpande and Webster, 1989). This
suggests that organizations possessing an SCO
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approach SCM differently from firms that are
less inclined to view SCM strategically.

SCO has been viewed from both strategic
and structural perspectives. The strategic SCO
paradigm builds on the original conceptualiza-
tion of the construct, where SCO was conceived
as a philosophy focused on the implications
of managing supply chain flows (Mentzer
et al., 2001). It conceptualizes SCO through
an emphasis on the importance of strategic
direction in managing supply chains. As such,
the nature of this perspective involves making
a strategic choice to compete on the basis of
supply chain capabilities (Defee and Stank,
2005) and utilizing this strategic emphasis to
drive the performance of strategic business
units within the firm (Stank ez al., 2005). The
strategic SCO perspective encourages firm
personnel to act in a manner that manages flows
from supplier to customer, taking a systems
approach to viewing the supply chain holistically
rather than as constituent parts, and seeking
integration, synchronization, and convergence
of intrafirm and interfirm operational and
strategic capabilities (Min and Mentzer, 2004).

The structural SCO perspective, on the other
hand, emphasizes organizational artifacts that
facilitate SCM. For example, Min, Mentzer
and Ladd (2007) suggested that SCO involves
building and maintaining internal behavioral
elements that facilitate relational exchange.
Mello and Stank (2005) focused on defining
SCO as cultural elements that support the orga-
nization’s structure. They suggested that supply
chain oriented organizations should behave
in a way that facilitates trust, commitment,
compatible supply chain partners to cooperate
with, and top management endorsement.
Though not referring to as SCO per se, Trent
(2004) highlighted intrafirm structural elements
necessary for effective SCM. This perspective
focuses on an intrafirm structural management
approach that facilitates effective SCM through
emphasis on the behaviors, systems, and cultures
necessary for integrated supply chain exchange.

Considering both perspectives leads to the
conceptualization that a supply chain- oriented
firm not only places strategic emphasis on
systemic, integrated SCM, but also aligns this
strategic thrust with an intraorganizational
structure that capitalizes on this strategy.

The strategic perspective alone is not enough,
because it requires structural support for
effective implementation. Furthermore, the
structural perspective does not, in and of itself,
provide the necessary strategic direction to
undergird the development and management of
the structure. Hence, both perspectives seem to
capture the true essence of the SCO concept.

CONCLUSION

The key elements of SCM strategy are to define
a strategic emphasis for the supply chain, and
to design the appropriate upstream and down-
stream supply chain to support this emphasis.
This entails developing a vision of the supply
chain to meet the market and supply character-
istics faced, selecting appropriate supply chain
partners, and building an efficient and effective
network structure.

This is difficult to implement without the
definitional and design influences of DSI and an
SCO. DSI provides the orientation and processes
to match market demand with supply chain
capacities. SCO provides a cultural awareness
that thinking about the supply chain strategi-
cally is of relevance and importance. One of
the primary impediments to strategic SCM is
that the firm does not value SCM, that is, its
strategic role has not been defined. Hence, a key
facilitator of SCM strategy is the development
of an internal awareness and appreciation for
SCM and how leveraging SCM processes for
competitive positioning contributes to effective
marketplace differentiation.

Many executives cannot cite a consistent,
or even well-thought-out, definition of what
SCM means in their company. It is perhaps
axiomatic to say that design cannot be accom-
plished if what is being designed has not been
first defined. Thus, companies trying to pursue a
competitive advantage through SCM must first
define their market and supply characteristics
and related DST implications, define what supply
chain these characteristics necessitate, design the
supply chain that will meet these definitions, and
then select the supply chain partners to pursue
this strategic vision.

Of course, the tactics of relational contracting,
trust building, performance assessment, and
reward sharing, and regular communication
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between supply chain partners is critical, but
these are more in the realm of the management
of the supply chain, given an overarching SCM
strategy. This, of course, leads to another vital
managerial implication — companies successful
at supply chain strategy and management
must constantly reassess the factors mentioned
in the previous paragraph and make certain
they are still in concert with the managerial
implementation of the latter factors.

The definitions open a fascinating vista of
questions to be investigated concerning the
definition, design, and management of supply
chains. However, more work is needed to define
the domains and dimensions of each of the
theoretical constructs that precipitate from the
discussion above. What broader, extant theories
can be brought to bear on this definitional effort?
This also leads to work on developing measures
of each perspective. Subsequently, a myriad of
questions present themselves. Does this process
of definition, design, and implementation affect
supply chain performance overall, and the
performance of the specific firm with the SCM
strategy and its partners? Are there significant
differences in the distribution of rewards
between these two groups, and are these differ-
ences seen as “‘unfair” by supply chain partners?
Does the nature of the definition, design, and
implementation activities vary across global
cultures, and if so, does it affect supply chain
strategy and management? Answers to these
questions, and many other questions that will
result from future thinking, should provide a
rich body of knowledge for both studying SCM
and using SCM for competitive advantage.
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SWOT analysis
Srini Srinivasan

Business scholars and managers have long
been interested in understanding the sources
of competitive advantages of firms (Barney,
1995). Researchers at Harvard Business School,
investigating the drivers of organizational
performance, formalized SWOT (strengths,
weaknesses, opportunities, and threats) analysis
as a strategic tool in managing organiza-
tions for better performance (Learned et al.,
1965). SWOT analysis posits that to compete
successfully in the market place, organizations
need to consider concurrently both internal
and external factors — some of which may be
favorable to the organization while others may
not (Valentin, 2001). In the SWOT analysis,
internal factors that drive firm performance are
broadly classified into strengths and weaknesses.
Businesses derive their strengths from superior
skills and tangible and intangible resources
that help them to perform better in the market
place and thwart competition. Weaknesses are
deficiencies and constraints that prevent a firm
from performing optimally or succeeding in the
market place (Day, 1990). SWOT analysis also
places emphasis on identifying relevant external
factors that impact firm performance, and it
broadly classifies them into opportunities and
threats. Opportunities are trends and events
outside the business that can significantly
improve firm performance if appropriate actions
are taken by the organization. Threats are
environmental factors, which, in the absence of
proper strategic response, are likely to result in
significant decrease in firm performance and
erode its competitive advantage (Aaker, 2005).
A thorough SWOT analysis helps firms to
build strategies that utilize their strengths and
neutralize their weaknesses.

Though SWOT analysis was conceptualized
more than four decades ago, it is still popular
among executives owing to its simplicity and
ease of use (Piercy and Giles, 1989). It is consid-
ered useful as it provides a simple framework
for managers to brainstorm and map how they
perceive their organization and their business
environment. However, some researchers feel
that the open nature and unstructured method

of SWOT analysis offer little guidance to users
on where to search for the variables or what to
do after identifying them (Panagiotou, 2003) and
it is likely to identify too many factors, which
have only minimal impact on firm performance.
SWOT analysis is criticized for its static and
descriptive nature and its inability to provide
any analysis of the impact of these factors on
firm performance. Weaknesses identified in the
SWOT analysis can be overcome with addi-
tional resources, if suitable opportunities, which
make the investment worth it, are present in
the environment. The opportunities and threats
identified are not static and sometimes threats
appear in the guise of opportunities or vice
versa. To improve the usefulness of SWOT
analysis, Hill and Westbrook (1997) suggest that
researchers provide more guidance on selecting
the factors, and prioritizing them. Since the
1960s, when SWOT analysis was originally
proposed, business disciplines have made strides
in understanding firm performance and the
factors that drive success (Day, 1990). SWOT
analysis is likely to continue to be valuable in
future, and business executives are likely to use
it in conjunction with other strategic tools to
create and extract value in the market place.
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trademarks, proprietary marks, and brands

Philip C. Zerrillo

A trademark includes any word, name, symbol,
device, or any combination, used, or intended to
be used, in commerce to identify and distinguish
the goods of one manufacturer or seller from
goods manufactured or sold by others, and to
indicate the source of the goods. In short, a
trademark is a brand name.

The trademark is often equated with its histor-
ical precursor, the regulatory production mark.
The regulatory production mark has its origins
in the crafts guilds of Europe, most commonly
believed to have started with the cooper’s guild.
Craftsmen would affix their mark to the inside
of the trunks they produced as a means of iden-
tifying the work of their craftsman or guild.

A trademark can be registered, and become
a “registered trademark” when it is filed with a
government licensing office. (i.e., in the United
States it is the US Patent Office) and granted
registered status. These registered marks will
then carry a ® to denote their legally registered
status.

The proprietary marks, unlike the regulatory
production mark, do not designate who the
makers of the product are but rather who the
owners of the goods are. In cases of shipwreck or
piracy, the proprietary mark served as a useful
means for sorting and recovering the dislocated
goods. In the southwestern United States the
cattle industry has a long and storied history with
proprietary marks as the cattle were “branded”
by burning the hide with a proprietary mark.
This mark did not signify the maker or even the
animal’s breeder, but rather the owner. These
marks did allow for the cattle to be sorted and
recovered when pasture fences were broken and
the herds were mixed, or when a rustler stole the
herd.

A brand, as defined by the American
Marketing Association (AMA), is a distin-
guishing name and/or symbol (such as a logo,
trademark, or package design) intended to
identify the goods or services of either one seller
or a group of sellers, and differentiate those
goods or services from those of competitors.

From a legal standpoint, a brand thus signals
to the customer the source of the product and

protects both the customer and the producer
from competitors who would attempt to provide
products that appear to be identical. The Euro-
pean and North American courts initially devel-
oped laws to protect the brand names and marks
from would-be infringers as a means to protect
consumers from the tort of fraud. In other words,
the primary concern was to keep the consumer
from being taken advantage of by producers that
would tread on the good name of well-known
manufacturers to pass off inferior goods. Over
the past 70 to 90 years the emphasis of the law has
swung toward not just protecting the consumer
from fraud, but the protection of the business
assets that brands represent (Peterson, Smith,
and Zerrillo, 1999). In practice, from a legal
standpoint, the emphasis of brand protection
has begun to model property law.

The managerial emphasis of branding has
been to move beyond commodities to branded
products in order to reduce the importance of
price in the purchase decision by accentuating
the basis of differentiation. In other words, a
brand tells us whose product it is, and whose
product it is not, so that we may differentiate the
goods from those of other producers and provide
a basis for loyalty. But at the end of the day, the
goal is to get away from price as the reason to buy
a good or service. For instance, in the absence of
any other information about two bags of cement,
say cement A and cement B, the purchaser will
normally buy the cement that costs less, as it
is a way of reducing their risk. But, when you
put cement A in a shiny bag, and inform would
be buyers that it is fast drying, has a 30-year
life expectancy, and can be submerged in 200
meters of water, the consumer may be willing
to pay more for A than B. Thus, the ability to
differentiate the offering and promote features
and performance rather than price is a means of
moving beyond commodities.

The value of brands are widely studied and
discussed. They often dwarf the value of plant
and equipment when firms and their brands
are purchased. (see PERCEPTION OF BRAND
EQUITY). Investment in brand-building activi-
ties is often a struggle within the modern organi-
zation. On the one hand, the brand is a long-term
asset and it is easy to temporarily cut expendi-
tures on brand building activities such as sales,
advertising, and trade promotion voluntarily as a
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a framework for creating value propositions

Fames C. Anderson and Gregory S.
Carpenter

DEFINITION

What is a customer value proposition, or simply,
a value proposition? A value proposition is the
statement of those few points of difference that
create a compelling reason for a customer to
select one market offering relative to competing
alternatives.

FRAMEWORK FOR CREATING VALUE
PROPOSITIONS

The three primary factors in constructing value
propositions that target customers find persua-
sive are frame of reference, points of parity, and
points of difference. The frame of reference is
the set of potential competing alternatives that
a customer considers. Points of parity are the
elements of the market offering on which the
customer views the offerings as essentially the
same. Points of difference are the elements of
the offering on which the customer views one
offering as noticeably superior.

Potential value propositions can be evalu-
ated on three criteria: distinctiveness, measura-
bility, and sustainability (Anderson, Kumar, and
Narus, 2007). Distinctiveness captures the extent
to which the value proposition is uniquely able
to deliver on a claim relative to alternative offer-
ings. Measurability is the extent to which the
value proposition can be substantiated in tangible
ways, such as in monetary terms. Sustainability
captures how long the uniqueness the value
proposition conveys is expected to last.

VALUE PROPOSITIONS FOR CONSUMER
MARKETS

In consumer markets, one way to understand
value is to consider that customers seek to achieve
goals. Goals take two forms: positive outcomes
we hope to achieve and negative outcomes we
hope to avoid. Achieving their goals creates a
problem for buyers to solve. Market offerings
create value for buyers by proposing solutions
to their problems. Royal Caribbean cruises offer
one example.

To solve problems, buyers often consider a
number of alternatives. On vacation, some might
seek relaxation, others seek a cultural experience,
and still others might seek to indulge a personal
goal (learn Italian). Royal Caribbean identified
a group of consumers who seek adventure on
vacation. They call this group “explorers.” For
explorers, vacation options include helicopter
skiing, scuba diving, or bicycle touring.

Although, all these options share the element
of adventure, each option offers a distinctly
different experience. In comparison, a cruise is
seen as sedate, unexciting, and for older people.
A cruise, however, does have one significant
point of difference with other vacations - it
offers variety in terms of locales and activities.

To craft a value proposition, Royal Caribbean
developed the idea that variety can be a dimen-
sion of adventure — a cruise offers multiple new
experiences that are not possible with a single-
adventure holiday. By offering multiple novel
experiences, a Royal Caribbean cruise can offer
a greater sense of adventure.

The value proposition they developed reflects
this essential insight: Royal Caribbean is the
vacation option that creates unexpected experi-
ences that brings out the explorer in me.

Asaresult of this new value proposition, brand
awareness and preference have increased among
target buyers, the customer mix is increasingly
younger than other cruise lines, and booking has
been growing.

VALUE PROPOSITIONS FOR BUSINESS
MARKETS

Management practice research (Anderson,
Narus, and van Rossum, 2006) has recom-
mended that suppliers in business markets
construct resonating focus value propositions,
which consist of “the one or two points of
difference (and, perhaps, a point of parity)
whose improvement will deliver the greatest
value to the customer for the foreseeable future”
(p- 93). The rationale for resonating focus value
propositions is that in a business world where
customer managers are taking on greater respon-
sibility and are increasingly pressed for time, to
be successful, suppliers must deliver customer
value propositions that are simple, yet power-
fully captivating. They do this by making their
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offerings superior on the few elements whose
functionality or performance matter most to
target customers, demonstrate and document the
value of this superior performance, and commu-
nicate it to target customer managers in a way that
conveys to them that the supplier understands
their business concerns and priorities.

A resonating focus value proposition is prefer-
able to more commonly used value propositions,
which consist of either all benefits that the
customer receives from a market offering or
all favorable points of difference that an offering
has relative to the next best alternative.
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marketing warfare strategies

Daniel Laufer

Marketing warfare strategies are competitor-
centered strategies borrowed from the field of
military science and applied in a marketing
context. According to Rindfleisch (1996),
advocates of this approach suggest that both
marketing and the military are very similar,
and both fields share “(i) two or more opposing
forces; (i1) competition for a limited and valuable
resource; (iil) a zero-sum orientation in which
gains come at the expense of competitor losses;
and (iv) defined rules of engagement in which
one competitor attacks while the opposing
defends.” This approach was popular in the
1980s, whereas in the current era of relationship
marketing this approach has become less
relevant. Also, an increased awareness of
differences between business and military
organizational cultures raises questions of the
applicability of military strategies in a business
context.

In 1981, Kotler and Singh (1981) wrote a
highly influential article about how warfare
strategies can be applied in the field of
marketing. This competitor-centered approach
suggested that principles from military strategy
can be applied to develop (i) business objec-
tives; (ii) attack strategies; and (iii) defense
strategies.

Kotler and Singh (1981) claimed that the
concept of “principle of objective” derived from
military science can also be applied to busi-
ness objectives. The principle of the objective
stated that “every military operation must be
directed toward a clearly defined, decisive, and
attainable objective” (Kotler and Singh, 1981
p. 33). According to Kotler and Singh (1981),
in a marketing context the objective is usually
described in terms of “‘crushing the competitor,
reducing its share, or freezing its share” (Kotler
and Singh, 1981 p. 33), and is contingent on
the type of competitor the company is facing
(market leader, similar-sized firm, or smaller
firm).

After determining the objective, a company
assesses how to wage war. Kotler and Singh
(1981) introduced two types of strategies: attack

strategies and defense strategies. Attack strate-
gies involve taking the offensive and seizing
market share from competitors. These strategies
include frontal attacks, flanking attacks, encir-
clement attacks, bypass attacks, and guerrilla
attacks (Kotler and Singh, 1981). Defense
strategies, on the other hand, involve fortifying
one’s position, or defending market share from
competitors. These strategies include position
defense, mobile defense, preemptive defense,
flank-positioning defense, counteroffensive def-
ense, and strategic withdrawal (Kotler and
Singh, 1981).

Interest in marketing warfare strategies peak-
ed in the 1980s during an era of slow economic
growth. The economic downturn caused compa-
nies to seek growth opportunities primarily from
gains in market share as opposed to increases
in overall market demand. This encouraged
companies to turn to competitor-centered strat-
egies such as marketing warfare strategies. In
addition, prominent military officers moved
into key leadership positions during this time at
business-related organizations which influenced
the choice of corporate strategy due to the
military experience of the new executives
(Rindfleisch, 1996). Finally, large corporations
turned to the military for guidance in creating an
effective bureaucracy to run their organizations.
This created similar organizational structures
and policies and procedures, such as chains of
command and standard operating procedures
(Rindfleisch, 1996). Similarities between the
bureaucracies encouraged a military mindset
among business organizations which gener-
ated increased interest in marketing warfare
strategies

During the 1990s and 2000s, marketing war-
fare strategies became less relevant during an
era of relationship marketing. A number of
researchers questioned whether the business
context is equivalent to a war despite the simi-
larities on a number of dimensions (Rindfleisch,
1996). In particular, a zero-sum game mentality
regarding winners and losers became less prev-
alent, and cooperation and coexistence among
competitors became more the norm in many
industries. In addition, there was an increased
awareness during this time period of differ-
ences between the organizational cultures of
businesses and the military. As Rindfleisch
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(1996) points out, not all businesses are highly
structured and “the type of highly structured
and calculating strategic planning implied by
marketing-as-warfare may be more fitting for
companies with bureaucratic cultures and
less appropriate for firms with more clan-like
cultures” (Rindfleisch, 1996 p. 7).
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causal research

Harmen Oppemwal

Causality concerns cause-and-effect rela-
tionships between variables (sec¢e CONCEPT
OF CAUSALITY AND CONDITIONS FOR
CAUSALITY). Humans have a natural tendency
to think in terms of cause-and-effect rela-
tionships and we use such relationships to
“explain” the world we live in. As individuals,
we continuously observe and monitor changes in
our environment and infer from these changes
what the likely cause is for some outcome.
Knowing about causes is crucial for taking
decisions about what actions to take, from
small day-to-day decisions (‘“why am I feeling
cold? -is the heating system on?”’) to the most
important issues in society (“is there global
warming and what are its causes; will reduction
of carbon dioxide emissions help reduce
global warming?”’). Whereas philosophers have
debated for centuries whether causality exists,
people use it, and rely on it.

The scientific process of generating, testing
and revising ideas can be seen as an extension
and refinement of the basic human processes
of knowledge generation. In this, testing
which relationships are causal and which are
“spurious” is seen as one of the main aims
of scientific research, both by scholars who
aim to find the “truth” about what influences
and determines observed phenomena, and by
scholars and practitioners who are keen to
just know “what works” (Dunbar, 1995). As
an example in marketing, consider the role of
satisfaction (see CUSTOMER-SATISFACTION
RESEARCH). It is intellectually gratifying to
know what determines satisfaction, but it is
also very relevant practically for marketers to
know what actions can be taken to increase
satisfaction. Should a company investin a loyalty
card scheme in order to increase customer
satisfaction and retention? Such investments
will only be worthwhile if the scheme can be
expected to indeed positively affect satisfaction
and retention rates. Causal research is relevant
even if it would lead to the conclusion that such
schemes are nor contributing, as in that case
the company can better use its resources for
other purposes. Identifying the cause of some

outcome can be as important as identifying if
some factor is not a cause.

Causal research is research that aims to
investigate causal relationships. Causal research
therefore always involves one or more indepen-
dent variables (or hypothesized causes) and their
relationships with one or multiple dependent
(or outcome) variables. In addition there may
be “mediating” variables sitting between the
independent and dependent variables, reflecting
the causal process or mechanism. Causal
descriptive research aims to establish the effect of
the independent variable(s) on the dependent
variable. Experiments are widely accepted as
the best method for testing such effects, and
the remainder of this article will focus largely
on experiments. However, knowing an effect
exists and its size is not equal to having insight
as to why the effect exists. Causal explanatory
research aims to describe the process of how
an independent variable influences an outcome
variable (Shadish, Cook, and Campbell, 2002).
Explanatory research requires theorizing and
the use of abstractions, or constructs, to
identify why outcomes occur the way they
do. Causal explanatory research can include
the generation of new ideas and insights on
the basis of literature research, participatory
observation (se¢ ETHNOGRAPIC RESEARCH),
focus groups (see FOCUS GROUPS AND DEPTH
INTERVIEWS), and any other type of data
collection, and can also use analogies or models
from other domains. In science, there is no
limit and restriction to idea generation, but to
become an accepted theory the ideas have to
fulfill basic requirements such as coherence
and consistency, and the ability to explain
phenomena that we have accepted (and that
we are willing to continue to accept) as “facts”
(Dunbar, 1995; Latour, 1987). This wider area
of theory building and model specification will
not be further discussed in this article but note
the issue of validity, especially construct validity
(see RESEARCH RELIABILITY AND VALIDITY;
CONCEPT OF CAUSALITY AND CONDITIONS
FOR CAUSALITY).

A particular and more formalized type of
causal explanatory research concerns ‘‘causal
modeling.” Causal modeling tends to be asso-
ciated with structural equation modeling (SEM),
which extends regression and factor analysis to
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allow the measurement of “latent” constructs
and their causal relationships within one statis-
tical framework (see STRUCTURAL EQUATION
MODELING). In SEM the assumed causal rela-
tionships between constructs are displayed in
a “path diagram,” which is a set of boxes
and arrows showing how the constructs influ-
ence each other. Causal modeling can also be
considered more widely as to include the various
regression-based models used in econometrics
that capture the relationships between inde-
pendent and dependent variables in various
types of statistical formulations (see MULTI-
PLE REGRESSION). The key feature of all these
methods, whether SEM or econometric models,
is that they are typically applied to data that are
either cross-sectional or, if time series are used,
lack a proper control condition. They capitalize
on the use of statistical theory and mathemat-
ical functions to determine and disentangle the
effects of independent variables, and the theo-
retical constructs they represent, on dependent
variables (or constructs). Whereas they are very
sophisticated and potentially very useful for
assessing such relationships, their application
to cross-sectional, uncontrolled data shows that
they cannot fully establish or test the causal
nature of relationships in the data. They can
only attempt to statistically separate possible
causes from noncauses. In contrast, experiments
aim to separate and control various causes by
design. This is why conclusions from experi-
ments typically have greater internal validity;,
they are a better basis for establishing whether
the independent variable was the true cause of
the effect observed for the dependent variable.
Experimental control, however, cannot always
be achieved and further, has often the disad-
vantage of limited external validity. In this
respect, the design and statistical approaches
complement each other and in practice are often
used together to maximize the validity of the
knowledge gained from a research project (see
VALIDITY IN EXPERIMENTATION).

PRINCIPLES OF EXPERIMENTAL DESIGN

Basic terminology.  Although, many people
associate scientific experiments with laborato-
ries, white coats, and guinea pigs, experiments
have a much wider use. Experiments are

sophisticated versions of trial and error, or
plan-act-evaluate cycles of behavior: we try
something, observe the outcome, and draw
conclusions regarding the effects of our actions.

We now turn to discussing the key concepts
and rationale of experimentation and experi-
mental design. Before discussing various types
of design it is useful to introduce the notation
system to graphically display the characteristics
of the various designs and discuss the principles
of design and analysis (Cook and Campbell,
1979).

Each test unit in the experiment undergoes
a sequence of events consisting of treatments
(X)), representing variations of the independent
variable, and produces observations (O), which
are measurements of the dependent variable.
Figure 1 displays three preexperimental designs.
They each include a treatment group and one
or more observations. Neither however has a
comparison or control group to act as a bench-
mark for assessing the effects of the treatment.
These designs therefore cannot automatically
rule out the “third variable” alternative explana-
tions that threaten the internal validity of conclu-
sions drawn from these designs (see VALIDITY
IN EXPERIMENTATION). Suppose we conduct a
study on advertising effectiveness. X represents
“being exposed to an advertisement” and O is
a participant’s response to a brand perception
question (Figure la). If O is positive, can we
infer that the advertisement exposure caused the
positive effect? Not so, as many other variables
will (also) have influenced the participant’s
response. We could include a pretest measure as
in Figure 1b. This “one-group pretest-posttest
design” would allow observing how the brand
perceptions have changed since the advertise-
ment was presented, for example, if O1 and O2

Preexperimental designs

a. One shot case study

X Ot
b. One-group pretest-posttest design
o1 X 02

c. One-group time-series experiment
O1 02 03 X 04 O5 06

Figure 1 Preexperimental designs.
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had been observed with one week interval.
However, this would not separate the adver-
tisement effect, if it existed, from the possible
effects of other events occurring between
Ol and O2. Even if a longer time series
(Figure 1c) had been observed, although
providing a stronger basis for inferring the effect
of X on O, it would still not account for events
co-occurring with X.

Experimental designs include at least two
groups (conditions), one being the experimental
group and the other the control group. The
control group does not receive the experimental
treatment. An example is shown in Figure 2. G1
could be a group seeing the advertisement and
then being asked to rate our brand, while G2
could be a group that does not see the adver-
tisement, but still rates the brand. Comparing
O1 and 02 will give an indication of the effect
of X. However, there may be preexisting differ-
ences between G1 and G2, and these may be the
underlying causes of observing differences on
the values of Ol and O2. To overcome this issue
experimental designs rely on randomization (R).
Experiments that use existing groups without
randomization are called guasi-experiments.

Figure 3 presents a two-group postiest only
experimental design. It is a posttest only design
because the measures are only taken after
the treatment (seeing the advertisement) has
been administered. Each wunit (participant)
is in only one condition, and it is therefore
a  between-participants design. It is a true
experimental design because individual test
units are randomly assigned to the conditions.

Statistical rationale.  We now explain the
benefits of randomization. Suppose in the
previous example Gl and G2 each consisted
of 30 participants where each participant rated

G1:XO1
G2: 02

Figure 2 Two-group quasi-experimental design.

G1 (R): X O
G2 (R): 02

Figure 3 Two-group posttest only experimental design.
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the brand on a five-point scale. We could then
calculate the means for both groups and test if
they are statistically different using a standard
t-test or analysis of variance (ANOVA) (see
ANALYSIS OF VARIANCE AND COVARIANCE)
(assuming the observations have been measured
at interval level) (see PRIMARY SCALES OF
MEASUREMENT). If O1 has a statistically
significant higher (or lower) mean than O2
this will be attributed to group 1 receiving
treatment X. This is because all preexisting
differences between individuals were controlled
by randomly allocating them to groups 1
and 2. Adopting the conventional 5% level of
significance means that chances of observing this
difference based on mere chance (or actually,
based on the combined effect of all unobserved
“third variables”) are less than 5%. That
is, there is only 5%  probability of drawing
the conclusion that there is a difference if in
“reality” there is no effect (this is called the
Type I error). This percentage is normally
deemed too low to accept the interpretation
that the effects are caused by mere chance.
Instead, the only other possible interpretation is
accepted, which is that X caused the difference
between O1 and O2.

If no significant difference is observed
between O1 and O2 this may be either because
there is really no effect of X, or the effect may
have existed, but could not be detected. The
latter means the design lacks sufficient “power”
and the researcher runs the risk of committing a
“Type II error”: falsely concluding there is no
effect. This can occur firstly when the sample
sizes for the two groups are too small. Means
observed for smaller samples display a larger
variance and it is therefore more likely that
differences of certain size occur even if there is
no effect of X (see PROBABILITY SAMPLING).
The researcher then cannot decide whether the
observed difference is because of a real effect
of X or because of a mere chance. A second
possible reason for not detecting a true effect of
X on O is the influence of other (unobserved)
factors on the variation in units’ scores for Ol
and O2 (independently from X). These factors
increase the variance in sample means for Ol
and 02, making it difficult to detect any effect
because of X.
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These two reasons for a lack of power each
have their own remedy : (i) the sample size can
be increased, or (ii) the variation in the measures
of Ol and O2 can be reduced. The effects of
increasing the sample size are the same as for
any random sampling: any doubling of precision
requires a quadrupling of the sample size (or
stated differently: precision increases with the
square root of the sample size) (see PROBABILITY
SAMPLING and STATISTICAL APPROACHES
TO DETERMINING SAMPLE SIZES). Increasing
the sample size is an obvious candidate for
improving a design, but can be costly in terms of
money and time. And if the researcher realizes
the limited power only after the data have been
analyzed (and no effects were found) it may be
difficult if not impossible to replicate the exact
experimental conditions to allow the collection
of extra responses, especially given the require-
ment of random assignment. Merely topping up
the numbers for one group is not sufficient; extra
respondents should be randomly assigned as in
the original experiment or one will end up with
a quasi-experimental design.

Reduction in variance, which is the second
method for enhancing power, can firstly be
achieved by design. Standardization of test
circumstances will reduce the variance in the
dependent variable. Variance will further reduce
if a more homogenous sample of participants is
used, which is one reason why many consumer
experiments in marketing are conducted on
student samples (in addition to ease of access
to such respondents by academic researchers).
Instead of limiting the sample to a narrowly
defined group of participants, it is also possible
to include variables in the design that ensure
that the sample can be treated as a set of
homogenous subgroups. This is achieved by
using blocking factors (discussed further below).

After the data have been collected, the
variance can possibly be further reduced by
means of statistical control. By including
additional variables in the analysis that “pick
up” or “explain” some of the variance in O
the remaining variance to be explained reduces,
thereby increasing the chances of detecting an
effect of X, if it exists. In terms of data analysis
this means that extra independent variables
are included in the analysis as covariates
using analysis of covariance (ANCOVA) or

multiple regression methods. (see ANALYSIS
OF VARIANCE AND COVARIANCE; MULTIPLE
REGRESSION) Good covariates are variables
that themselves are not affected by the treatment
and that correlate substantially with the depen-
dent variable (Tabachnick and Fidell, 2007).
Typical candidate covariates are demographics
such as age or gender, attitude measures — or
prior observations on the dependent variable,
which are called pretest scores. The next sections
will discuss the use of pretest scores and the use
of blocking factors.

Including pretest scores.  Pretests are observa-
tions obtained for each test unit prior to receiving
the treatment. By including such pretest scores
in the analysis, the statistical power of the anal-
ysis can increase substantially and a same size
difference between the posttest means can now
become statistically significant. Such a design is
called a “pretesi—posttest experimental design.” The
basic form of this design is shown in Figure 4,
for a case with one experimental and one control
group. Note that pretest measures O1 and O3
are not used to directly assess the effects of X
they only act as control variables in the analysis.
The actual analysis of a pretest—posttest design
often involves recoding the dependent variables
into a new variable representing the difference
for each unit between the posttest and pretest
scores.

In our example, we would for each partici-
pant calculate the difference between the pretest
and posttest scores and use this value as the
new dependent variable. This new measure
will have less variance 