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Preface

Strategic marketing in companies around the world is confronted with unprecedented chal-
lenges and exciting opportunities in the twenty-first century. Driven by demanding custom-
ers with complex value requirements, aggressive global competition, turbulent markets,
rapid emergence of disruptive new technologies. and global expansion initiatives, mar-
keting strategy has become an enterprise-spanning responsibility with major bottom-line
implications. Central to the opportunities generated by these challenges is a critical need
to improve executives’ understanding of markets and competitive space, customer value
delivery, innovation culture and processes, and effective organizational design.

Strategic marketing’s demanding role in business performance is demonstrated in the
market-driven strategies of successful organizations competing in a wide array of mar-
ket and competitive situations. Providing superior customer value, leveraging distinctive
capabilities, responding rapidly to diversity and change in the marketplace, developing
innovation cultures, and recognizing global business challenges are demanding initiatives
which require effective marketing strategies for gaining and sustaining a competitive edge.
Strategic Marketing examines the underlying logic and processes for designing and imple-
menting market-driven strategies.

Market-Driven Strategy

Providing superior value to customers is the core objective of market-driven strategy. Sev-
eral initiatives are necessary m achieving this objective.

e Marketing strategy provides the guidelines for action that are essential in delivering
superior customer value.

» Marketing is a major stakehelder in the essential organizational core processes—new
product development, customer relationship management, value/supply<chain manage-
ment, and business strategy implementation.

» Essential relationship initiatives place new priorities on collaborating with customers,
suppliers, value-chain members, and even competitors.

* Understanding customers, competitors, and the market environment requires the active
mvolvement of the entire organization to gain and manage market knowledge decisively.

* Developing methods that enable the organization to continually learn from customers,
competitors, and other relevant sources is vital to sustaining a competitive edge.

s The powerful technologies provided by the Internet and the World Wide Web, corporate
intranets, and advanced communication and collaboration systems for customer and
supplier relationship management underpin effective strategy processes.

* The environmental, ethical, and corporate responsibility aspects of business practice are
critical concerns for individual executives as well as their companies, requiring man-
agement direction and active involvement by the entire organization.

Customer diversity and new forms of competition create impressive growth and perfor-
mance opportunities for those firms that successfully apply strategic marketing concepts and
analyses in business strategy development and implementation. The challenge to become
market-driven is apparent in a wide array of industries around the world. Analyzing market
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behavior and matching strategies to changing conditions require a hands-on approach to
marketing strategy development and implementation. Penetrating financial analysis is an
important strategic marketing requirement.

Strategic Marketing examines marketing strategy using a combination of concepts,
application processes, and cases to develop managers’ and professionals’ decision making
processes and apply them to business situations. The book is intended for use in under-
graduate capstone marketing strategy courses and the MBA marketing core and advanced
strategy courses.

New and Expanded Scope

Regardless of business size and scope, competing in any market today requires a global
perspective. The ninth edition accentuates this global perspective. The author team pro-
vides an extensive range of global involvement. The shrinking time-and-access boundar-
ies of global markets establish new competitive requirements. The global dimensions of
marketing strategy are integrated throughout the chapters of the book and also considered
in several cases. The rapid emergence of powerful new competitive forces throughout the
world, often facilitated by new business models, mandates an international viewpoint for
execufives in most organizations.

Strategic customer relationship management (CRM) is examined in a new chapter, rec-
ognizing the escalating importance of this topic in business firms and its essential role in
guiding marketing strategy. Customer equity and customer lifetime value are examined
along with other relevant aspects of CRM.

Innovation and new product planning and strategic brand management are given
increased coverage in this edition. Enhancing brand equity has become a top priority chal-
lenge in companies around the world.

Internet initiatives comprise a vital part of the marketing strategies of all companies.
Internet strategies are rapidly expanding ona global basis. Because of the nature and scope
of the various uses of the Internet, we have integrated this important topic into several
chapters rather than developing a separate chapter. Internet Features are included in all
chapters.

Special attention and emphasis are given to marketing metrics throughout the book.
Improving the measurement of marketing effectiveness is a high priority issue in many
companies.,

New current applications of business marketing initiatives are included in every chap-
ter. New features examine strategy, innovations, relationship, global ethics and corporate
responsibility, Internet, and metrics aspects of business practice,

Teaching and Learning Design

Stategic Marketing uses a decision-making perspective to examine the key concepts and
issues involved in analyzing and selecting strategies. It is apparent that many instructors
want to examine marketing strategy beyond the traditional emphasis on marketing func-
tions. Marketing strategy is considered from a total business perspective. The length and
design of the book offer flexibility in the use of the text material and cases. The feature
applications included in each chapter can be used for class discussion and assignments.
The book is designed around the marketing strategy process with a clear emphasis
on analysis, planning, and implementation. Part I provides an overview of market-driven
strategy and business and marketing strategies, Part II considers markets, segments, and
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The Cases

customer value. Part IIT provides the basis for designing market-driven strategies. Part IV
considers market-driven program development. Finally, Part V exam ines implementing and
managing market-driven strategies. Decision process guidelines and applications are pro-
vided throughout the book to assist the reader in applying the analysis and strategy devel-
opment approaches discussed in the text.

There are 21 new cases out of a total of 44, Many are well-known companies that stu-
dents should find both interesting and challenging. Shorter application-focused cases are
placed at the end of each part of the book. These cases are useful in applying the concepts
and methods discussed in the chapters, and they can be used for class discussion, hand-
in assignments, and/or class presentations. The cases consider a wide variety of business
environments, both domestic and international. They include goods and services; orga-
nizations at different value-chain levels; and small, medium, and large enterprises. The
Features in every chapter provide additional illustrations and material for consideration
and discussion.

Most of the cases examine the marketing and business strategies of well-known com-
panies. The cases are very timely, offering an interesting and challenging look at contem-
porary business practice. Importantly, these companies have available extensive financial,
product, and corporate information on the Internet, which expands analysis opportunities.

Part VI includes comprehensive cases that offer students a variety of opportunities to
apply marketing strategy concepts. Each case considers several important strategy issues.
The cases represent different competitive situations for consumer and business goods and
services as well as domestic and international markets.

Changes in the Ninth Edition

The ninth edition of Stategic Marketing follows the basic design of previous editions. Nev-
ertheless, the revision incorporates many significant changes, topic additions, and updated
examples. Every chapter includes new material and expanded treatment of important topics.
Each chapter has been revised to incorporate new concepts and examples, improve
readability and flow, and encourage reader interest and involvement. Topical coverage has
been expanded (or reduced) where appropriate, to better position the book for teaching and
learning in today’s rapidly changing business environment. An expanded set of Internet and
Feature applications is included at the end of each chapter. Marketing planning guidelines
are provided in the Chapter 1 Appendix, financial analysis suggestions are included in the
Chapter 2 Appendix, and marketing metrics are discussed in the Chapter 15 Appendix.

Teaching/Learning Resources

A complete and expanded teaching-learning portfolio is available on the Online Learn-
ing Center, at www.mhhe com/cravens9e. It includes an Instructor’s Manual with course-
planning suggestions, answers to end-of-chapfer questions, Internet application guidelines,
Feature application guidelines, and extensive instructor’s notes for each of the 44 cases.
A multiple<choice question test bank and a PowerPoint® presentation for each chapter are
also included online. The PowerPoints provide a complete and organized coverage of the
chapter topics and application examples.



Preface wii

This edition of the manual has been substantially revised and expanded to improve its
effectiveness in supporting cowrse planning, class discussion, and examination prepara-
tion. Detailed instructor’s notes concerning the use of the cases are provided, including
epilogues when available. The text, cases, and Instructor’s Manual offer considerable flex-
ibility in course design, depending on the instructor’s objectives and the course for which
the book is used.
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Chapter

Imperatives for
Market-Driven Strateqy

Radical market changes, new demands for superior performance, and ever-fiercer com-
petition are rapidly escalating, and pose great challenges to executives around the world.
Even market and industry boundaries are no longer easy to define because of the entry of
new and disruptive forms of competition. Customers’ demands for superior value from the
goods and services (products) they purchase are unprecedented, as they become vet more
knowledgeable and more perceptive in the judgments they make. New phases of Internet
business models—Web 2.0 (the second generation of Internet enterprises after the Web 1.0
dot.com crashes of the early 2000s)—provide wholly new forms of competition.

External influences from diverse pressure groups and lobbyists have escalated dramati-
cally in country after country. The level of searching scrutiny of the ethical standards and
corporate responsibility initiatives has never been so high and exerts compelling influence
on decision makers in companies. In the face of this turbulence and complexity, compa-
nies adopt market-driven strategies gnided by the logic that all business strategy decisions
should start with a clear understanding of markets, customers, and competitors. Increas-
ingly, it is clear that enhancements in customer value provide a primary route to delivering
superior shareholder value 2

Nonetheless, while it is important to recognize that the challenges are extreme, there
is huge scope for achieving business success. The risks and uncertainties have escalated,
and in many ways so have the rewards for developing sirategies that deliver superior value.
Innovative Web-based businesses like Google and eBay may be prototypes, but in more
conventional industries a company like Arcelor Mittal Steel is illistrative.

From acquiring his first steel mill in Indonesia in 1976, Lakshmi Mittal has grown
Arcelor Mittal to a dominant force in the global steel business. Mittal supplies more than
30 percent of the steel used by U.S. car companies and isresponsible for 10 percent of world
steel output—2006 sales were $88.5 billion. Between 1989 and 2004, Mittal made 17 deals
across the globe, buying the unwanted assets of bigger steel groups or down-at-heel state-
owned plant. Acquisitions have spanned Asia, the Caribbean, the former Eastern Europe,
the U.S. (International Steel Group and Ispat Inland), and Europe. Mittal’s business turns
around failing steel plants through a program of replacing existing management, fixing
liquidity by reestablishing credit with suppliers, improving operations, shifting production
to higher-value output, forming regional groups to boost purchasing power, and selling
off non-core subsidiaries. Importantly, Mittal’s long-term strategy was to challenge the
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existing business model prevalent in the steel industry—conventional industry thinking
was dominated by tonnages of steel produced, not profits, and regional supply chains.
Mittal’s view was that only large steel companies could negotiate advantageously with
suppliers of iron ore and coal, and major customers such as automakers. Through a strategy
of consolidation, a rigorous program of continuous improvement, and the deployment of a
superior knowledge-sharing network across the global business, Mittal has reinvented the
steel sector and created new ways to achieve superiority in customer value and competitive
strength.’

This chapter examines three important market-driven strategy topics:

« First, we develop the theme of market-driven strategy and its pivotal role in design-
ing and implementing effective business and marketing strategies. To achieve this, we
review the characteristics of market oriented organizations, the development of distine-
tive capabilities, and the creation of value for customers.

* Second, we look at the links between business and marketing strategy and corporate
strategy to clarify the scope of strategy and the marketing strategy process. The Appen-
dix discusses Strategic Marketing Planning.

o [Lastly, to emphasize the turbulent context in which executives make strategic choices,
we explore some of the most important challenges in the modern marketplace—
escalating globalization, technological change, the Web 2.0, and the imperatives of ethi-
cal behavior and corporate social responsibility.

Market-Driven Strategy

EXHIBIT 1.1
Characteristics
of Market-Driven

Strategies

The underlying logic of market-driven strategy is that the market and the customers that
form the market should be the starting point in business strategy. Importantly, market-
driven strategy provides a company-wide perspective, which mandates more effective
integration of activities and processes that impact customer value. The development of a
market-driven strategy is not a short-term endeavor. A considerable amount of effort is nec-
essary to build a market-driven organizational culture and processes. Also, the methods of
measuring progress extend beyond short-term financial performance measures. Certainly,
it is important that we recognize that short-term cost savings and profit enhancements may
underm ine the achievement of strategic goals and the building of superior customer value.
Exhibit 1.1 summarizes the characteristics of market-driven strategies.

Becoming
Market-
Oriented

L]

Achieving Determining
Superior h ‘ Distinctive
Performance Capakbilities

i

Matching
Customer
Value
Requiremenis
to Capabilities
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Characteristics of Market-Driven Strategies

Becoming Market Oriented

Market orientation is a business perspective that makes the customer the focal point of
a company’s fotal operations. “A business is market-oriented when its culture is system-
atically and entirely committed to the continuous creation of superior customer valie.™
Importantly, achieving a market orientation involves the use of superior organizational
skills in understanding and satisfying customers.” Becoming market-oriented requires the
irvolvement and support of the entire workforce. The organization must monitor rapidly
changing customer needs and wants, determine the impact of these changes on customer
behavior, increase the rate of product innovation, and implement strategies that build the
organization’s competitive advantage.

A market-oriented organization continuously gathers information about customers,
competitors, and markets; views the information from a total business perspective; decides
how to deliver superior customer value; and takes actions to provide value to customers.*
Importantly, these initiatives involve cross-functional participation. Market orientation
requires participation by evervone in the organization. An organization that is market ori-
ented has both a culture committed to providing superior customer value and processes for
creating value for buyers. Market orientation requires a customer focus, competitor intel-
ligence, and cross-functional cooperation and involvement. This initiative extends bevond
the marketing function in an organization.

Customer Focus

The marketing concept has proposed customer focus for half a century, vet until the 1990s
this emphasis had limited impact on managers as a basis for managing a business.’ There
are many similarities between the marketing concept and market orientation, although the
former mplies a functional (marketing) emphasis. The important difference 1s that market
orientation is more than a philosophy since it consists of a process for delivering customer
value. The market-oriented organization understands customers® preferences and require-
ments and effectively deploys the skills and resources of the entire orgamzation to satisfy
customers. Becoming customer-oriented requires finding out what values buyers want to

help them satisfy their purchasing cbjectives.

Competitor Intelligence

A market-oriented organization recognizes the importance of understanding its competi-
tion as well as the customer:

The key questions are which competitors, and what technologies, and whether target custom-
ers perceive them ag alternate zatisfiers. Superior value requires that the seller identify and
understand the principal competitors® short-term strengths and wealmesses and long-term
capabilities and strategies.’

Failure to identify and respond to competitive threats can create serious consequences
for a company. For example, Polaroid’s management did not define its competitive area as
all forms of photography, concentrating instead on its instant photo monopoly position,
and eventually the company was outflanked by digital photography. Had Polaroid been
market oriented its management might have better understood the changes taking place,
recognized the competitive threat, and developed strategies to counter the threat. Instead,
the company filed for bankruptey.

Cross-Functional Coordination

Market-oriented companies are effective in getting all business functions working together
to provide superior customer value. These organizations are successful in removing the



EXHIBIT 1.2
Distinctive
Capabilities at
Southwest Airlines

Sources: Wendy Zellner,
“Dressed to Kill.” Business
ek, February 21, 2005,
5859 Doug Cameron,
“Southwest SeeksNew Somces
of Passenger Revenue
Financial limes, Friday, April
20,.2007.24
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walls between business functions—marketing talks with research and development and
finance. Cross-functional teamwork guides the entire organization toward providing supe-
rior customer value.

Performance Implications

Companies that are market oriented begin strategic analysis with a penetrating view of the
market and competition. Moreover, an expanding body of research findings points to a pos-
itive relationship between market orientation and superior performance.” Companies that
are market oriented display favorable organizational performance, compared to companies
that are not market oriented. The positive market orientation/performance relationship has
been found in several United States, Buropean, and Asian studies.

Determining Distinctive Capabilities

Identifving an organization’s distinctive capabilities (competencies) is a vital part of market-
driven strategy. “Capabilities are complex bundles of skills and accumulated knowledge,
exercised through organizational processes, that enables firms to coordinate activities and
make use of their assets.”'” The major components of distinctive capabilities are shown in
Exhibit 1.2, using Southwest Airlines’ business model to illustrate each component. The
airline’s growth and financial performance are impressive. In 2007, Southwest reported its

Organizational Processes

Southwest pioneered a point-to-point route system contrasting with the
hub-and-spoke design used by many conventional airlines.

The value proposition consists of low fares and limited services {e.g., no in-light meals).
Major emphasis throughout the organization is on building a loyal customer base.
Operating costs are kept low by using a single aircratt type, minimizing the time
between a plane landing and taking off, no assigned seating, and developing strong
customer loyalty (lower selling costs).

The business model is characterized by “keeping it simple.”

Skills and Accumulated Knowledge

Southwest has developed impressive skills in operating its business maodel at very
low cost.

Accumulated knowledge has guided management in improving its business design
over time.

The business madel is being leveraged to drive more non-flying revenue, such as
hotel booking from its web site and charging for a broader array of services.
Additional directions identitied include carrying more cargo, international tlights
and alliances with other carriers, and in-tight Internet services.

Coordination of Activities
Coordination of activities is tacilitated by the point-to-point business model.
High aircraft ufilization, simplification of functions, and limited passenger services
enable management efficiency, and the provision of on-time, point-to-point services
offered on a frequent basis.
Assets
Very low operating costs.
Loyal customer base.
High employee esprit de corps.




6 Part One Swategic Marketing

EXHIBIT 1.3
Classifying
Capabilities

Source: Chart from George

§. Day, “The Capabilities of
Market- Driven Crganizations.”
Jowrnal of Marketing, Cotober
1954, 41, Reprinied wnth
permizzion of the American
IMarleting Associabion

64™ straight quarter of profitability, a record unmatched in the airline sector. The pioneer
of “no frills” fiying, the airline now carries more domestic passengers than any other U.S.
airline.

An organization’s capabilities are not a particular business function, asset, or individual,
and instead, consist of core processes of the organization. Michael Porter indicates that
“the essence of strategy is in the activities—choosing to perform activities differently or
to perform different activities than rivals.”"! His concept of activity networks is consistent
with viewing distinctive capabilities as groupings of skills and accumulated knowledge,
applied through organizational processes. Mittal Steel’s ability to turn around outdated
steel mills and to globalize sales is illustrative.

Organizational capabilities and organizational processes are closely related:

. . . it is the capability that enables the activities in a business process to be carried out. The
business will have as many processes as are necessary to carry out the natural business
activities defined by the stage in the value chain and the key succeas factors in the market."?

Classifying the organization’s capabilities is useful in identifying distinctive capabilities.
As shown in Exhibit 1.3, one way of classification is to determine whether processes
operate from outside the businessto inside, inside out, or spanning processes. The processes
shown are illustrative rather than a complete enumeration of processes. Moreover, since a
company may have unique capabilities, the intent is not to identify a generic inventory of
processes.,

Classifying Capabilities

The process capabilities shown in Exhibit 1.3 differ in purpose and focus.! The outside-in
processes connect the organization to the external environment, providing market feedback
and forging external relationships. The inside-out processes are the activities necessary
to satisfy customer value requirements (e.g., manufacturing/operations). The outside-in
processes play a key role in offering direction for the spanning and inside-out capabilities,
which respond to the customer needs and requirements identified by the outside-in
processes. Market sensing, customer linking, channel bonding (e.g., producer/retailer
relationships), and technology monitoring provide vital information for new product
opportunities, service requirements, and competitive threats.

EXTERNAL INTERMAL
EMPHASIS EMPHASIS
| I
Outside-In < = Inside-Out
Processes Processes
- {Spannmg Prooesses} >
«Market sensing « Customer order fulfilment e Financial management
«Customer linking « Pricing « Cost control
» Channel bonding * Purchasing . * Technology development
«Technology monitoring + Customer service delivery * Integrated logistics
* New-product/service * Manufacturing/transformation
development processes
* Strategy development « Human resources
management

e Environmental health
and safety
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The organizational process view of distinctive capabilities requires shifting away from
the traditional specialization of business functions (e.g., operations, marketing, research
and development) toward a cross-functional process perspective.'

Capabilities and Customer Value

Value for buyers consists of the benefits and costs resulting from the purchase and use
of products. Value is perceived by the buyer. Superior value oceurs when there are posi-
tive net benefits. A company needs to pursue valuie opportunities that match its distinctive
capabilities. A market-oriented company uses its market sensing processes, shared diagno-
sis, and cross-funetional decision making to identify and take advantage of superior vale
opportunities. Management must determine where and how it can offer superior value,
directing these capabilities to customer groups (market segments) that result in a favorable
competency/value match.

Creating Value for Customers

Intense global competition and the increasing demands of ever-m ore sophisticated custom-
ers make fthe creation of customer value an important challenge for managers. We take a
closer look at the concept of customer value, and consider how value is generated.

Customer Value

Offering superior customer value is at the core of business design at companies as diverse
as Google, Mittal Steel, and Southwest Airlines. Buyers form value expectations and decide
to purchase goods and services based on their perceptions of products’ benefits less the
total costs incurred.’” Customer satisfaction indicates how well the product use experience
compares to the buver’s value expectations. Superior customer value results from a very
favorable use experience compared to expectations and the value offerings of competitors.

Providing Value fo Customers

As discussed earlier, the organization’s distinctive capabilities are used to deliver value by
differentiating the product offer, offering lower prices relative to competing brands, or a
combination of lower cost and differentiation.'® Deciding which avenue to follow requires
matching capabilities to the best value opportunities. Kodak s innovative approach to pric-
ing the ink cartridges for its latest printers challenges industry conventions. Competitors
price printers low, but charge high prices for ink cartridges (in some cases as much for the
cartridge as the printer it fits). Kodak EasyShare printers cost more, but the ink cartridges
are substantially cheaper than competitors’. Kodak’s gamble is to attract high-volume users
by offering them better value, leaving low-volume users to the competition.!”
Nonetheless, there is an important distinction between value and innovation. An Econo-
mist mtelligence Unit Report included interviews with executives from many leading com-
panies throughout the world: “What counts, conclude the participants, is value innovation.
This is defined as creating new value propositions . . . that lead to increased customer
satisfaction, lovalty, and—ultimately—sustainable, profitable growth. Market leaders are

just that—pioneers ™'#

Becoming Market Driven

The discussion so far points to the importance of becoming market oriented, leveraging
distinctive capabilities, and finding a good match between customers’ value requirements
and the organization’s capabilities. The supporting logic for these actions is that they are
expected to lead to superior customer value and organizational performance. Research
evidence indicates that these characteristics are present in market-driven organizations,
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which display higher performance than their counterparts that are not market driven. A
market-driven organization must identify which capabilities to develop and which invest-
ment commitments to make. Market orientation research and evolving business strategy
paradigms point to the importance of market sensing and customer linking capabilities in
achieving successful market-driven strategies.'®

Market Sensing Capabilities

Market-driven companies have effective processes for learning about their markets. Sens-
ing involves more than collecting information. It must be shared across functions and
interpreted to determine what actions need to be initiated. Mittal’s global intranet links
managers and generates valuable information for diagnosis and action in performance
improvement. Developing an effective market sensing capability is not a simple task. Vari-
ous information sources must be identified and processes developed to collect and analyze
the information. Information technology plays a vital role in market sensing activities.
Different business functions have access to useful information and need to be involved in
market sensing activities.

Customer Linking Capabilities

There is substantial evidence that creating and maintaining close relationships with cus-
tomers is important in market-driven strategies >’ These relationships offer advantages to
both buyer and seller through information sharing and collaboration. Customer linking,
also reduces the possibility of a customer shifting to another supplier. Customers are valu-
able assets.

Quintiles Transnational has very effective customer linking capabilities 2! Its drug test-
ing and sales services are available in more than 50 countries. The company has exten-
sive experience in clinical trials and marketing. (Juintiles® customers are drug companies
located in many countries around the world. Ongoing collaborative relationships are essen-
tial to Cuintiles’ success. It offers specialized expertise, assisting drug producers to reduce
the time necessary in developing and testing new drugs. Quintiles helped develop or com-
mercialize every one of the world’s top 30 best-selling drugs.

Aligning Structure and Processes

Becoming market driven may require changing the design of the organization, placing
more emphasis on cross-fimctional processes. Market orientation and process capabili-
ties require cross-fimctional coordination and involvement. Many companies have made
changes in organization structures and processes as a part of their customer value initia-
tives. The changes include improving existing processes as well as redesigning processes.
Primary targets for reengineering are sales and marketing, customer relationship manage-
ment, order fulfillment, and distribution. The objectives of the business process changes
are to improve the overall level of product quality, reduce costs, and improve service
delivery. Underpinning such changes and initiatives is the importance of what has been
called “implementation capabilities,” or the ability of an organization to execute and sus-
tain market-driven strategy, and do so on a global basis.* In addition to formulating the
strategies essential to delivering superior customer value, it is vital to adopt a thorough and
detailed approach to strategy implementation.

Corporate, Business, and Marketing Strategy

Business and marketing strategies are being renewed by executives in a wide range
of companies, in their efforts to survive and prosper in an increasingly complex
and demanding business environment. Choosing high performance strategies in this



Strateqgy Feature  Turmoil in the Computer Industry

Some conventional wisdom suggests that the era of the Personal Computer (PC) is over—it
is yesterday’s computing platform. Nonetheless, PC sales have grown from 50 million a
year to 200 million in the past decade and are still rising.

The real change occupying execufives in this sector is more subtle, It is a shift in the
“eco-system” of the PC business. The days of the established purchase process of picking
your PC from the Dell website, as the one with the most powertful Intel processor you can
afford, and then loading Microsoft's Windows XP and Office package may be over.

To establish dominance in the PC world, the Big Three—Dell, Intel, and Microsoft—
relied on mutually supportive business models. Microsoft added features to software to
encourage upgrades. Intel made faster chips to handle the new software, and Dell used
its direct sales model to sell cheaper boxes. This has become a recipe for bloated software,
inefficient chips, and poor service.

The result is that Microsoft is being outpaced by Google software, AMD has come up
with better chips than Intel, forcing Intel to change course, and Dell is trying to look more
like Apple by opening stores and selling Dell computers in Wal-Mart. Dell has ended an
exclusive deal with Intel to use AMD chipsin some products and to load Google software
on Dell PCs. Dell is looking to use acquisitions and partnerships to develop into a computer
services business with less dependence on hardware sales.

It is new competitors who have found ways of making maore money from the PC plat-
farm that was thought to be securely in the hands of the Big Three.

Sources: Adapted from Richard Waters, “Computer Pack Top Dogs Lose Thelr Bite,” Hraneial Times, Monday
June 5, 2006, p.12. Kevin Allison and Chris Muttall, “Dell To Sell [ts Computers At Wal-Mart,” Fingncial Times,
Friday May 25, 2007 Kevin Allisan, “Dell To Target Indirect Sales,” Frnancial Thmes, May 17, 2007, p.17, Maija
Palmer and Kevin Allison, “Dell Plans More Emphasis on Services,” Anancial Times, Wednesday June g, 2007, 26,

environment of constant change requires vision, sound strategic logic, and commit-
ment. Market-driven organizations develop closely coordinated business and marketing
strategies. Executives in many companies are reinventing their business models with
the objective of improving their competitive advantage. These changes include alter-
ing market focus, expanding product scope, partnering with other organizations, out-
sourcing manufacturing, and modifying internal structure. The capacity for continuous
reconstruction requires innovation with respect to the organizational values, processes,
and behaviors that systematically favor perpetuating the past rather than innovation for
renewal >

The transformation of the personal computer marketplace from the dominance of Dell,
Intel. and Microsoft by the superior value offered by competitors like AMD in chips and
(Google in software, and the radical strategic changes required of the established competi-
tors, are illustrative of competitive revelution. This competitive turmoil is described in the
STRATEGY FEATURE.

Conventionally, we distinguish between corporate, business, and marketing strategy
as shown in Exhibit 1.4. Corporate strategy consists of deciding the scope and purpose
of the business, its objectives, and the initiatives and resources necessary to achieve
the objectives. Business and marketing strategy is guided by the decisions top man-
agement makes about how, when, and where to compete. This should be a two-way
relationship—while corporate strategy defines strategic direction, allocates resources,
and defines constraints on what cannot be done, executives responsible for marketing
strategy have a responsibility to inform corporate strategists about external change
in the market that identifies opportunities and threats. We will examine each level or
approach to strategy in turn, before describing and illustrating the marketing strategy
process in more detail.

9
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EXHIBIT 1.4

Corporate, Business,

and Marketing
Strategy

EXHIBIT 1.5

Components of
Corporate Strategy

Corporate
Strate gy
Strategic Direction
Resources
Constraints Market Knowle dge

Cpportunitiss
Threats

Business and
Marketing
Strate gy

Corporate, Business, and Marketing Strategy

Corporate strategy consists of the decisions made by top management and the resulting
actions taken to achieve the objectives set for the business. The major corporate strategy
components are shown in Exhibit 1.5. Scope is concerned with resolving questions about
the business the firm should be in, where it should focus, and its enduring strategic pur-
pose. Corporate objectives indicate the dimensions of performance upon which to focus
and the levels of achievement required. Carporate strategies are concerned with how the
company can achieve its growth objectives in current or new business areas. Resowrce
allocation addresses the division of limited resources across businesses and opportuni-
ties. Synergies highlight competencies, resources, and capabilities that drive efficiency and
effectiveness in the business. Essential to corporate success is matching the capabilities of
the organization with opportunities to provide long-term superior customer value.

Components of Corporate Strategy

It is apparent that in the 21st century marketing environments, companies are drastically
altering their business and marketing strategies to get closer to their customers, counter
competitive threats, and strengthen competitive advantages. Challenges to management
include escalating international competition, new types and sources of competition,
political and economic upheaval, dominance of the customer, and increasing marketing
complexity. These challenges create imperatives for organizational change, which may
sometimes be radical.

Corporate Strategy Framework

A useful basis for examining corporate strategy consists of (1) management’s long-term
vision for the corporation; (2) objectives which serve as milestones toward the vision;
(3) resources; (4) businesses in which the corporation competes; (5) structure, systems,
and processes; and (6) gaining corporate advantage through multimarket activity.*

Scope, Mission®
and Strategic
Intent

Resource
Allocation

Corporate

Objectives Strategy

Synergies
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Deciding Comporate Vision

Management’s vision defines what the corporation is and what it does and provides impor-
tant guidelines for managing and improving the corporation. Strategic choices about
where the firm is going in the future—choices that take into account company capabilities,
resources, opportunities, and problems—establish the vision of the enterprise. Developing
strategies for sustainable competitive advantage, implementing them, and adjusting the
strategies to respond to new environmental requirements is a continuing, process. Managers
monitor the market and competitive environment. Early in the strategy-development proc-
ess management needs to define the vision of the corporation. It is reviewed and updated as
shifts in the strategic direction of the enterprise ocour over time.

Top management vision may be radical and sometimes involves risks. While Amazon.com
initially promised to revolutionize retailing with its online operations, founder Jeff Bezos
wants to transform Amazon into a digital utility—running customers’ business logistics and
processes using the same state-of-the-art technologies and operations that power Amazon’k
own online retailing. Amazon is renting out resources it uses to run its own business and has
even allowed outside programmers access to its pricing and product data.>”

Objectives

Objectives need to be set so that the performance of the enterprise can be gauged. Corpo-
rate objectives may be established in the following areas: marketing, innovation, reseurces,
productivity, social responsibility, and finance® BExamples include growth and market-
share expectations, product quality improvement, employee traning and development,
new-product targets, return on invested capital, earmings growth rates, debt limits, energy
reduction objectives, and peollution standards. Objectives are set at several levels m an
organization beginning with those indicating the enterprise’s overall objectives. The time
frame necessary for strategic change ofien goes bevond short-term financial reporting
requirements. Companies are using more than financial measures to evaluate longer-term
strategic objectives, and non-financial measures for short-term budgets.

Resources

It is important to place a company’ strategic focus on its resources—assets, skills, and
capabilities 2" These resources may offer the organization the potential to compete in dif-
ferent markets, provide significant value to end-user customers, and create barriers to
competitor duplication. We know that distinctive capabilities are important in shaping the
organization’s sfrategy. A key strategy issue is matching capabilities to market opportuni-
ties. Capabilities that can be leveraged nto different markets and applications are par-
ticularly valuable. For example, the GoreTex high performance fabric is used in many
applications from apparel to dental floss.

Business Composition

Defining the composition of the business provides direction for both corporate and market-
ing strategy design. In single-product firms that serve one market, it is easy to determine the
composition of the business. In many other firms it is necessary to separate the business into
parts to facilitate strategic analyses and planning. When firms are serving multiple markets
with different products, grouping similar business areas together aids decision-making.

Business segment, group, or division designations are used to identify the major areas
of business of a diversified corporation. Each segment, group, or division often contains a
mix of related products (or services), though a single product can be assigned such a desig-
nation. Some firms may establish subgroups of related products within a business segment
that are targeted to different customer groups.
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A business segment, group, or division is often too large in terms of product and market
composition to use in strategic analysis and planning, so it is divided into more specific
strategic units. A popular name for these units is the Stategic Business Unit (SBU). Typi-
cally SBUs display product and customer group similarities. A strategic business unit is a
single product or brand, a line of products, or a mix of related products that meets a com-
mon market need or a group of related needs, and the unit’s management is responsible
for all (or most) of the basic business functions. Typically, the SBU has a specific strategy
rather than a shared strategy with another business area. It is a cohesive organizational unit
that is separately managed and produces sales and profit resnlts.

For example, part of the remarkable strategic turnaround at Hewlett-Packard involved
restructuring choices made in 2005 by incoming CEO Mark Hurd. He reversed his pred-
ecessor’s merge of the computer and printer divisions, on the grounds that smaller, more
focused business units would perform better than larger, more diffused alternatives, and
separated the computer and printer units.*®

In a business that has two or more strategic business units, decisions must be made at
two levels. Corporate management must first decide what business areas to pursue and set
priorities for allocating resources to each SBU. The decision makers for each SBU must
select the strategies for implementing the corporate strategy and producing the results that
corporate management expects. Corporate-level management is often involved i assisting,
SBUs to achieve their objectives.

Structure, Systems, and Processes

This aspect of strategy considers how the organization controls and coordinates the activi-
ties of its various business units and staff functions.?” Structure determines the composi-
tion of the corporation. Systems are the formal policies and procedures that enable the
organization to operate. Processes consider the informal aspects of the organization’s
activities. Strategic choices provide the logic for different structure, systems, and process
configurations.

The logic of how the business is designed is receiving considerable attention. “A business
design is the totality of how a company selects its customers, defines and differentiates its
offerings, defines the tasks it will perform itself and those it will outsource, configures its
resources, goes to market, creates utility for customers, and captures profit *° The business
design (or business model) provides a focus on more than the product and/or technology,
instead looking at the processes and relationships that comprise the design.

Business and Marketing Strategy

Many strategy guidelines are offered by consultants, executives, and academics to guide
business strategy formulation. These strategy paradigms propose a range of actions includ-
ing re-engineering the corporation, total quality management, building distinctive compe-
tencies, reinventing the organization, supply chain strategy, and strategic partnering. It is
not feasible to review the various strategy concepts and methods that are available in many
books, seminars, and consulting services. The corporate strategy framework presented here
offers a basis for incorporating relevant strategy perspectives and guidelines.

An important issue is whether selecting a successful strategy has a favorable impact on
results. Does the uncontrollable environment largely determine business performance or
instead will the organization’s strategy have a major impact on its performance? The evi-
dence suggests that strategic choices matter.”! While environmental factors such as market
demand, intensity of competition, government, and social change influence corporate per-
formance, the strategic choices made by specific companies also have a significant impact
on their performance. Importantly, the impact may be positive or negative. For example,
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Kmart held the leading market position over Wal-Mart in 1980, yet Wal-Mart overtook
Kmart by investing heavily in information systems and distribution to develop a powerful
customer-driven, low-cost retail network. Kmart declared bankruptey in early 2002, and
was sold for less than $1 billion.

Business and Marketing Strategy Relationships

An understanding of business purpose, scope, objectives, resources, and strategy is essen-
tial in designing and implementing marketing strategies that are consistent with the cor-
porate and business unit plan of action. The chief marketing executive’s business strategy
responsibilities include (1) participating in strategy formulation and (2) developing mar-
keting strategies that are consistent with business strategy priorities and integrated with
other functional strategies. Since these two responsibilities are closely interrelated, it is
important to examine marketing’s role and functions in both areas to gain more insight into
marketing s responsibilities and contributions. Peter F. Drucker described this role:

Marketing is so basic that it cannot be considered a separate function (Le., a separate skill or
work) within the business, on a par with others such as manufacturing or personnel. Market-
ing requires separate work and a distinct group of activities. But it is, first, a central dimen-
sion of the entire business. It is the whole businesa seen from the point of view of its final
result, that is, from the customer’s point of view.

Frederick E. Webster describes the role of the marketing manager: “At the corporate
level, marketing managers have a critical role to play as advocates for the customer and for
a set of values and beliefs that put the customer first in the firm’s decision making, and to
communicate the value proposition as part of that culture throughout the organization, both
internally and in its multiple relationships and alliances This role includes assessing
market attractiveness in the markets available to the firm, providing a customer orientation,
and communicating the firm’s specific value advantages.

Strategic Markeling

Marketing strategv consists of the analvsis, strategy development, and implementation of
activities in: developing a vision about the market(s) of interest to the organization, select-
ing market target strategies, setting objectives, and developing, implementing, and manag-
ing the marketing program positioning strategies designed to meet the value requirements
of the customers in each market target.

Strategic marketing is a market-driven process of strategy development, taking into
account a constantly changing business environment and the need to deliver superior cus-
tomer value. The focus of strategic marketing is on organizational performance rather than
a primary concern about increasing sales. Marketing strategy seeks to deliver superior
customer value by combining the customer-influencing strategies of the business into a
coordinated set of market-driven actions. Strategic marketing links the organization with
the environment and views marketing as a responsibility of the entire business rather than
a specialized function.

The Marketing Strategy Process

The marketing strategy analysis, planning, implementation, and management process that
we follow is described in Exhibit 1.6. The strategy stages shown are examined and applied
through the later parts of this book. Markets, sepments and customer value consider
market and competitor analysis, market segmentation, strategic customer relationship
management, and continuous learning about markets. Designing market-driven strategy
examines customer targeting and positioning strategies, marketing relationship strategies,
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EXHIBIT 1.6
Marketing Strategy
Process

Iarkets,
segments and
customer
I]: value Ii
Implementing Designing
and managng
market-criven
market-driven strategies
strategies ’
@ Market-driven
program
development

and mnovation and new product strategy. Market-driven program development consists
of brand, value-chain, pricing, and promotion and selling strategies designed and imple-
mented to meet the value requirements of targeted buvers. fmplementing and managing
market-driven strategies considers organizational design and marketing strategy imple-
mentation and control.

Markets, Segments, and Customer Value

Marketing management evaluates markets and customers to guide the design of a new
strategy or to change an existing strategy. Analysis is conducted on a regular basis after
the strategy is underway to evaluate strategy performance and identify needed strategy
changes. Activities include:

« DMarkets and Competitive Space. Markets need to be defined so that buyers and com-
petition can be analyzed. A product-market consists of a specific product (or line of
related products) that can satisfy a set of needs and wants for the people (or organi-
zations) willing and able to purchase it. The objective is to identify and describe the
buyers, understand their preferences for products, estimate the size and rate of growth
of the market, and find out what companies and products are competing in the market.
Evaluation of competitors’ strategies, strengths, limitations, and plans is a key aspect of
this analvsis.

» Strategic Market Segmentation. Market segmentation offers an opportunity for an
organization te focus ifs business capabilities on the requirements of one or more
groups of buvers. The objective of segmentation is to examine differences in needs
and wants and to identify the segments (subgroups) within the product-market of
interest. The segments are described using the various characteristics of people, the
reasons that they buy or use certain products, and their preferences for certain brands
of products. Likewise, segments of industrial product-markets may be formed accord-
ing to the type of industry, the uses for the product, frequency of product purchase,
and various other factors. The similarities of buyers’ needs within a segment enable
better targeting of the organization’s capabilities to buyers with corresponding value
requirements.

= Strategic Customer Relationship Management, A strategic perspective on Customer

Relationship Management (CRM) emphasizes delivering superior customer value by
personalizing the interaction between the customer and the company and achieving the
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coordination of complex organizational capabilities around the customer. CRM aims to
increase the value of a company’s customer base by developing better relationships with
customers and retaining their business. CRM can play a vital role in market targeting
and positioning strategies. Since CRM is an enterprise-spanning initiative, it needs to
be carefully integrated with marketing strategy.

« (Capabilities for Continuous Learning About Markets. Understanding markets and
competition has become a necessity in modern business. Sensing what is happening
and is likely to occur in the future is complicated by competitive threats that may exist
beyond traditional industry boundaries. Managers and professionals in market-driven
firms are able to sense what is happening in their markets, develop business and market-
ing strategies to seize opportunities and counter threats, and anticipate what the market
will be like in the future. Several market sensing methods are available to guide the col-
lection and analysis of information.

Designing Market-Driven Strategies

Evaluating markets, segments, and customer value drivers at the outset of the marketing
strategy process identifies market opportunities, defines market segments, evaluates com-
petition, and assesses the organization’ strengths and weaknesses. Market sensing infor-
mation plays a key role in designing marketing strategy, which includes market targeting
and positioning strategies, building marketing relationships, and developing and mntrodue-
ing new products (goods and services).

« Market Targeting and Strategic Positioning. A core issue 15 deciding how, when, and
where to compete, given a firm’s market and competitive environment. The purpose of
market targefing strategy is to select the people (or organizations) that management
wishes to serve in the product-market. When buvers’ needs and wants vary, the market
target is usually one or more segments of the product-market. Once the segments are
identified and their relative importance to the firm determined, the targeting strategy
1s selected. The objective is to find the best match between the value requirements of
each segment and the organization’s distinctive capabilities. The targeting decision is
the focal pomnt of marketing strategy since targeting guides the setting of objectives
and developing a positioning strategy. Examples of market target objectives are desired
levels of sales, market share, customer retention, profit contribution, and customer satis-
faction. Positioning strategy i1s the combination of the product, value chain, price, and
promotion strategies a firm uses to position itself against its key competitors in meeting
the needs and wants of the market target. The strategies and tactics used to gain a favo-
rable position are called the marketing mix or the marketing program. The positioning
strategy seeks to position the brand in the eves and mind of the buyer and distinguish
the product from the competition. The product, distribution, price, and promotion strat-
egy components make up a bundle of actions that are used to mfluence buyers’ position-
ing of a brand.

« Strategic Relationships. Marketing relationship partners may include end-user custom-
ers, marketing channel members, suppliers, competitor alliances, and internal teams. The
driving force underlying these relationships is that a company may enhance its ability to
satisfy customers and cope with a rapidly changing business environment through col-
laboration of the parties involved. Building long-term relationships with customers and
value chain partners offers companies a way to provide superior customer value. Strategic
parmering has become an important strategic initiative for many well-known companies
and brands. Many firms outsource the manufacturing of their products. Strong relation-
ships with outsourcing partners are vital to the success of these powerful brands.
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The Canadian company, Research in Motion Ltd, (RIM), achieved remarkable success with
the BlackBerry product range—cell phones with wireless e-mail capabilities. It took RIM
trom 1997 to early 2004 to sign up the tirst million users, but by 2007 BlackBerry had
12 millions users worldwide, However, the potential market is estimated at 4 00-800 million
users.

The design and tunctionality of BlackBerry made RIM the market leader in personal dig-
ital assistants (PDAs), uvertaklng more established players like Palm, Hewlett-Packard and

Dell. BlackBerry sottware has been licensed to most of
the world’s largest cell phone handset makers, includ-
ing Nokia.

RIM achieved an important first-mover advantage
with BlackBerry. The brand has become an icon—
with its own nickname “The CrackBerry” because of
its addictive nature, and its own malady “BlackBerry
Thumb" referring to the penalty tor over-use of the
small keyboard.

While turther designs have been launched—the
BlackBerry Pearl, tor example—the challenge is to stay
ahead ot aggressive competitors from across the tech
industry, induding Nokia, Dell, Hewlett-Packard, Goad
Technology, and Microsott. There is a danger that
e-mail may become standard on all cell phones.

RIM's strateqy is to accept that the vast majority ot handhelds tor e-mail and other serv-
ices will be made by competitors, and to stake out leadership in sottware and services:

» Licensing sottware to phone and handheld manutacturers

+ Working with the carriers to push its devices and others using its software

+ Oftering sottware and services to allow companies to ofter their own services or software
applications on a BlackBerry device.

Sources: Heather Green and Cliff Edwards, " The Squeeze on BlackBerry,” BusinessWesk, December &,
2004, 74-75, Paul Taylor and Bernard Simon, “RIM Sees Fine BlackBerry Harvest,” Anancigl Times, April 12,
2005, 11. Ben Hunt and Stephen Pritchard, “BlackBerries Are Mot the Only Fruit,” Ananciof Times IT Report,
Wednesday |une 22, 2005, 1. |essica E. Vascellaro, “Research in Motion Net, Revenue More Than Double,”
The Wall Street Journal, October 5, 2007, B2,

« Innovation and New Product Strategy, New products are needed to replace old prod-
ucts when sales and profit growth decline. Closely coordinated new product planning
is essential to satisfy customer requirements and produce products with high quality at
competitive prices. New product decisions include finding and evaluating ideas, select-
ing the most promising for development, designing the products, developing market-
ing programs. market testing the products, and introducing them to the market. The
differences between existing product attributes and those desired by customers offer
opportunities for new and improved products. Successful innovation is a major business
challenge. An interesting example of a new product achieving remarkable results is the
Blackberry handheld device, as described in the INNOVATION FEATURE.

Market-Driven Program Development

Market targeting and positioning strategies for new and existing products guide the choice
of strategies for the marketing program components. Product, distribution, price, and pro-
motion sirategies are combined to form the positioning strategy selected for each market
target. The marketing program (mix) strategies implement the positioning strategy.
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« Strategic Brand Management. Products (goods and services) often are the focal point
of positioning strategy, particularly when companies or business units adopt organi-
zational approaches emphasizing product or brand management. Product strategy
includes: (1) developing plans for new products; (2) managing programs for successful
products; and (3) deciding what to do about problem products (e.g., reduce costs or
improve the product). Strategic brand management consists of building brand value
(equity) and managing the organization’s system of brands for overall performance.

+ Value-Chain Strategy, Market target buyers may be contacted on a direct basis using
the firm’s salesforce or by direct marketing contact (e.g., Internet), or, instead, through
a valie-added chain (distribution channel) of marketing intermediaries (e.g., wholesal-
ers, retailers, or dealers). Distribution channels are often used in linking producers with
end-user household and business markets. Decisions that need to be made include the
type of channel organizations to use, the extent of channel management performed by
the firm, and the intensity of distribution appropriate for the product or service.

* Pricing Strategy. Price also plays an important role in positioning a product or serv-
ice. Customer reaction to alternative prices, the cost of the product, the prices of the
competition, and various legal and ethical factors establish the extent of flexibility man-
agement has in setting prices. Price strategy involves choosing the role of price in the
positioning strategy, including the desired positioning of the product or brand as well as
the margins necessary to satisfy and motivate distribution channel participants.

« Promotion Strategy. Advertising, sales prom otion, the salesforce, direct marketing, and
public relations help the organization to communicate with its customers, value-chain
pariners, the public, and other target audiences. These activities make up the promotion
strategy, which performs an essential role in communicating the positioning strategy to
buyers and other relevant influences. Promotion informs, reminds, and persuades buy-
ers and others who influence the purchasing process.

Implementing and Managing Market-Driven Stratesy

Selecting the customers to target and the positioning strategy for each target moves mar-
keting strategy development to the action stage (Exhibit 1.6). This stage considers design-
ing the marketing organization and implementing and managing the strategy.

+ Designing Market-Driven Organizations. An effective organization design matches
people and work responsibilities in a way that is best for accomplishing the firm s mar-
keting strategy. Deciding how to assemble people into organizational units and assign
responsibility to the various mix components that make up the marketing strategy are
important nfluences on performance. Organizational structures and processes must be
matched to the business and marketing strategies that are developed and implemented.
Organizational design needs to be evaluated on a regular basis to assess its adequacy
and to identify necessary changes. Restructuring and reengineering of organizations has
led to many changes in the structures of marketing units.

+ Marketing Strategy Implementation and Control. Marketing strategy implementa-
tion and control consists of: (1) preparing the marketing plan and budget; (2) imple-
menting the plan; and (3) using the plan in managing and controlling the strategy on
an ongoing basis. The marketing plan includes details concerning targeting, position-
ing, and marketing mix activities. The plan spells out what is going to happen over the
planning period, who is responsible, how much it will cost, and the expected results
(e.g., sales forecasts). The preparation of the marketing plan is discussed in the Appen-
dix to this chapter.
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Marketing strategy is an ongoing process of making decisions, implementing them, and
tracking their effectiveness over time. In time requirements, strategic evaluation is far more
demanding than planning. Evaluation and control are concerned with tracking performance
and, when necessary, altering plans to keep performance on track. Evaluation also includes
looking for new opportunities and potential threats in the future. It is the connecting link in
the strategic marketing planning process shown in Exhibit 1.6. By serving as both the last
stage and the first stage (evaluation before taking action) in the planning process, strategic
evaluation ensures that strategy is an ongoing activity.

Challenges of a New Era for Strategic Marketing

Nearing the end of the first decade of the 21 century, it is apparent that executives
face unprecedented challenges in strategic marketing to cope with turbulent markets,
competitive revolution, and escalating customer demands for value superiority. In this
chapter we describe the rationale for market-driven strategy and its components, as
a business approach relevant to the new challenges of the present and future. Impor-
tantly, the personal demands for incisiveness and ingenuity in creating and implement-
ing innovative and robust marketing strategies should not be ignored. In addition to the
technical skills of analysis and planning required to implement market-driven strategy,
capabilities for understanding new market and competitor phenomena will be at a pre-
mium. Societal and global change also mandates high levels of personal integrity in
managers and leaders, and the reflection of these qualities in the social responsiveness

of organizations.

Escalating Globalization

The internationalization of business is well-recognized in terms of the importance of
export/import trade and the growth of international corporations, particularly in the Triad,
comprising North America, Europe, and Japan. However, for strategic marketing in the
21% century, such a view of the international marketing issue may be short-sighted. The
most intrigning and surprising challenges are likely to come from outside the mature Triad
economies. It is important to understand the degree and extent of difference between the
developed economies and the new world beyond. The effects may be dramatic. Reeall our
earlier discussion of the impact of Mittal on the global steel business.

The ability of competitors in emerging countries like China and Korea to produce goods
at very low costs and prices was well-documented in the 1990s and early 2000s, and many
markets like apparel have been severely affected. It is clear that some major customers
may source from countries with massive cost advantages in labor costs. In 2004, Wal-
Mart was the world’s largest purchaser of Chinese goods, spending $15 billion in China
in 2003, making the company China’s fifth largest trading partner, ahead of countries like
Russia and Britain. Indeed, U.S. consumers are reacting to price differences for medical
treatments by traveling abroad. While a heart bypass may cost $25-35,000 in the U.S., the
operation is available in Thailand and India for $8-15,000

The corollary is that emerging markets offer huge opportunities for exporters becanse
of the population size and growing wealth. For example, one of the driving forces in the
huge merger of consumer products companies Procter and Gamble and Gillette was to pool
expertise in emerging markets—the goal of the combined enterprise is to serve the world’s
six billion consumers, not just the one billion most affluent. The focus is on the “lower
income consumer” in markets like India and China, through the development of affordable
products *°



Global Feature  Expansion from Emerging Markets

India. In 2006, tor the tirst time, the value of India’s acquisitions of overseas companies
($22 4 billion) exceeded the value of toreign companies buying into the country ($11.3
billion). The attraction is gaining access to lucrative developed country markets while main-
taining the high productivity of the low-cost base in India. High profile deals include:

+ Suzlon Energy, manufacturer of wind turbines, pays $521 million for Hansen Transmis-
sions, a gearbox producer in Belgium.

+ Tata Steel pays $13.1 billion tor Corus, the Anglo-Dutch steelmaker.

+ Ranbaxy Laboratories makes acquisitionsin Europe and the U.S A, and targets Germany’s
Merck in pharmaceuticals.

China. China has toreign exchange reserves exceeding $1000 billion. In 2007, a sur-
vey by the Economist Intelligence Unit showed record numbers of Chinese companies are
looking to make overseas acquisitions, targeting Asia, Europe and the U.S.A. The highest
protile deal is the acquisition by Lenovo of IBM's personal computer business. Other pur-
chases have tailed—the attempted acquisition ot the U.S. ail group Unocal by the China
National Ottshore Oil Corporation in 2005 failed. The approach to Maytag, known tor its
Hoover vacuum deaners, by Haier, was rejected. Chinese companies want to acquire West-
ern brands and market access. Chinese overseas acquisitions are expected to escalate.

Russia. The value of Russian overseas merger and acquisition dealsin 2006 reached $13
billion, compared to $1 billion in 2002. Russia is cash rich on the basis of its exports of oil,
gas and metals. Many big Russian companies see expansion into international markets as
essential. Energy and metals groups want to move beyond raw materials into higher protit
areas such as refining and manutacturing. In 2006, $50 billion ot Russian international deals
tailed. Gas giant Gazprom's interest in Centrica in Britain was rejected tor political reasons.
Steelmaker Exraz is rumored to be locking at Ipsco Inc, a pipemaker in lllinois. The success
rate of international deals is expected to grow rapidly.

Sources: Dan Roberts, Richard McGregor and Stephanie Kirchgaessner, “A New Asian Invasion: China’s
Champions Bid High for American Brands and Resources,” Financial Times, Friday June 24, 2005, 17. Joe
Leahy, “Unleashed: Why Indian Companies Are Setting Their Sights on Western Rivals,” fnancial Times,

Wednesday February 7, 2007, 13, Jason Bush, “Rubles Across the Sea,” BusinessWeek, April 20, 2007, 43.
Sundeep Tucker, “Reluctant Player Prepares to Step On to World Stage,” financial Times, May 31, 2007, 7.

Furthermore, the most important exports from countries like India and China may not
just be goods and services but new business models, which will impact established ways of
doing business in the developed world. For example the GLOBAL FEATURE describes the
aggressive expansion and acquisition strategies of companies in several emerging markets.

It is clear that the new breed of multinational company will be from developing nations,
like Brazil, China, India, Russia, and even Egypt and South Africa. They are mostly com-
panies that have prevailed in brutally competitive home markets, against local competi-
tors and Western multinationals. They have business models that can generate profits from
extremely low prices and survive in very tough environments.*®

The global marketplace is dynamic and changing in complex ways with fundamental
effects on the competitiveness and viability of companies in many sectors. Those who
underestimate the rate of change and important shifts in international relationships run the
risk of being outmaneuvered.

Technology Diversity and Uncertainty

The skills and vision required to decide which radical innovation opportunities can be
successfully commercialized will be extremely demanding, and the risks of failure will
be high. Innovations have the potential to revolutionize a range of different industries.

19
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They demand a strategic perspective that accepts the potential for revolution but balances
this with commercial imperatives. The danger is that conventional approaches and short-
sighted management may miss out on the most important opportunities.

Much innovation will reflect increased globalization. Chinese innovators are on the cut-
ting edge in fields as diverse as autos, energy, semiconductors, and telecommunications.”’
China manufactures the bulk of the world’s DVD players, cell phones, shoes, and certain
other products. In the past these products have been designed elsewhere and produced in
China. Now, some of the most innovative designs are developed in China, for both Chinese
and foreign companies*® Major organizations like Microsoft and IBM are investing in
worldwide innovation networks spanning countries like India, China, Russia, Israel, Sin-
gapore, Taiwan, and South Korea to speed development cycles and bring new technologies

to market sooner>?

The Web 2.0

As the impact of the Web on business became apparent in the 1990s, some authorities
argued that the Internet would make conventional strategies obsolete. However, this phase
of Internet business (Web 1.0) led to the failure of many Web-based businesses in the early
2000s. A more compelling logic is that the Internet is a powerful complement to traditional
business and marketing strategies.*” Nonetheless, competitive boundaries are likely to be
altered and competition will become more intense.

However, discussions of Web 2.0 are dominated by emerging phenomena like social
networking sites, such as MySpace—purchased for $580 million by News Corporation in
2005—and video-sharing sites, such as YouTube—purchased by Google for $1.65 billionin
2006. While such sites are highly popular among users—particularly younger consumers—
the commercial implications are becoming apparent. It is possible, for example, that a
social networking site like MySpace may be a highly effective advertising medium because
it can achieve high engagement between individual brands and consumers, displacing tra-
ditional advertising spending from some advertisers’ budgets.*!

An interesting example of Web innovations with important marketing opportunities is
the virtual reality site Second Life. The site and some of the marketing applications are
described in the INTERNET FEATURE.

More generally, file-sharing, blogs, and social networking services have spawned many
new services, including the online encyelopedia, Wikipedia, and the free Internet telephone
network, Skype. The Web is providing a collaboration mechanism allowing companies to
tap into the collective intelligence of emplovees, customers, and outsiders to solve prob-
lems and identifv new opportunities. Cutcomes range from the new retail marketplace
found at eBay to consumer-generated content for advertising ** Internet strategy is consid-
ered throughout the book as an integral part of thinking about strategic marketing, not as
a separate topic.

Ethical Behavior and Corporate Social Responsiveness
The demands on individuals to display high levels of personal integrity will likely increase
in the future. Increasing levels of transparency mandate that manager behavior should
meet the highest standards. The penalties for failing to meet the highest standards are
likely to be severe. Growing emphasis is placed on corporate citizenship and the estab-
lishment and protection of secure corporate reputation as an asset with a financial return
associated.”

While in the past corporate ethics and social responsibility may not have been center-
stage in corporate and business strategy, this situation has changed dramatically. Major
concerns about fairness and justice, and the impact of business activities on the physical



Internet Feature Second Life

Virtual reality sites like Second Lite provide users with access to an alternative or parallel
world, where they can live imaginary lives, and take on the identity ot their avatar (the
online representation of the person, with the characteristics they choose). Second Lite
encompasses some 50 virtual square miles, which it would take days to cross (though flying
or teleporting are options). There are thousands of eye-catching structures, physical land-
marks and interactive objects, as well as virtual businesses, internet-based social groups,
and scheduled events ranging from dance parties to yard sales. Residents spend local
currency—Linden dollars—available at in-world ATMs. Second Lite had 100,000 residents
in 2006, but 2.7 million by 2007,
There is already considerable real company involvement in virtual reality worlds:

+ Sun Microsystems uses its Second Lite presence to develop a better understanding of
new communications modes. Sun hosted the tirst Fortune 500 press conterence in the
“Sun Pavillion” in Second Lite in 2006, attended by 60 avatars including journalists, soft-
ware developers and Sun customers. Sun can create new products—such as computer
hardware—and test it to destruction in Second Lite.

+ American Apparel Inc became the first real-world clothing retailer to set up shop in Sec-
ond Lite in June 2006. The store sells virtual T-shirtstor residents to wear. Adidas has sold
21,000 pairs of virtual shoes in its store.

+ Starwood Hotels has built a huge model of its new Alott hotel on an island, with deluxe
pool and designer lounge.

+ IBM has bought a large space used tor company and industry meetings of IBMers'
avatars.

* Crampco Corp., an underground gas tank testing company, has built a virtual gas sta-
tion tor training employees.

* Other businesses have created their own virtual worlds as marketing tools to reach
young people who pretfer logging on to watching television. Coca-Cola's MyCoke.com
envelops tans in everything Coke, with games, music and chat in virtual space. Wells
Fargo's Stagecoach Island is a virtual world where people can play games to learn about
tinance.

Online virtual worlds offer untapped marketing potential for real-world products and
services, because they sustain consumer engagement with a brand. Companies may have
to think about directing marketing eftorts to their customers” online alter egos, as well as
their real customers.

Sources: Paul Hemp, "Avatar-Based Marketing,” Hanvard Susiness Review, June 2008, Allison Enright, “How

The Second Half Lives,” Marketing News, February 15, 2007, 12-14. Robert D. Hof, “My Yirtual Life”
BusinessWeek, May 1, 2006, 72-82.

environment are high on the management agenda. For example, a research studv by
McKinsev suggests that as many as 70 percent of company managers believe there is
room for improvement in the way large companies anticipate social pressure and respond
to it. Managers see risks for their businesses in some social challenges—such as, climate
change, data privacy, and healthcare—but opportunities in other challenges—such as the
growing demand for more ethical, healthier, and safer products.® Further indications of
the importance of ethical and social responsibility issues are shown in studies of the per-
ceptions of business school students—who will provide the next generations of manag-
ers. Business students appear to believe that companies should work more aggressively
toward the betterment of society and want to find socially responsible employment in their
careers.*
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However, concern for Corporate Social Responsibility (CSR) extends beyond altruism
or corporate philanthropy to a shift in the way that firms develop their business models.
Customer pressures on suppliers to evidence higher standards of corporate behavior are
considerable. In business-to-business marketing, suppliers unable or unwilling to meet the
social responsibilities defined by major customers stand the considerable risk of losing
those customers.*®

In consumer marketing, a recent five-coumtry survey, conducted by market research
group GIK NOP, suggests that consumers in five of the world’s leading economies believe
that business ethics have worsened in the past five years, and they are turning to “ethical con-
sumerism” to make companies more accountable.’ Respondents believe that brands with
“ethical” claims—of environmental policies or treatment of staff or suppliers—would make
business more answerable to the public, and that companies should “prom ote ethical creden-
tials more strongly.” ** The impact of “ethical consumerism” is of escalating significance.

However, while compliance with social demands for more ethical and responsible behav-
ior is an important issue in strategic marketing, exciting new opportunities are being iden-
tified by companies in combining social initiatives with their business models and value
propositions, to seek new types of competitive advantage. Recently, Porter and Kramer
have argued that many prevailing approaches to CSR are fragmented and disconnected
from business and strategy, while in fact the real challenge is for companies to analyze
their social responsibility prospects using the same frameworks that giide their core busi-
ness choices. The goal 1s to establish CSR not simply as corporate altruism, but as a source
of opportunity, innovation, and competitive advantage.”” The most strategic CSR adds a
dimension to a company’s value proposition, so that social impact is central to strategy.
They note that the number of industries and companies whose competitive advantage can
ivelve social value propositions is rapidly growing:

Organizations that make the right choices and build focused, proactive, and integrated social
initiatives i concert with their core strategies will increazingly distance themselves from
the pack. . . . Percerving zocial responaibility as building shared value rather than az damage
control or as a PR campaign will require dramatically different thinking in business. We are
convinced, however, that CSR will become increazingly important to competitive success.”

Prototvpes for the pursuit of social initiatives as a kev part of the business model and to
achieve competitive sirength are illustrated in the ETHICS FEATURE, describing the One
Laptop Per Child program and recent high-profile developments at Dell Inc. and Microsoft.

Indeed, environmental initiatives that make business sense are not restricted to high
technology business. Remanufacturing at Caterpillar Inc. is one of the company’s fastest
growing divisions, with sales in excess of §1 billion a year—remanufacturing takes used
diesel engines and uses the reclaimed parts to produce “like new™ engines that sell for half
the cost of a new engine. Similarly, at Xerox reclaimed photocopier parts go straight onto
the new-build assembly line.”’ A major interest in the financial services field is the crea-
tion of new sustainable financial products, which enable companies like banks to achieve
competitive differentiation.”

The challenges to executives to develop and implement business models which achieve
the goals of both business and society are considerable and span all sectors of industry.
While these forces of change describe a challenging vet exciting environment for strategic
marketing, across the world marketing professionals are finding new and better ways to
respond to the new realities, to deliver superior customer value to their markets, and to
enhance shareholder value. Underpinning processes of reinvention and radical innovation
are principles of robust marketing strategy. The goal of this book is to identify and illus-
trate these principles, and provide processes for responding to the challenges.



Ethics Feature Corporate Social Responsibility for

Competitive Advantage

One Laptop Per Child. In 2004 an MIT team said they were going to overcome the
digital divide between the rich and poor by making a $100 laptop tor the poor children
ot the world—the One Laptop Per Child (OLPC) project. Initially dismissed as a charita-
ble project, the MIT team's vision has underlined to the commercial IT sector the market
power ot the poor. The eftects on hardware and sottware companies have been dramatic:
Intel has developed low-cost computers aimed at students in third-world countries; AMD
has pledged to get halt the world’s population online by 20715 with its Personal Internet
Communicator; Microsoft is supporting the establishment of computer kiosks in villages
in developing countries to allowed shared online access; Quanta Computer, the world's
largest contract manutacturer of notebook computers, is making OLPC laptops selling tor
$200. The OLPC project underlines the social benetits and the commercial opportunities of
a cheap laptop, which was relatively easy to make using newer technologies, open source
sottware, by stripping out unneeded functions.

Dell Inc. Leading computer supplier, Dell Inc, is leveraging its distinctive competitive
competences in initiatives with both business and social benetits—using the strengths of
its direct business model to generate collective eftorts to reduce energy consumption and
protect the environment. The initiative centers on improving the etticiency of IT products,
reducing the harmtul materials used in them, and cooperating with customers to dispose of
old products. Michael Dell's environmental strategy focuses on three areas: creating easy,
low-cost ways tor businesses to do better in protecting the environment—providing, ftor
example, global recycling and product recovery programs tor customers, with participation
requiring lite etfort on their part; taking creative approaches to lessen the environmental
impact ot products from design to disposal—helping customers to take tull advantage ot
new, energy-saving technology and processes, and advising on upgrades of legacy systems
to reduce electricity usage; and looking to partnership with governments to promote envi-
ronmen tal stewardship PC. The link between this CSR initiative and the company's business
model and value propaosition is clear.

Microsoft. In 2007 Microsott was partnering with governments in less developed
counfries to offer Microsott Windows and Office software packages for $3 to governments
that subsidize the cost of computers tor schoolchildren. The potential business benetit tor
Microsott is to double the number ot PC users worldwide, and reinforce the company’s
market growth. The social benefit is the greater investment in technology in some of the
poorest countries in the world, with the goal of improving living standards and reducing
global inequality.

Sources: Michael Dell, “Everyone Has a Choice,” Financial Times Digital Business—Special Report, Wednesday
April 18, 2007, 1. "Footing the Bill: Gates Offers §3 Software to Poor,” Fingncial Times, Friday April 20, 2007, 1.

Summary

The challenges facing business executives are framed by turbulence in the business and
competitive environment challenging the resilience of companies to prosper. This chap-
ter aims, first, to examine the nature of market-driven strategy and the market oriented
compary; second, to explain the links between corporate strategy and business and mar-
keting strategy; and, third, to underline some of the major challenges of the current mar-
keting era, including globalization, technology change, and ethics and corporate social
responsibility.

A market-driven strategy requires that the market and customers should be the start-
ing peint in business strategy formulation. Market orientation provides the appropriate
business perspective that makes the customer the focal point of the company’s operations.
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A company’s distinctive capabilities provide the skills and knowledge that are deployed
to create value for customers. Becoming market-driven relies on market sensing and cus-
tomer linking capabilities, and the alignment of structure and process with market-driven
priorities.

Corporate strategy involves management in deciding the long-term vision for the com-
pany, setting objectives, focusing on capabilities, choosing the businesses in which the
corporation competes, and defining the business design and how it will create value. Busi-
ness strategy focuses on the strategic plan for each unit. The marketing strategy process
involves evaluating markets, segments, and value drivers, designing market-driven strate-
gies, developing market-driven programs, and implementing and managing strategies.

The modern era for market-driven strategy involves many complex and challenging
issues for executives. We underline the importance of escalating globalization, emerging
Web 2.0 phenomena, technology diversity and uncertainty, and strategic mandates for ethi-
cal behavior and corporate social responsibility initiatives linked not simply to compliance
but to new sources of competitive advantage.

Questions for
Review and
Discussion

Internet
Applications

1. Top management of companies probably devotes more time to reviewing (and sometimes chang-
ing) their corporate vision (mission) now than in the past. Discuss the major reasons for this
increased concern with the vision for the corporation.

2. Discuss the role of organizational capabilities in corporate strategy.

3. What is the relationship between the corporate strategy and the strategies for the businesses that
comprise the corporate portfolio?

4. Discuss the major issues that top management should consider when deciding whether or not to
expand business operations into new business areas.

5. Develop an outline of how you would explain the marketing sirategy process to an inventor who
i forming a new business to develop, produce, and market a new product.

6. Dizcuss the role of market targeting and positioning i an organization’s marketing atrategy.

7. Exzplam the logic of pursumg a market-driven strategy.

8. Examine the relevance of market orientation as a guiding philosophy for a social service organi-
zation, giving particular attention to user needs and wants.

%. How do the organizations distinetive capabilities contribute to developing market-driven
strategy?

10. How would you explain the concept of superior customer value to a new finance manager?

11. Suppose you have been appointed to the top marketing post of a corporation and the president
has asked you to explain market-driven sirategy to the board of directors. What will you melude
In your presentation?

12, Develop a list of the personal challenges confronting the marketing executive, and consider the
qualities and capabilities which may be most relevant to meeting these challenges.

A. Visit the websites of fashion clothing companies Zara (wwi zara. com) and H&M (www. jim. com).
What do these sites tell you about the targeting and positioning strategies being pursued by these
companies?

B. What does Google’s website (www Google com) tell uz about the company’s ability to collect
information about individuals and busineasea? What privacy issues arize, and how can they be
resolved?

C. Review the McKinsey & Co. website. Are there indications that the consulting company is mar-
ket oriented?
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Read the ETHICS FEATURE—Corporate Social Reapongibility for Competitive Advantage,
Summarize the reasons why companies are adopting corporate social responsibility initiatives.
What arguments support the pursuit of social initiativea by business organizations, and what
arguments suggeat that the role of business is primarily to make profita?

Review the INTERNET FEATURE—Second Life. What are the marketing opportunities emerg-
ing from Web mmnovations such as virtual reality and social networking sitea? How can theae
opportunities be pursued for gans in competitive strength and position in particular market
segmenta?
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Appendix TA

Strategic Marketing Planning

Developing the Strategic Plan
for Each Business

Strategic analysis is conducted to: (1) diagnose busi-
ness units’ strengths and limitations, and (2) select
strategies for maintaining or improving performance.
Management decides what priority to place on each
business regarding resource allocation and implements
a strategy to meet the objectives for the SBU. The stra-
tegic plan indicates the action agenda for the business.

The strategic analysis guides establishing the SBU’s
mission, setting objectives, and determining the strat-
egy to use to meet these objectives. The SBU s strategy
indicates market target priorities, available resources,
financial constraints, and other strategic guidelines
needed to develop marketing plans. Depending on the
size and diversity of the SBU, marketing plans may
either be included in the SBU plan or developed sepa-
rately. If combined, the marketing portion of the busi-
ness plan will represent half or more of the business
plan. In a small business (e.g., retail store, restaurant,
ete.), the marketing portion of the plan may account
for most of the plan. Plans may be developed to obtain
financial support for a new venture, or to spell out
internal business and marketing strategies.

Preparing the Marketing Plan

Marketing plans varv widely in scope and detail. Nev-
ertheless, all plans need to be based on analyses of the
product-market and segments, industry and competi-
tive structure, and the organization’s value proposition.
We look at several important planning issues that pro-
vide a checklist for plan preparation.

Planning Relationships and Frequency

Marketing plans are developed implemented, evalu-
ated, and adjusted to keep the strategy on target. Since
the marketing strategy normally extends beyond one
year, it is useful to develop a three-year strategic plan
and an anmual plan to manage marketing activities
during the year. Budgets for marketing activities (e.g.,
advertising) are set annually. Planning is really a series
of anmnal plans gnided by the marketing strategic plan.

The frequency of planning activities varies by com-
pany and marketing activity. Market targeting and posi-
tioning strategies are not changed significantly during
the year. Tactical changes in product, distribution,
price, and promotion strategies may be included in
the annual plan. For example, the aggressive response
of competitors to Healthy Choice’s successful market
entry required changes in Con Agra’s pricing and pro-
motion tactics for the frozen food line.

Planning Considerations

Suppose that you need to develop a plan for a new
product to be introduced into the national market next
vear. The plan for the introduction should include the
expected results (objectives), market targets, actions,
responsibilities, schedules, and dates. The plan indi-
cates details and deadlines, product plans, a market
introduction program, advertising and sales promo-
tion actions, employee traning, and other information
necessary to launching the product. The plan needs to
answer a series of questions—what, when, where, who,
how, and why—for each action targeted for completion
during the planning period.

Responsibility for Preparing Plans

A marketing executive or team is responsible for pre-
paring the marketng plan. Some companies combme
the business plan and the marketing plan into a single
planning activity. Regardless of the format used, the
marketing plan is developed in close coordination with
the strategic plan for the business. There is also much
greater emphasis today to nvolve all business func-
tions in the marketing planning process. A product or
marketing manager may draft the formal plan for his/
her area of responsibility, coordinating and receiving
inputs from advertising, marketing research, sales, and
other marketing specialists. Coordination and mvolve-
ment with other business functions (R&D, finance,
operations) is also essential.

Planning Unit

The choice of the planning unit may vary due to the
product-market portfolio of the organization. Some
fims plan and manage by individual products or
brands. Others work with product lines, markets, or
specific customers. The planning unit may reflect how
marketing activities and responsibilities are organized.
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The market target is a useful focus for planning regard-
less of how the plan is aggregated. Using the target as
the basis for planning helps to place the customer in the
center of the planning process and keeps the position-
ing strategy linked to the market target.

Preparing the Marketing Plan

Format and content depend on the size of the organiza-
tion, managerial responsibility for planning, product and
market scope, and other situational factors. An outline
for a typical marketing plan is shown in Exhibit 1A-1.
We take a brief look at the major parts of the planning
outline to illustrate the nature and scope of the planning
process. In this discussion the market target serves as the
planning unit.

Outline for Preparing an Annual
Marketing Plan
The Situation Summary

This part of the plan describes the market and its impor-
tant characteristics, size estimates, and growth projec-
tions. Market segment analysis indicates the segments
to be targeted and their relative importance. The com-
petitor analysis indicates the key competitors (actual
and potential), their strengths and weaknesses, prob-
able future actions, and the organization’s competitive
advantage(s) in each segment of interest. The summary
should be very brief. Supporting detailed information
for the summary can be placed in an appendix or in a
separate analysis.

EXHIBIT 1A-1 Outline for Preparing an Annual Marketing Plan

Strategic Situation Summary

A summary of the strategic situation for the planning unit (business unit, market segment, product line, etc.).

Market Target(s) Description

Detine and describe each market target, including customer protiles, customer preterences and buying habits,
size and growth estimates, distribution channels, analysis of key competitors, and guidelines tor positioning

strategy.
Objectives for the Market Target(s)

Set objectives for the market target (such as market position, sales, and profits). Also state objectives for each
component of the marketing program. Indicate how each objective will be measured.

Marketing Program Positioning Strategy

State how management wants the firm to be positioned relative to the competition in the eyes and mind of

the buyer.
A. Product Strategy

Set strategy for new products, product impravements, and product deletions.

B. Distribution Strategy

Indicate the strategy to be used for each distribution channel, induding the role of channel members, assist-
ance and support provided, and specific activities planned.

C. Price Strategy

Specify the role of price in the marketing strategy and the planned actions regarding price.

D. Promotion Strategy

Indicate the planned strategy and actions for advertising, publidty, Internet, personal selling, and sales

promotion.
E. Marketing Research

Identify information needs and planned projects, objectives, estimated costs, and timetable.

F. Coordination with Other Business Functions

Specify the responsibilities and activities of other departments that have an important influence on the

planned marketing strategy.
Forecasts and Budgets

Forecast sales and profit for the marketing plan and prepare the budget for accomplishing the forecast.




Describe the Market Target

A description of each market target, size and growth
rate, end-users’ characteristics, positioning strategy
guidelines, and other available information useful in
planning and implementation are essential parts of the
plan. When two or more targets are involved, it is help-
ful to indicate priorities for guiding resource allocation.

Objecrives for the Market Targei(s)

Here we spell out what the marketing strategy is expected
to accomplish during the planning period. Objectives
are needed for each market target, indicating financial
performance, sales, market position, customer satisfac-
tion, and other desired results. Objectives are also usu-
ally included for each marketing program component.

Marketing Program Posifioning Strategy

The positioning statement indicates how management
wants the targeted customers and prospects to perceive
the brand. Specific strategies and tactics for product,
distribution, price, and promotion are explained in this
part of the plan. Actions to be taken, responsibilities,
time schedules, and other implementation information

are included at this point in the plan.
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Planning and implementation responsibilities often
involve more than one person or department. One
approach is to assign a planning team the responsibility
for each market target and marketing mix component.
Product and geographical responsibilities are some-
times allocated to individuals or teams. The respon-
sibilities and coordination requirements need to be
indicated for marketing units and other business func-
tions. Importantly, the planning process should encour-
age participation from all of the areas responsible for
implementing the plan. Contingency plans may be
included in the plan. The contingencies consider pos-
sible actions if the anticipated planning environment is
different from what actually occurs.

Forecasting and Budgeting

Financial planning includes forecasting revenues and
profits and estimating the costs necessary to carry out
the marketing plan (see the Appendix to Chapter 2 for
financial analysis details). The people responsible for
market target, product, geographical area, or other units
should prepare the forecasts and budgets. Comparative
data on sales, profits, and expenses for prior vears is
useful to link the plan to previous results.



Cases for Part 1

Case 1-1
Audi

Chef sache. That’s German for “the boss’s business.”
And when it’s the boss’s business at Audi, watch out.
Each month, Audi’s compulsive chief executive, Martin
Winterkorn, rolls up his sleeves and leads a trouble-
shooting session with engineers at the company’s
electronics center, zeroing in on faulty systems and
problem parts. Winterkorn’s rules: no shifting the blame
to anyone else, such as suppliers. No phone calls to
subordinates—the brains to remedy the defects better
be in the room. And no one leaves until a fix is found.

The boss’s business extends way beyond that
monthly session. Not even the smallest buttons on
the dashboard escape Winterkorn’s attention. At the
first auto show under his watch, he summarily ordered
a gorgeous Audi sedan removed just hours before
the opening: The stitching on the upholstery wasn’t
right. (Audi staffers now bring two of each model to
every show.) The 57-vear-old PhD in metal physics is
obsessed with creating perfect cars. “We want to be
the No. 1 premium brand” savs Winterkorn.

There’s a lot riding on his precision mania. Audi, the
$32 billion high-end car unit of Volkswagen, has been
striving for two decades to move its cars upmarket.
The effort has cost billions in investments in techno-
logy, design, and performance. The goal: to match the
exclusive image of mighty Mercedes-Benz and smw.
Individual Audi models have been making a splash
for vears. The 1994 aluminum frame A8 sedan was an
industry first. The iconic Audi TT sports roadster and
coupe, introduced in 1998, polished Audi’s image as
a design leader. The A4’ cool, minimalist styling and
powerful fourcylinder motor created a new generation
of popular Audis, including the sizzling Cabriolet. The
A4 line accounts for nearly half of all Audi sales.

Now, Winterkorn is presiding over the arrival of
Audi into the front ranks. On Feb. 16, Detroit-based
AutoWeek voted the $41,000 A6 sedan its Car of the
Year. Late last year the magazine heralded Audi’s flag-
ship luxury model, the A8, as America’s best luxury car.
In car-crazed Germany, Auto Moior & Sport onFeb. 15
elevated Audi to No. 1 in its four key model segments,
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from the A3 compact to its flagship A8 sedan. “Audi
is on the cusp of its full first turn as an international
luxury brand,” says James N. Hall, vice-president for
industry analysis at researcher Auto-Pacific Inc. in
Southfield, Mich.

Avant-Garde Styling

Audi is building up a roster of famous customers, from
Spain’ King Juan Carlos to musician k.d. lang. It’s also
luring buyers from rival German auto makers. Bernd
Pooch, chief executive of a Berlin machine-tool maker,
was a diehard Bvw fan. But last November, turned off
by the avant-garde styling of the latest 7 Series, the
64-vear-old test-drove a $100,000, 275-horsepower
Audi Quattro A8. Smitten by the smooth handling and
finely crafted interior, he quickly signed a lease. “People
just don’t know how good Audireally is,” he says.

That’s especially true in the U.S., where Audi sells
less than half the volume of e1w, Mercedes, or Toyota
Motor Corp.’s luxury brand Lexus. Audi suffers in the
U.S. from an outdated sales and marketing network
and a reputation for buggy electronic svstems. Reli-
ability “has been our Achilles’ heel,” admits Marc
Trahan, Audi of America’s quality director. To ratchet
up its global standing, Audi has to smooth out its U.S.
kinks.

Still, the numbers track Audi’s upward march. Rev-
enue per vehicle is $41,389, up from $25,125 in 1994,
Sales have nearly tripled, to more than $32 billion in
the same period (Exhibit 1). Profits in 2004 rose 7.4%,
to hit a record $1.15 billion. The share price (a small
tranche of Audi shares still trade, despite VW’ owner-
ship) has soared to $347 from $79 in 2000, In Europe,
Aundinearly matched 1w s sales last vear, with 559,428
vehicles to BMWs 579,632, Tts most powerful versions
of the A8 outsell Mercedes and eviw models with com-
parable engines. “In the last 15 years, Audi has made
an incredible advance,” savs MW CEC Helmut Panke.
“They wanted to be fully accepted as a premium brand,
and they made it.”
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EXHIBIT 1 Mew models are boosting sales... ...but the strong euro is crimping profits
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Audi, though, is just finishing the first lap of a long
race. It now must strengthen global sales outside Burope
and add new models to match the depth of BMw and
Mercedes offerings. Audi also has a long way to go to
match the revenue and profit horsepower of Mercedes
and BMW. Last vear, Audi clocked sales of 779,000
cars, but Mercedes and BMW sold more than 1.2 million
each. By revenues, Audi is still only 55% the size of
BMW and 48% that of Mercedes-Benz. Audi’s profits
are a fraction of its rivals® income, too, since it has
fewer expensive models on the market. To remedy that,
Winterkorn aims to spend some $15 billion over the
next four vears, 80% of it on new products.

The son of Hungarian emigrants who moved to
Germany m 1945, Winterkorn admits his weakness is
impatience. To get workers charged up, he exhorts his
troops to take risks and own up to failure quickly. “What
he hates is when people cover up mistakes or problems,
or shift the blame to someone else,” says one manager.
The trim and demanding “big boss,” as Audi workers
refer to Winterkorn, prowls the production line and
software labs seeking intellizgence from line workers
and technicians. A favorite Winterkorn saying: “Don’t
bore me with the good news. Give me the worst.”

In Winterkorns race to bulk up Audi’s size, 2005
is a crucial year. The new models laimched in 2004 in
Burope have given Audi momentum. It has one of the
newest fleets on the market, inchuding the elegant new
A6 sedan, redesigned A4 sedan, and the A3 hatchback.
A keenly awaited product is the Q7 sUv, costing roughly
$40,000, which will hit European showrooms in early
2006, followed by a baby suv, the 3, one year later.
Under wraps is a sports car in the $100,000 to $200,000
range, dubbed the Le Mans, which is expected to have
a 610 hp engine that can accelerate from 0 to 60 mph
in just 3.7 seconds. “It would show that anything s1w
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and Mercedes can do, Audi can do better,” says Garel
Rhys, professor of automotive economics at Cardiff
Business School in Wales.

But the Audi chief’s biggest priority for 2005 is
clinching quality gains. Winterkorn is betting his three-
year crusade to stamp out glitches, especially in elec-
tronics, will boost Audi’s rankings above its German
rivals in ID. Power & Associates Inc.’s 2005 quality
and reliability rankings, due out in June. “If they make
sure they get quality right, they could pick up a lot of
dropped straws,” says Auto-Pacific’s Hall.

Moving Up in the Rankings

Like its German rivals, Audi’s cars have been plagued
since the late 1990s with electronic snafus as auto
makers stuffed more and more microchips into their
vehicles. But vears of hard work are starting to pay
off. In 1D. Power’s 2004 ranking of initial quality,
Audi moved up three places to rank 11th out of 37
auato brands, one place above BMW and one notch
below Mercedes. Chance Parker, Power s quality guru,
savs Audi still needs to improve its reliability over
the long haul—an area where Winterkorn hopes Audi
will excel this year. “Some of Audi’s [last-generation]
launches have been very buggy,” Parker says. That’s
why Audi is 22nd in Power’s 2004 ranking of long-
term dependability. The good news for Audi is that
Mercedes sank to 28th. Audi% ratings should trend
upward thanks to the quality of the new models hitting
the market.

Audi’s other tough goal will be boosting visibility
in the U.S. Of Audi’s 263 dealerships, 127 share floor
space with other brands, and 115 also sell Volkswagen.
Johan de Nysschen, Audi of America’s boss, is in the
middle of a major push to upgrade dealerships. “The
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cornerstone for brand building is making Audi more
successful in the U.S..” says Albrecht Denninghof, sen-
ior auto analyst at Hypo-und Vereinsbank in Munich.

Winterkorn, who took control in March, 2002, is just
starting to put his stamp on the company. He started at
Audi in 1981, moved in 1993 to vw as chief of quality,
and then became head of product development. He is
close to vw Chairman and former Audi boss Ferdinand
Piéch, the architect of Audi’s upmarket strategy. Ironi-
cally, it was Winterkorn, at Piéch’s bidding, who devel-
oped vw's ill-fated laxury sedan, the Phaeton. A rival
to the A8, it flopped in the market despite strong praise
for its engineering,.

Now, Audi’s growth and profits are increasingly
vital to Volkswagen, where high costs and missteps
with key models have clouded prospects. Although
internal tussles with vw over shared platforms and
competing model launches have cost Audi precious
time in getting cars to market, the division accounted
for nearly 100% of vw Group’s net earnings last year.
In 2004 the average operating profit per car at Audi
was $1,374, while Volkswagen brand cars, suffering
from high costs, model mistakes, and an aging fleet,
lost an average $13 per vehicle, according to Paris bro-
kerage Exane.

The wholesale parts-sharing of the early 1990s
between Andi and vw has given way to a more sophis-
ticated sharing of modules that still saves money but
allows Audi cars to look and behave differently. And
vw's plummeting profits have dashed Piéch’s ill-fated
drive to push Volkswagen upmarket. A recent report by
Morgan Stanley puts Audi’s value at $14 billion—80%
of vw Group.

Winterkorn is reaping the payoff of billions of dol-
lars in mvestments since 1980 when Audi kicked off
its upmarket bid with the “Quattro™ four-wheel-drive
system. To earn its stripes, Audihad to outengineer its
rivals, setting industry benchmarks in everything from
lightweight aluminum frames, drive systems, and
engine performance to the “soft skin® materials cov-
ering plastic parts that give Audi’s interiors a richer
feel. The auto maker’s navigation and information
system wins high marks as user-friendly and intuitive.
“Audi is like the iPod of cars. It’s more intelligently
designed,” says Bill Joy, partner at venture-capital
firm Kleiner Perkins Canfield & Byers in Menlo Park,
Calif., and former chief scientist at Sun Microsystems
Inc.

Audi’s 53,000 workers—fiercely proud of the
company’s engineering heritage, which goes back to

founder August Horch—are as obsessed as Winterkorn
with building cars that outshine MW and Mercedes.
Production Chief Frank Dreves pauses in the lobby
of headquarters to make a point about the latest A3
Sportback. “Feel this,” says Dreves, running his fin-
gers over a nearly invisible laser-welded seam between
the roof of the tomato red car and the side panel. “This
is normally a gutter in every car. We invented a new
laser welding process to eliminate the gutter to reduce
interior noise. None of our competitors bothers to
do this”

Forging a luxury brand has also required stand-out
design. In 2002, Piéch lured Italian designer Walter
Maria de Silva to Audi from Alfa Romeo. A vear later,
De Silva unveiled a bold, more sculptured look for
the A6 and A8 sedans that started hitting the market
last year. The deep front grille, now being extended
through most of the model line, gives Audi an edgier
look.

But closing the revenue gap with BMW and Mercedes
will take another generation of cars at least. Audi has
six basic models, compared with 10 at EMW—soon to
be 12—and 13 at Mercedes. By selling more top-end
cars, BMW and Mercedes generate much greater rev-
enues and higher margins. In 2004, Audi earned an
operating margin of 5.5%. “Our goal is to achieve an
operating profit margin of 8% within this decade,” says
Andi Chief Financial Officer Rupert Stadler.

One risk along the way is that a strugglng vw
shaves capital expenditure, crimping Audis mvest-
ments. Winterkorn insists his $15 billion investment
plan is secure, but vw Chief Executive Bernd Pischet-
srieder has announced he aims to cut spending 6%, or
nearly $1 billion, over the next two years.

Audi also needs to invest heavily in marketing
and distribution outside Burope to match BMw’s and
Mercedes’ global reach. Although Audi is already a
premium-car market leader in China, with a 65% share,
rivals are coming on strong, and the market for lwary
vehicles has slowed. In Japan, where Audi trails BMw
and Mercedes, Winterkorn has canceled a dealership-
sharing agreement with Toyota and set up a network of
100 exclusive dealerships. He’ also planning to spend
$130 million on building a dealer network in Russia
over the next five years.

For Winterkorn, the final heat to catch BMw and
Mercedes is the challenge of a lifetime. For Piéch, like-
wise, a victory would crown his life’s work as engineer
and manager. But getting there will require perfect
execution—and a steady hand on the wheel.



Still a Long Way To Go In America

It would be hard to find a more devoted Audi fan than
Mark Fullerton. The ceo of a Cincinnati tech-services
company and his wife have owned 27 Audis. Fullerton,
53, has toured Audi’s factory in Ingolstadt, Germany,
six times, and attended its driving school four times.
“I believed no one could seduce us away from Audi,”
he says. So why has Fullerton recently been test-
driving cars made by Japanese and other German auto
makers?

He fears Audi has lost its edge. Not long ago, he
says, “Audi was the only game intown” if you wanted
a premium performance car with all-wheel drive at
lower prices than its rivals. Now nearly every luxury
carmaker offers awD. And thanks to generous lease
terms, Fullerton can lease a $57.620 epmw for $736
a month, about $100 a month less than what he'd
pay on a comparable $54,770 Audi. “It pains me,”
he says.

It pains Audi dealers, too, since leasng accounts
for 43% of their sales. Last year, Audi’s U.S. sales fell
10%—their first decline in a decade. Management
shake-ups rattled dealers. And even as the new A6
sedan was drawing rave reviews, sales got off to a slow
start, with little promotion when it hit showrooms last
fall. “The good news is that the A8, A6, and new A4
have exceptionally good quality, but in the short term,
we're not playing with the full quiver of arrows that the
other guys have ” says Bill Hoehn, owner of a Carlsbad,
Calif., Audi dealership.

Despite a decade on the comeback trail. Audi is still
running behind archrivals EMw and Mercedes Benz
in the minds of American consumers. The carmaker
is hampered by a weak dollar, a shaky US. dealer
network, and a narrow lineup that includes no sport-
utility vehicles. And it still needs to mprove its long-
term reliability.

That doesn’t mean Audi isn’t on the upswing. Its
US. sales jumped 16% m February. Its American
executives and engineers are working closely with
their German counterparts to eliminate glitches.
They’re convinced Audi will crack the Top 10 when
the latest J.D. Power & Associates’ Initial Quality
Study is issued this spring. And they are counting
on those new models. Says Johan de Nysschen, Audi
of America chief: “We will have the newest product
Iineup in the luxury sector.” But de Nysschen is also
dead set against raising incentives—and that includes
more generous lease deals. Piling on big incentives
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effectively lowers a car’s pricing, which would hurt
both Audi’s image and the resale value of its cars. Says
de Nysschen: “I don’t want to undo all the good that
has been done.”
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The problem is the new model that Andi deal-
ers want most—the $40,000 seven-seater Q7 suv—
won’t be available until spring 2006, eight vears after
Mercedes launched the M-Class. Withno suvs, Audi’s
unit sales in the U.S. are 25% to 30% of rivals. “You
only address half the market in the U.S. if vou only
have cars to sell,” de Nysschen admits. Analysts fear
that by the time Audi delivers the (}7 and the smaller
(25 in 2007, the trend could be losing momentum. De
Nysschen says Audi can sell 50,000 Q7s a vear.

It will take more than new models to vault Audi
into the top luxury tier in the U.S. Still haunted by
memories of the “sudden acceleration™ scare of the
1980s, Audi needs to turn out near-perfect cars to
build its quality reputation. Audi “has to overcom-
pensate,” says Marc Trahan, the company’s U.S.
quality director. Still, he had to work to convince the
Germans to listen to American consumers and move
cup holders from the instrument panel, where coffee
sloshed onto the stereo controls, to the center con-
sole. De Nysschen hopes the efforts will turn cus-
tomers into goodwill “ambassadors” for the brand.
That’s essential if Audi doesn’t want to lose loyalists
like Fullerton.

Source: "Hot Audi,” BusiressWeek, March 14, 2005, £4-68.

~By Gail Edmondson in Ingolstadt, Germenry, with
Kathleen Kerwin in Detroit and Kaven Nickel Anhalt
in Berlin
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Case 1-2
The New York Times

Since 1896, four generations of the Ochs-Sulzberger
family have guided The New York Times through wars,
recessions, sfrikes, and innumerable family crises. In
2003, though, Arthur Ochs Sulzberger Jr., the cur-
rent proprietor, faced what seemed to be a publisher’s
ultimate test after a loosely supervised young reporter
named Jayson Blair was found to have fabricated doz-
ens of stories. The revelations sparked a newsroom
rebellion that humiliated Sulzberger into firing Execu-
tive Editor Howell Raines. “My heart is breaking,”
Sulzberger admitted to his staff on the day he showed
Raines the door.

It turns out, though, that fate was not finished with
Arthur Sulzberger. who also is chairman of the news-
papet’s corporate parent, New York Times Co. The
strife that convulsed The New Jork Times’s newsroom
under the tyrannical Ramnes has faded under the meas-
ured leadership of his successor, Bill Keller, but now
its financial performance 1s lagging. uvT Co.s stock 1s
trading at about 40, down 25% from its high of 53.80
in mid-2002 and has trailed the shares of many other
newspaper companies for a good vear and a half.
“Their numbers in this recovery are bordering on the
abysmal.” says Douglas Arthur, Morgan Stanlev'’s sen-
ior publishing analyst.

Meanwhile, the once-Clvmpian authority of the
Times is being eroded not only by its own journalistic
screw-ups—irom the Blair scandal to erroneous reports
of weapons of mass destruction in Irag—but alse by
profound changes in communications technelogy and
in the U.S. political climate. There are those who con-
tend that the paper has been permanently diminished,
along with the rest of what now is dismissively known
in some circles as “MsM,” mamstream media. “The
Roman Empire that was mass media is breaking up,
and we are entering an almost-fendal period where
there will be many more centers of power and influ-
ence,” says Orville Schell, dean of the University of
California at Berkeleys journalism school. “It’s a kind
of disaggregation of the molecular structwe of the
media.”

The pride that Sulzberger takes in his journalistic
legacy is palpable, his knowledge of the Times’s august
history encyclopedic. Yet “Young Arthur” as he is
still known to some at age 53, exudes a wisecracking,

live-wire vitality more typical of a founding entrepreneur
than of an heir. He began an interview for this article by
picking up a big hunk of metal from a conference room
table and brandishing it menacingly. “Ask any question
youd like,” he growled and then deposited the object in
a less obtrusive spot. “It’s an award,” he added softly.

Sulzberger, who succeeded his father as publisher
in 1992 and as chairman in 1997, already rescued The
New York Times from decline once. With the help of
then-cEc Russell T. Lewis, he reinvented the “Gray
Lady” by devising a radical solution to the threat of
eroding circulation that had imperiled the Times and
other big-city dailies for years. Sulzberger changed the
paper itself by spending big money to add new sec-
tions and a profusion of color illustration. At the same
time, he made the Times the first—and still the only—
metro newspaper in America to broaden its distribution
beyond its home city to encompass the entire country.
Today, nearly 50% of all subscribers to the weekday
Times live somewhere other than Gotham.

The Sulzbergers who preceded him were newspaper-
men; Arthur Jr., by his own description, is a “platform-
agnostic” multimedia man. In the mid-1990s, nvT Co.
became one of the first Old Media companies to move
into cvberspace. Times reporters also began experiment-
ing with adapting their newspaper stories to another
medium new to them—television. Today, ¥y Times.com
consistently ranks among the 10 most popular Inter-
net news sites, and New York Times Television is one
of the largest independent producers of documentary
programming in the U.S. “Within our lifetimes, the
distribution of news and information is going to shift
to broadband” Sulzberger says. “We must enter the
broadband world having mastered the three key skill
sets—print, Internet, and video—because that’s what’s
going to ensure the future of this news organization in
the years ahead.”

Sulzberger acknowledges that he and his company
are embattled in the present. “These are tough times,
and they’ve been tough times for a while.” But he and
new CEO Janet L. Robinson (Lewis retired at the end of
2004) are sticking with the long-term plan set nearly
a decade ago: enhancing the content of the Times and
extending its reach into virgin territories west of the
Hudson while also building its multimedia capacity. In
2002, wvT Co. added a global dimension to its growth
strategy by acquiring full control of the International
Herald Tribune, which is now being upgraded and
expanded.



In essence, Sulzberger is doing what his forebears
have always done: sink money into the Times in the
belief that quality journalism pays in the long run.
“The challenge is to remember that our history is to
invest during tough times,” he says. “And when those
times turn—and they do, inevitably—we will be well-
positioned for recovery.”

Will it work this time? Will toughing it out
Sulzberger-style revitalize the Times or consign it to
creeping irrelevance? “Despite all that has happened,
I still think that The New York Times has a stature
and a position of journalistic authority that is greater
than anv news organization in the world. Could that
be destroyed? I believe that it could be,” says Alex
S. Jones, a former Times media critic who is co-author
of The Trust, a history of the Sulzbergers and their
newspaper. Jones, who now runs the Joan Shorenstein
Center on the Press, Politics & Public Policy at Harvard
University, hastens to add that he hopes that the paper
will thrive again. “I tell yvou, I hate to think of it not
succeeding,” he says.

The constancy of their commitment te high-cost
journalism has put the Sulzbergers in an increasingly
contrarian position. Many of the country’s surviving
big-city dailies once were owned by similarly high-
minded dynastic families that long ago surrendered
control to big public corporations that prize earnings
per share above all else. Editorial budgets at most
newspapers, as well as Tv and radio stations, have
been squeezed so hard for so long that asphyxiation
is a mounting risk. The proliferation of Web sites and
cable-Tv stations has produced an abundance of com-
mentary and analysis, but the kind of thorough, original
reporting in which the Times specializes 1s, if anything,
increasingly scarce.

In effect, the Sulzbergers have subsidized the Times
in valuing good journalism and the prestige it confers
over profits and the wealth it creates. In fact, for much
of its history, the Times barely broke even. Recasting
the paper mto a publicly held corporation capable of
pursuing profit as determinedly as Times editors chase
Pulitzers was the signal achievement of Arthur Jr’s
father, Arthur O. “Punch”™ Sulzberger Sr. Still, wvT Co.
consistently fails to post the 25% profit margins of such
big newspaper combines as Gannett Co. and Knight-
Ridder Inc. mainly because of the Times’s outsize edi-
torial spending, which the paper does not disclose but
which is thought to exceed $300 million a year.

For a time, Arthir Jr. enthralled Wall Street by add-
ing double-digit growth to the Sulzbergian formula. The
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value of WYT Co. shares soared 295% from their 1996
low to their 2002 high, boosting the value of the family’s
19%holdingto $1.5 billion. Like other Old Media fami-
lies, the Sulzbergers have been able to maintain unques-
tioned control of their company by creating a new class
of voting stock and reserving most of it for themselves.
Among them, the various branches of the Sulzberger
family control 91% of the Class B voting shares.

The Baner ofts of Dow Jones & Co.and the Grahams of
Washington Post Co. share the Sulzbergers’ journalism-
first philosophy. However the Washington Post has
moved beyond newspapering to a greater extent than
has v¥T Co., which in addition to the Herald Tribune
owns The Boston Globe, 15 small daily newspapers,
and eight television stations. Actually, Arthur Jr. has
increased his company’ financial reliance on the Times
by selling off magazines and other peripheral proper-
ties acquired under his father. In short, ¥vT Co. is qual-
ity journalism’s purest traditional play.

In 2004, the company clearly failed to parlay qual-
ity into the growth it will need to continue supporting
the Times franchise. The Wall Street consensus is that
the company will report net income of $290 million for
2004, down 4% from the preceding vear and a good
35% below the $445 million it netted in the media
industry boom year of 2001 (Exhibit 1). Revenues have
plateaued at $3 billion, give or take a few hundred mil-
lion, for five vears running,.

It wasn’t that long ago—Apr. 8, 2002, to be precise—
that all seemed right in Arthur Sulzberger Jr’s rarified
world. On that day, most of the Timess 1,200 report-
ers and editors gathered in its newsroom just off Times
Square to celebrate the paper’s record haul of Pulitzer
Prizes. No newspaper had ever before won more than
four Pulitzers in a year; the Times won seven in 2002—
six of which recognized its Herculean coverage of the
September 11 terrorist attacks and their aftermath.
Sulzberger was ecstatic, not realizing that he already
had made the biggest blunder of his tenure as publisher:
naming Howell Raines as executive editor.

Raines, who had joined the paper in 1978 as a na-
tional correspondent, had deeply impressed Sulzberger
by shaking the stodginess out of the editorial page as
its editor during the Clinton years. Raines campaigned
hard for the promotion in 2001, vowing to root out
complacency and do whatever was needed to raise the
staff s “competitive metabolism.” By most accounts,
Sulzberger saw Raines, then 58, as his journalistic alter
ego and collaborator in transforming the Times into a
fully national, multimedia franchise.
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Just 18 months after self-proclaimed “change agent”
Raines had taken charge, the 7imes ran a devastatingly
self-critical article recounting how Jayson Blair had
plagiarized or made up at least 36 stories. Sulzberger,
who has often been accused of lacking gravitas, will be
a long time living down his flip initial reaction to Blair’s
transgressions: “It sucks” Worse, Sulzberger had no
feel for how Raines was perceived in the newsroom,
where resentment of his arbitrary, self-aggrandizing
ways had reached the flash point. Three weeks after
Sulzberger had unequivocally affirmed his support for
Raines, the publisher fired him and Managing Editor
Gerald Boyd.

The Blair-Raines fiasco devastated Sulzberger. But
after a long period of introspection, he appears to have
regained his confidence if not quite his swagger. “There’s
no question that the experience changed him,” says
Steven L. Rattner, a prominent private equity investor
who has been one of Sulzberger’s closest confidants ever
since they worked together as young 7imes reporters in
the late 1970s. “It’s made him more open to other views
and more careful to have a better sense of what’s going
on,” he says. “I think it has been an eye-opening experi-
ence for Arthur, and that’s never bad for any of us.”

Data: Mew York Times Co. STATIONS AND WEB SITES)

Sulzberger swallowed a heaping helping of hum-
ble pie in replacing Raines with Keller, a former
managing editor whom he had passed over in pro-
moting Raines. Appointed in July, 2003, Keller,
54, has been editor for only as long as Raines was
but already has made a number of changes as fun-
damental as those that his predecessor promulgated
vet never implemented. “I cringed every time I read
that people thought my job was to come in and calm
the place down because it made me sound like the
official dispenser of Zoloft.” says Keller, whose gra-
cious manner has often been mistaken for passiv-
ity. “I saw myself instead as being, in some sense, a
change agent without having to wave a revolutionary
banner.”

Keller has made so many high-level personnel
changes that two-thirds of all newsroom workers now
report to a new boss. He has also put into practice a
string of reforms suggested by several internal com-
mittees formed in the wake of the Blair affair. These
include the appointment of a standards editor and a
public editor, or ombudsman. By most accounts, the
Times now is much more responsive to outside com-
plaints and criticism than it was.



At considerable expense, the paper also has rede-
signed a half-dozen of its sections and upgraded its
global culture coverage with the addition of 20 writing
and editing jobs. “In the last year, there has been more
change in a packed period of time than I've seen at this
paper ever,” says Sulzberger, who also credits Keller
with “steadying our culture and lowering the tempera-
ture here ” It is no mean feat to simultaneously improve
morale and shake things up, but Keller is going to have
to make certain that a happier newsroom does not
again make for a more complacent newsroom. What
Raines derided as “the Times’s defining mvth of effort-
less superiority” might now be in remission—but has it
been eradicated?

While the Times appears to be regaining its stride
journalistically, it has not been rewarded with circula-
tion gains (see Exhibit 2). In 2004, the paper posted an
mfinitesimal 0.2% mcrease in the circulation of both the
daily edition, which now stands at about 1.1 million,
and the Sunday paper, which is just under 1.7 million.
Since the naticnal expansion began in 1998, the Times
has added 150,000 daily subscribers outside New York
but is thought to have lost about 96,000 subscribers in
its home market. The net increase of 54,000 represents a
5.1% uptick, which compares with the 3.5% decline in
US. daily newspaper circulation over this period. What's
more, the Times posted its gains despite boosting the
price of a subscription by more than 25% on average.

New subscribers are mncreasingly hard to come by
for all newspapers as advances in digital communica-
tions spur the proliferation of alternative sources of

EXHIBIT 2 Circulation by the Numbers
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news and information. For the under-30 set in particu-
lar, digital accessibility and interactivity tend to trump
the familiarity of long-established names like The New
York Times, CBE, or CNN,

The growing polarization of the body politic along
ideological lines also is hurting the Times and its big-
media brethren. One of the few things on which Bush
and Kerry supporters agreed during the Presidential
campaign was that the press was unfair in its coverage of
their candidate. Keller says the Times was deluged with
“ferocious letters berating us for either being stooges of
the Bush Administration or agents of Michael Moore.”
Complaints from the Right were far more numerous,
even before the newspaper painted a bull’s-eve on itself
in running a column by public editor Daniel Okrent
headlined “Ts The New York Times a Liberal Newspa-
per?” Okrent’s short answer: “Of course it is.”

What a growing, or at least increasingly strident,
segment of the population seems to want is not jour-
nalism untainted by the personal views of journalists
but coverage that affirms their partisan beliefs—in the
way that many Fox News shows cater to a conservative
constituency. For vears, major news organizations have
been accused of falling short of the 1deal of impartiality
that they espouse. Now, the very notion of impartiality
is under assault, blurring the line between journalism
and propaganda.

For its part, the Bush White House has succeeded to
a degree m marginalizing the national or “elite” press
by walling off public access to much of the workings
of the government and by treating the Fourth Estate
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as merely another special interest group that can
be safely ignored when it isn’t being exploited. The
Bushies particularly dislike the Times, which, in their
view, epitomizes the Eastern liberal Establishment. In
his acceptance speech at the Republican convention,
George W. Bush mocked the Times for what he consid-
ered its overly pessimistic coverage of post-World War
II Germany. “Maybe that same person is still around,
writing editorials,” he joked.

The Times also is under attack from another branch
of the federal government—the judiciary. The paper
figures centrally in most of a half-dozen pending court
cases that collectively pose a dire threat to the tradi-
tional journalistic practice of assuring confidentiality
to whistle-blowers and other informants. In October, a
federal judge ordered Judith Miller of the Times impris-
oned for up to 18 months for refusing to testify before
a grand jury investigating the leaking of the identity of
1A operative Valerie Plame to conservative columnist
Robert Novak. Miller, wheo researched the Plame affair
but never wrote about it, remains free pending a review
by the federal Court of Appeals in Washington.

Sulzberger, who spent six vears as a reporter, is out-
raged that journalists are being slapped with contempt
charges for refusing to vield confidential sources to
prosecutors. “Reporters are going to jail for doing their
jobs, and that’s just wrong,” he says. The publisher
has been less outspoken in responding to the paper’s
political assailants. In an mterview with Business Heek,
though, he denied his paper is biased m its coverage
of national politics or the war in Iraq or even that it is
liberal. The term he prefers is “urban,” says Sulzberger.
“What we saw play out in this election was urban vs.
suburban-rural, not red state vs. blue state,” he says.
“We are from an urban environment; it comes with the
territory. We recognize that, and we can’t walk away
from it, but neither can we play it pelitically. I don’t
think we do™

For the first time since he became publisher 12 years
ago, Sulzberger must carry on without Russ Lewis at
his side. Lewis, a loguacious lawyer who got his start
as a Times copy boy in 1966, stepped down on Dec. 26
after seven years as president and ceo of wvT Co.
His replacement is the 54-year-old Janet Robmson, a
former schoolteacher who joined the company in 1983
and worked her way up through advertising, sales. She
played an important role in the national expansion of
the Times as its president and general manager from
1996 into 2004. On the Street, Robinson is known as
a formidable manager who relentlessly puts 1vT Co s

best foot forward. “She’s never met a number she
couldn’t spin positively,” one analyst says.

The most pressing business problem the new cEo
faces is a paucity of advertising. Through November,
the Times’s ad revenues were just 2.3% ahead of the
previous year—a surprisingly weak performance,
considering that the newspaper industry as a whole
reported a 9.7% gain in national advertising revenues
during the first nine months, according to Ts Media
Intelligence/crMr. Expenditures on local newspaper
advertising in the industry rose 6.6%.

A strengthening U.S. economy would help the
Times in 2005 but wouldn’t necessarily restore it to
competitive parity. The huge runup in advertising rates
over the last decade is forcing more U.S. companies to
economize, either by shifting into lower-cost media or
by homing in more precisely on their target markets.
Neither trend bodes well for the Times, whose unique
status as America’s only metro daily with national
reach appears to be putting it at a tactical disadvantage
In some ways.

The Times has many fewer readers outside of New
York City than do the two largest national newspapers—
USA Today and The Wall Street Jorrnal—both of which
have circulations far in excess of 2 million. “Those two
papers tend to be a more cost-effective buy than the
Times just because their circulation across the country
is so much larger,” says Jeff Piper, vice-president and
general manager of Carat Press, a big media buyer.
Even in the New York region, where the 7imes reaches
only 149 of all adult readers, the paper’s circulation
is too diffuse to allow for effective targeting by zip
Code—a technique that has enriched many other metro
dailies with revenue from inserts.

Robinson maintains that there is nothing wrong with
the Times® market position that a growing national and
New York economy can’t fix. Underscoring her confi-
dence, the paper just imposed what is now an annual
Jan. 1 ad rate increase, layering a 5% hike atop a cumu-
lative 38% increase since 2000. “We feel that premium
quality equals premium price,” Robinson says.

At the same time, the Times continues to move out
from the 312 markets in which the paper is available
into adjacent precincts. In October, it began printing,
the national edition in Dayton, Chio, in a plant owned
by the local daily. That enabled it to sell papers in 100
new ziF Codes while raising its presence in existing
markets as far afield as Louisville. It plans to add seven
new contract sites to its network of 20 printing plants
by the end of 2006.



The reinvention of the Times as a national paper has
been accompanied by a steady loss of subscribers in the
New York metro area. Its dwmndling presence at home
has been caused in part by forces beyond its control,
including a big influx of non-English-speaking immi-
grants. However, taking the paper further upscale in
pursuit of an elite nationwide readership priced it out
of some New Yorkers’ reach (a seven-day subscription
goes for about $480 a year) and constrained its spend-
ing on local marketing and promotion. In addition, the
Times has declined to join in the trend of introducing
foreign-langnage editions or free editions for voung
adult readers. (It may be rethinking its free-paper aver-
sion, as evidenced by The Boston Globe’s recent pur-
chase of a 49% stake in Mehwv Bosion, a give-away
tabloid.)

The substitution of naticnal for local subscribers
benefited the Times financially even beyond the siz-
able premium it earns on national advertising. On aver-
age it costs the Times about one-third more to produce
and deliver a newspaper in its home market (the only
place where it owns its printing plants) than in the rest
of America. But Sulzberger bristles at the notion that
the Times i1s writing off its hometown readers or that a
declining New York circulation is the inevitable result
of national expansion. “We are not walking away from
New York,” he says. “But we are growing elsewhere ”

The sphere of wvT Co’s, ambitions widened to
encompass the globe when 1t muscled Washington Post
Co. aside to gam full control of the /nternational Her-
ald Tribume America’s broadsheet voice abroad smce
1887. The Post reluctantly agreed to relinquish its 50%
interest for $65 million after wvT Co. threatened to start
anew paper to drive the 15T out of busimess. “The thing
was going sideways and sooner or later was going to
die,” says Sulzberger, who was harshly criticized by
some for lacking the gentlemanlmess of his father.

The company considered making the 7ribune over
into a foreign edition of the Times, but decided in the
end to mamtain 16T separate, international identity.
“This needs to be a European paper for Europeans,”
says Michael Golden, a wvT Co. vice-chairman who
was named publisher of 18T in 2003. Actually, the
Trib’s 240,000 subscribers are concentrated in Europe
but spread among 180 countries.

Under Golden, a slightly older first cousin of
Sulzberger’s, the T+ has adopted the Times’s play-
book, if not its name. The transatlantic flow of
copy from the Times has increased, but the 7¥ib has
enlarged its own news staff, too. It has also added
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pages, color photos, and new printing sites in Sydney,
Sdo Paulo, and Kuwait City. The Trib scored impres-
sively in recent reader surveys in Europe and Asia and
ad sales are rising, but they still amount to less than
$100 million a year. Golden and his cousin yearn to
turn the Trib’s operating losses into profits, but the
general track record of English-language newspapers
and magazines abroad is discouraging. Even if the 18T
flourishes, it will be a long time before it contributes
significantly to its parent company’s top or bottom
lines.

The same is true of WyT Co.’s investment in televi-
sion news. The Times has built a cadre of television
professionals who, in collaboration with a revolving
cast of print reporters, have produced much fine work
for Frontline, Nova, and other programs. In 2003, the
Times moved beyond production into distribution, lay-
ing out $100 million for half-ownership of a digital
cable channel, Discovery Times, operated in partner-
ship with Discovery Communications Inc. Discovery
Times reaches 35 million homes—an impressive total
for a fledgling channel—but its ratings are minuscule:
In October, just 27,000 people tuned in during prime
time, according to Nielsen//NetRatings.

Online, the Times already is making serious money.
New York Times Digital (which includes Boston.com
as well as WYTimes.com) netted an enviable §17.3 mil-
lion on revenues of $53.1 million during the first half
of 2004, the last period for which its financials have
been disclosed. All indications are that the digital unit
is continuing to grow at 30% to 40% a vear, makmg it
NYT Co.’s fastest-revving growth engine.

Advertising accounts for almost all of the digital
operation’s revenues, but disagreement rages within
the company over whether ¥¥Times.com should
emulate The Wall Street Jowrnal and begin charging
a subscription fee. Undoubtedly, many of the site’s
18 million unique monthly visitors would flee if hit
with a $39.95 or even a $9.95 monthly charge. One
camp within the ¥vT Co. argues that such a massive
loss of Web traffic would cost the Times dearly in the
long run, both by shrinking the audience for its jour-
nalism and by depriving it of untold millions in ad
revenue. The counterargument is that the Times would
more than make up for lost ad dollars by boosting
circulation revenue—both from online fees and new
print subscriptions paid for by people who now read
for free on the Web.

Sulzberger declines to take a side in this debate, but
sounds as if he is leaning toward a pay site. “It gets to
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EXHIBIT 3
Strategy Report Card

PRINT Instituted a radical
plan to lake the flagship paper
national. For years, it looked
like a masterful stroke as new
ads and subseribers poured in
In an effort to build a presence
in all markets, the Times prints
at 20 plants across the nation
Lately, though, cireulation
growth has hita wall

GRADE: B+ (was A last semester)
TELEVISION Has pursued

several ventures for franslating
Times stories into
documentaries. Two years ago
the Thrres spent $100 million
for a one-half interestin
Discovery Times, a cable
channel. Efforts so far have
been good for the brand, but
not much of a moneymaker.

GRADE: C+

New York Times Co. aims to deliver top-notch

journalism in any form, anyplace.

DIGITAL the Times was
early 1o see the potential of the
Web, Today the Thires Web site
Is attracting nearly 18 million
visitors each month, and ad
sales are growing 20% to 40%
ayear. The result a $100
million business in NYT .com
with healthy margins ancd
robust growth

GRADE: A-

INTERNATIONAL
Squeezed oul The Washington
Fostin 2002 1o gain full
ownership of the /nternational
Herald Tribune. The IHT has
more cachel overseas than the
Times, so it won't carry the
flagship brand for now . But it's
getting a Times-style makeover,
Growth prospects are uncertain.

GRADE: INCOMPLETE

the issue of how comfortable are we training a genera-
tion of readers to get quality information for free” he
says. “That is troubling.”

What’s a platform agnostic to do? The New York
fimes, like all print publications, faces a quandary. A
majority of the paper’ readership now views the paper
online, but the company still derives 90% of its revenues
from newspapering. “The business model that seems to
justify the expense of producing quality journalism is the
one that 1sn’t growing, and the one that is growing—the
Internet—isn't producing encugh revenue to produce
journalism of the same quality,” savs Jehn Battelle, a co-
founder of Wired and other magazines and Web sites.

Today, Sulzberger faces an even bigger challenge
than when he took charge of the Times inthe mid-1990s
(Exhibit 3). Canhe find a way to rekindle growth while
preserving the primacy of the Times’s journalism? The
answer will go a long way toward determining not only
the fate of America’s most important newspaper but
also whether traditional, reporting-intensive journal-
ism has a central place in the Digital Age.

—With John Rossant in Paris and Lawren Gard in
New York

Source: Anthony Bianco, “The Future of the New York
Times,” BusinessWeek, January 17, 2005, 84-7 2,

Case 1-3
Coca-Cola Co. (A)

When former Coca-Cola co. executive E. Neville Isdell
agreed last May to come out of retirement and become
chief executive of the beleaguered soda giant, he
brimmed with confidence. No Coke newcomer, Isdell
had spent 35 years inside the vast Coke system as the
Atlanta company built itself into the world’s most rec-
ognized global brand, retiring in 2001 after a three-year

stint as head of a large European Coke bottler. “The
system isn’t broken” Isdell told a BusinessWeek
reporter at the time. “There’s still opportunity for both
Coca-Cola and the other brands.”

All it took was a tour of Coke’s operations in India,
China, and 14 other key markets this summer for Isdell
to see a different reality: Coca-Cola was a troubled
company. Things looked so bad that just 100 days into
his new job the 61-year-old Irishman interrupted his
fact-finding mission to deliver a surprise warning to
Wall Street. Coke, which had been struggling since the



death in 1997 of its revered cEo, Roberto C. Goizueta,
had made little progress in its efforts to meet the ris-
ing challenges of noncarbonated drinks. The soda giant
would fall short of the meager 3% growth in earnings
that analysts were resigned to for the third and fourth
quarters. Moreover, Isdell was clearly prepping Wall
Street for perhaps another year—or longer—of under-
performance. “We’'ve got a long way to go,” a chas-
tened Isdell told analysts. “The last time I checked,
there was no silver bullet. That’s not the way this busi-
ness works.” Coke later announced that third-quarter
earnings had fallen 24%, the worst quarterly drop at
Coke in recent history.

As late as the 1990s, Coca-Cola Co. was one of
the most respected companies in America, a master of
brand-building and management in the dawning global
era. Now the Coke machine is badly out of order. The
spectacle of Coke’s struggles has become almost pain-
ful to watch: the battles with its own bottlers; the aged,
overbearing board: the failed cEcs and failed attempts
to recruit a successor; the dearth of new products; the
lackluster marketing. “They’ve been their own worst
enemy, a casualty of their own success,” says Emanuel
Goldman, who has followed Coke as an analyst since
the 1970s (see Exhibit 1).

EXHIBIT 1
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Yet as grave as those problems are, they only hint
at the real dimensions of Coke’s woes. The Coca-Cola
organization is stuck in a mind-set formed during its
heyday in the 1980s and '90s, when Goizueta made
Coke into a growth story that captivated the world. An
unwillingness to tamper with the structures and beliefs
formed during those glory years has left the company
unable to adapt to consumer demands for new kinds
of beverages, from New Age teas to gourmet coffees,
that have eaten into the cola king’s market share. “The
whole Coke model needs to be rethought,” says Tom
Pirko, president of BevMark rrc, a Santa Barbara
(Calif.) consulting firm. “The carbonated soft-drink
model is 30 years old and out of date.”

Of all the problems that can beset a corporation,
a dysfunctional culture has to be one of the toughest
to fix. How do vou get thousands of employvees sud-
denly to change their most basic assumptions about
their company? After all, the beliefs and attitudes that
make up a culture filter into everything else: decisions
on basic strategy, management style, staffing, perform-
ance expectations, product development. That’s why
the problems at Coke have proven so intractable. A suc-
cession of managers has focused on tryving to do what
Coke has always done, only better. Meanwhile, rival

Coke’s Challenges

Break-
Down

Coke today
struggles to do the
things that once
made it great

MORIBUND
MARKETING

Cnice world-class,
chitics say that

today the soda glant
has become oo
congervative with
Morman Hockwell-like
ads that don't resonate
with the teenagers and
young adults that make
up 1ts most Important

audience,
MEDDLING LACK OF
BOARD INNOVATION
Coke’s star-studded Inthe US.
group of directors, many | market, Coke

of whom date back to the
Goizueta era, has built a
reputation for medding:
Some insiders believe the
last CEO, Doug Daft,
never recovered after the
board unexpeciedly
vetoed his 2000 deal for
Quaker Oats,

hasn't created a
best-selling new

soda since Diet

Coke in 1982, In

recent years, Coke has
peen outbid by rival
PepsiCo for faster growing
noncarb beverages like
SoBe and Gatorade,

FRICTION WITH
BOTTLERS

Cver the past decade
Coke has often made
its profit at the expense
of bottlers, pushing
agaressive price Nikes
on the concenfrate it
sells them. But key
bottlers are now fighting
back with sharp
increases in the price of
Coke at retail

INTERNATIONAL
WORRIES

Coke desperately needs
more international
arowth to offset its
flagging LS. business,
but while some markets
like Japan remain
lucrative, in the large
German market Coke's
hiad so many problems
it rebidding all bottling
contracts in 2007,
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PepsiCo Inc. has a much different view of its mission
(hint: it’s not just about soda pop)—one that has helped
it adapt far more successfully to a changing market-
place. Until Coke can lay the ghost of Goizueta to rest
and let go of some long<cherished beliefs, it’s unlikely
to fix its problems.

Frozen in Time

Is the latest Coke cEo capable of leading Coke out of
the valley? It’s too early in Isdell’s tenure to say for
sure, but the early signs are not promising. Although
he earned a reputation for bold decision-making as a
voung executive, [sdell seems to have fallen into lock-
step with the reigning Coke orthodoxy. He says the
company’s salvation lies in simply tuning up the soda
operations and capitalizing on existing brands. “We are
not talking about radical change in strategy.” he told
Wall Street analysts in November. “We are talking
about a dramatic change in execution.”

That was more or less the playbook used by Roberto
(Goizueta, a charismatic cEo. The Cuban-born executive
sold off ancillary businesses and refocused the com-
pany on what it did best: selling carbonated soft drinks.
At the same time he engaged in some sophisticated
reengineering of the company¥ financial structures. In
1986, Coke spun off a 51% stake in its US. bottling
operations, a shrewd bit of financial alchemy that let it
damp billions of dollars of bottling-related debt off its
balance sheet while allowing it to continue pulling the
strings at the spin-off. Thanks to near-constant buying
and selling of small bottling operations, the deal also
helped Coke achieve consistent profit gains, turning the
once-stodgy company into—shazam !'—a growth stock.

Meanwhile, Coke was able to ride the global boom
like few other companies, rushing into once-closed
economies such as China, East Germany, and the Soviet
Union and sating their pent-up demand for a taste of
America. The result: Coke stock soared 3,500% during
Goizueta’s 16-vear reign, helping to make him one of
the first supercompensated cEos and the first profes-
sional manager to break the §1 billion pay barrier. After
his death from hing cancer in October, 1997, Goizueta
was all but deified, his financial structures, his cola-
centric philosophy, and even his board of directors fro-
zen in place ever since.

The ensuing years have seen a long and painful
descent. After generating average anmual earnings
growth of 18% between 1990 and 1997, Coke’s net

income in recent years has grown an average of just

4%. Shares have fallen hard, currently trading at less
than half their 1998 peak as more and more investors
conclude that Coke’s best days may be behind it. “At
Coke,” says Brian Holland, research director at Boyd
Watterson Asset Management LLC, a Cleveland money
manager that has cut its Coke holdings by 84% since
last December, “there’s a lot to fix, and there’s no short-
term solution.”

Inthe absence of a clear vision, Coke’s desire to cling,
to its past is not hard to understand. After all, in Coke
Classic, the company is blessed with a flagship prod-
uct that remains, for all of the management missteps
of the past decade, one of the most powerful brands in
the world. And despite the company’s problems, it is
still a cash cow. Helped by the dollar’s decline against
other major currencies, Coke is expected to generate
roughly $5 billion in operating profits this year, far
bevond such companies as Nike, Colgate-Palmolive,
and McDonald’s that have similar global ambitions.
Indeed, part of Coke’ paralysis is a fear that nothing
else the company enters will ever match the extraordi-
nary margins of soda concentrate.

“Smoke and Mirrors”

(Goizeta’s most ingenious contribution to Coke, the
ingredient that added rocket fuel to the stock price, was
a bit of creative though perfectly legal balance-sheet
rejiggering that in some ways prefigured the Enron Corp.
machinations. Known inside the company as the “49%
solution,” it was the brainchild of then-Chief Financial
Officer M. Douglas Ivester. It worked like this: Coke
spin off its U.S. bottling operations in late 1986 into
a new company known as Coca-Cola Enterprises Inc.,
retaining a 49% stake for itself. That was enough to exert
de facto control but a hair below the 50% threshold that
requires companies to consolidate results of subsidiaries
in their financials. At a stroke, Coke erased $2.4 billion
of debt from its balance sheet. Just as important, it was
able to command six board seats at ccg, which it packed
with current or former Coke executives, including then-
Coke President Donald R. Keough. With effective con-
trol, Coke for years could ensure that ccE was run to
Coke’s benefit. “Coke was creating a special-purpose
entity, like Chewbacca from Enron,” marvels one Wall
Street analyst, referring to Enron’s Chewco Investments
limited partrership. Coke disputes any comparison to
Enron and says the spin-off was simply a way “to lev-
erage substantial efficiencies and adapt more rapidly to

the changing trade landscape in the U.S.”



Its behind-the-scenes control of ccE allowed Coke
to extract a series of advantages, from pricing to decid-
ing how many vending machines cCE purchased. Coke
had tacit control over how much its largest customer—
cce—paid for the concentrate Coke sold it, as well as
how much ccE charged retailers for the actual soda.
Thus the escalating price wars between Coke and Pepsi
came much more out of ¢CEs margins than Coke’,
especially since Coke also required ccE to shoulder a
growing portion of its brands’ marketing costs.

But that was just one aspect of this unusual relation-
ship. In the *80s and "90s a generation that ran small,
family-owned bottlers was looking to retire. Coke had
been snapping up these operations as a way to assure
quality and to keep them from falling into the hands
of leveraged-buvout artists, who would likely bleed
them for their cash flow. In cce it had another so-
called anchor bottler, one of roughly a dozen around
the world, from which it could exact ever-higher profits
as it resold these smaller bottlers to the anchors. There
were so many such deals that Coke was able to con-
vince analysts the resulting profits should be consid-
ered part of normal operations and not extraordinary
income.

For a time, this flurry of dealmaking masked the
problems building in Coke s international business. But
by the end of the *90s, Coke simply ran out of assets to
resell, and its largest bottlers began to sink fast under
all the debt-financed acquisitions they had made at
Coke’s behest. The result: Coke’s profits stalled, with
operating income fallng from $5 billion in 1997 to
as low as $3.69 billion in 2000. “In hindsight, a lot of
what Coke was doing was smoke and mirrors, stuff
that wouldn’t pass the accounting standards of today,”
notes Drouglas C. Lane, a private fund manager who
now holds 400,000 Coke shares. “And at the time it
created expectations of growth that weren’t real ™ Coke
notes that all such transactions were fully disclosed at
the time.

The next move was mevitable: Coke imposed a
crushing 7.6% price hike on its bottlers in the late *90s
as Ivester, now ceo, desperately fried to sustain
Goizueta’s profit streak. Coke’s US. bottlers, livid over
the price increase, burned up the phone lines to some
key Coke board members and succeeded in pushing the
already embattled Ivester over the ledge. In late 1999,
he resigned.

Ivester’s successor, Douglas N. Daft, tried to work
with bottlers, but relations have steadily deteriorated
since. (Daft serves on the board of The McGraw-Hill
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Cos., which publishes Business Week.) In a sign of disu-
nity that would have been unthinkable in the Goizueta
era, some bottlers are beginning to push back with
price hikes that could boost their own profits—at
Coke’s expense.

While those hikes could dampen sales—and thus
reduce the amount of concentrate bottlers need to pur-
chase from Coke—the bottlers are clearly banking on
the belief that they will come out ahead, even if Coke
doesn’t. At the same time, many bottlers have refusedto
carry some of the company’s new noncarbonated niche
offerings that Coke acquired, such as Mad River teas
and Planet Java coffee, forcing the company to bury
both products last yvear. While ¢CE executives main-
tain that relations have improved under Isdell, Trevor
Messinger, a Coke bottler in Rapid City, S.D., readily
admits relations between Coke and some bottlers are
contentious. “I don’t think everybody is on the same
page of the playbook,” he says.

Ifthe friction between Coke and its bottlers worsens,
some analysts believe that Isdell will have no choice
bt to resort to radical measures to defend Coke’s
interests—such as reacquiring the 62% of ¢CE it doesn’t
own. (Coke’s stake has declined to 38% because of
dilution.) If cCE continues to raise prices, then reab-
sorbing the bottler could be the only means left for
Coke to ensure that it maintains its share of the pie,
reasons Morgan Stanley analyst William P. Pecoriello.

Another scenario swirling inside the Coke system
would have Isdell reacquiring ¢CE and then breaking
up its assets and territories for resale to smaller bottlers
or even major U.S. beer distributors—which as private
companies may be content to work on lower margins
than publicly traded cce. But for now, Coke shows
little willingness to tamper with this vestige of the
Goizueta era. “T think that there are a number of things
that we can do together without having to consider
changing the model,” Isdell said in an interview.

Nowhere is the Goizueta orthodoxy more apparent
than in the company’% unwavering focus on its aging
group of soda-pop brands, especially the hallowed
four: Coca-Cola, Diet Coke, Sprite, and Fanta. Goizueta
was fond of discussing Coke’s market share in terms
of “share of stomach,” as though, with the right mar-
keting, people could be induced to give up coffee,
milk, and even water in favor of Coke. Seven vears
after his death, the company remains fixated on mak-
ing its flagship Coke brand the universal beverage from
Stockholm to Sydney. Coke’s sodas constitute 82% of
its worldwide beverage sales, far more than at Pepsi,
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which is gaining on Coke’s lead in the US. beverage
market and numbers Tropicana juice, Gatorade sports
drinks, and Aquafina water among its billion-dollar
beverage brands.

Coke lovalists still believe in the the mantra first
coined by legendary Coke Chairman Robert W. Woodruff
and often repeated by Goizueta, of putting a Coke
within an “arm’s reach of desire” of consumers around
the globe. But increasingly, consumers are reaching for
anything but a soda. The mass market that Coke was
so adept at exploiting has splintered. Consumer tastes
have shifted from sodas to an array of sports drinks,
vitamin-fortified waters, energy drinks, herbal teas,
coffee, and other noncarbonated products, some of
which are growing as much as nine times faster than
cola. After rising steadily during the *80s and *90s, per
capita soda consumption in the U.S. has declined every
vear since 1998, Yet when Daft tried to push Coke to
become a “total beverage company,” he met with resist-
ance from Coke’s board.

In an mterview early in the Daft vears, investment
banker and director Herbert A. Allen dismissed Daft’s
efforts, declarmg: “That’s all fine and good but I still
believe that getting the four core [soda] brands right is
85% of the equation.” That attitude still seems to domi-
nate. One director, speaking on the condition he not be
named, recently dismissed bottled water as “something [
guess we have to carry. But the fact is we're still the kings
of carbonation—always have been, always will be™

Coke’s cultural resistance to diversification has
become an enormous liability. Scuth Beach Bever-
age Co., for example, negotiated with Coke for two
vears before the soda giant decided against acquiring
the New Age juice company. It took Pepsi just two
weeks to make an offer. Is SoBe a huge brand? No, but
it gives Pepsi access and insight into a market that its
soda pop completely bypasses. If vou think of yourself
as a beverage-and-snack company, as Pepsi does, that’s
valuable. If you think of vourself as a soda company, as
Coke does, it’s not.

Pepsi Generation

Its portfolio of beverages and its faster-growing snack
foods give Pepsi enormous clout with retailers (see
Exhibit 2). Pepsi boasts that it has become the second-
largest generator of revenues, after Kraft Foods Inc., for
its largest grocer customers. Pepsi isn’t shy about using
that clout to try to wrest shelf space from Coke and
other rivals. “If we were only playing in carbonated soft

EXHIBIT 2 Coke vs. Pepsi

Pepsi never quite caught Coke in the
cola wars, but its portfolio strategy
has made it the long-term winner
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drinks, competitively we would be disadvantaged in
many ways,” says PepsiCo CEC Steven S. Reinemund.
“Being outside carbonated [soft drinks] makes sure
we're growing in the areas where there is growth.”

Isdell has said he’ll explore new beverage catego-
ries. If so, he’ll be starting well behind Pepsi. Pepsi
got a two-year jump on Coke in bottled water and later
outmaneuvered Big Red to acquire both SoBe and
Gatorade. As a result, Cokes Powerade has just a 17%
share of the fast-growing sports-drink segment in the
US., vs. 81% for PepsiCo’s Gatorade brand. And after
garnering justa 2.8% share of the popular energy-drink
category—vs. 58.5% for independent rival Red Bull—
Coke plans to try again with a second energy drink,
Full Throttle, in January.



But in reaching into new categories, Coke may
have to figure out how to get these beverages to mar-
ket using food brokers, since its dedicated bottlers have
been loath to handle new products that don’t approach
the high volumes of soda. Here, too, Pepsi has a head
start. Gatorade is already distributed through a well-
established system of brokers. Coke also may have
to reduce its profit expectations, since the margins on
noncarbonated drinks are generally lower. “Even with
premium price, they cannot achieve those [soda] mar-
gins in the New Age category,” warns Lance Collins,
founder of New Jersev-based Fuze Beverage LLc,
whose products include a diet pomegranate white tea.

The one area at Coke where the thinking has
changed since the height of the Goizueta era, though
not necessarily for the better, is marketing. At his
Atlanta funeral, Goizueta was eulogized to the strains
of id Like To Teach the World To Sing from Coke’s
syrupy but unforgettable commercials of the *70s. At
the height of its powers, the Coke marketing machine
could tarn even disaster into trimmph, as it did when
Coke tampered with its historic concentrate formula
in 1985. The sweeter new concoction backfired but
Coke seized the opportunity to build intense lovalty for
Coca-Cola Classic.

The marketing magic at Coke had begun to fade
even before Goizeta’s death. In the late "00s, Ivester
began shifting resources away from advertisingand into
blanketing the world with as many vending machines,
refrigerated coolers, and delivery trucks as Coke and
its bottlers could muster. The goal was simple ubig-
uity, while the niceties of brand-building were ignored.
“There wasno vision, no marketing,” recalls one former
executive. “It was all growth through distribution.”

This proved to be a costly shift. For one, vending
machines that were put into unconventional locations
such as auto-parts stores didn’t always pay off. Coke’s
lackluster advertising didn’t help, either. Ivester, who
had a deep distrust of Madison Avenue, tended to
starve the ad budget, believing that the iconic Coke
brand was powerful enough to sell itself. That began
to change under Daft, who hired Steven 1. Heyer, a
former ad exec, and promoted him to president. Then,
to evade the stifling Atlanta bureaucracy, he and Heyer
pushed decision-making out into the field. But the
move went wrong when Coke’s local marketers, sud-
denly unshackled, began producing racy ads, includ-
ing an [talian spot featuring a couple skinny-dipping.
That prompted Coke headquarters to reclaim control
and revert to bland Norman Rockwell-type ads. The
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result, says one former marketing executive, is an ero-
sion of Coke’s perceived value as a brand: “Starbucks
can charge $§2 for a cup of coffee, and they can barely
sell a 12-pack of Cokes for $2

In recent years, Coke showed signs of regaining its
footing on the marketing front, thanks in large part
to Heyer. But Heyer’s departure in June after he was
passed over for the top job was viewed as a big loss and
is likely to lead to an exodus of the talent he brought to
Coke during his three-year temure. His successor, long-
time Coke exec Charles B. “Chuck” Fruit, contends
that Coke is producing good ads but has been hurt by
a propensity to careen from campaign to campaign.
“We’ve suffered from an impatience that we're going
to have to overcome,” he says. “When we change cam-
paigns and have 11 different looks to a brand at any one
time, we're swimming upstream.”

“Simple Little Things”

To really break out, Coke could make a transformative
acquisition, as Pepsi did in the 1970s when it bought
Frito-Lay Inc. But Isdell is downplaying the notion
of a big, audacious fix for Coke’s troubles. In fact, he
readily admits that during one of his European tours he
passed on the chance to acquire Red Bull—the inde-
pendently owned, market-leading energy drink. Rather
than a gaudy acquisition, Isdell maintains that Coke’
redemption will come from its ability to better perform
the “millions of simple little things” that Coke emplov-
ees do around the globe each day. And Isdell is ada-
mant that there’s still growth in carbonated soft drinks.
The reason goes back to the bottom line: He says there
just aren’t many businesses for sale that produce the
lush margins—around 30%, some analysts estimate—
that Coke makes from selling its proprietary concen-
trate to bottlers. In the end, Isdell has come around to
the view that there’s plenty of growth left in soda pop.
“Regardless of what the skeptics may think, I know
that carbonated soft drinks can grow,” he told analysts
in mid-September.

That’s a remarkably conservative strategy for a2 man
who made his name as a change agent at the soda giant.
During his vears of helping Coke crack emerging mar-
kets in Africa, Asia, and Eastern Europe—assignments
that earned him the reputation as the “Indiana Jones
of Coke™—the gregarious former rugby plaver made
his mark as the revolutionary who was always will-
ing to challenge the corporate dogma. As a European
executive in the late 1980s, Isdell pushed the company
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into bottled water—a full decade before the cola-
cenitric managers did the same back in the U.S. “He got
an awful lot of grief from headquarters,” recalls Gavin
Darby, a former Coke executive.

And when Coke was poised to reenter India in 1993
after a 17-year absence, Isdell allowed his local manag-
ers to establish a beachhead by purchasing the leading
India soda maker, Parle, even though Coke had long
frowned on acquiring rival soda makers. Coke’s former
India chief, Jay Raja, recalls [sdell telling him to go for
it: “We agreed that we would ask for forgiveness instead
of permission.” Isdell’s instincts were proven right: At
a later board meeting, Goizueta hailed Isdell’s move,
which gave Coke 60% of the Indian soda market almost
overnight, as “the deal of the decade.” recalls Raja.

Notorious Board

Perhaps the biggest impediment Isdell faces, outsiders
say, is Coke’s board. More than anyone else, the direc-
tors, especially the powerful triumvirate of Warren E.
Buffett, Herbert A. Allen, and Donald Keough, are the
keepers of the flame at Coke. Over the vears they have
sirictly enforced obedience to the Goizneta Way. This
politburoc of the Goizueta era (of 14 directors, 10 date
back tothe late cEC) has chewed through two cEos in the
past five vears. Three directors are over the age of 70,
but don’t look for anv departures soon. Earlier this vear
the board waived Coke’s mandatory retirement age, 74,
to allow Buffett to remain and Keough to rejoin.

This is a group that believes in getting involved—
very involved—in company affairs. Many Coke insid-
ers feel that Daft, Isdells predecessor who abruptly
announced his retirement last February, never recov-
ered from Buffetts 11th-hour veto of his attempt to
steal Quaker Oats Co. from Pepsi in November, 2000.
The deal was quashed when the legendary financier
declared at a special board meeting that Quaker and
its powerful Gatorade brand weren’t worth giving up
10.5% of the Coca-Cola Co. Daft declined to speak for
this article except to say he retired for health reasons.
“The board has to challenge managements plan but
should not challenge its authority. The Coke board was
micro-managing,” savs John M. Nash, a board consult-
ant and former president of the National Association of
Corporate Directors.

So notorious is the Coke board that many blame it for
the humiliating rejections Coke received from a string
of cEO candidates the board conrted before anoint-
ing Isdell. Even Buffett’s prestige were not enough to
persuade James M. “Jim™ Kilts, head of Gillette Co.,
where Buffett was a director for years. Like Robert
A. Bekert of Mattel Inc. and Carlos M. Gutierrez of
Kellogg Co., Kilts passed on the opportunity to head
the world’s most powerful brand. (Indeed, one execu-
tive that Coke approached for the job was rankled by
the way Coke’s board leaked the names of people it was
pursuing. “It was like the search was playing out on
e, he says. “One of the greatest legacies that [Tsdell]
can leave behind is a reshaped board.”)

Board members have made clear their opposition
to product diversification, as well as their belief that
mergers aren’t what’s needed. At times they've even
involved themselves in operations. Keough rankled
some marketing staffers when earlier this year he per-
sonally killed an edgy TV ad—in which a teen wipes
a Coke can under his armpit before handing it to an
unwitting friend—that he deemed in poor taste. Isdell
maintains that he’ll be able to stand his ground with
Coke’s board. Sonva H. Soutus, a Coke spokeswoman,
says it 1s “presumptucus and unfair” to criticize Coke’s
board members, who she says have substantial stock-
holdings, bring a wealth of experience, and have taken
steps to address Coke’ problems.

Can Isdell return Coke to greatness? In some ways,
the clock 1s working against him. At 61, he may be
only a transitional cgc. Still, long-timers can some-
times bring special skills to rejuvenating a tired corpo-
rate culture. “A.G. Lafley was a product of Procter &
Gamble, and William Johnson was a product of [H.1]
Heinz,” notes Gary M. Stibel, a management guru at
Westport (Conn.)-based New England Consulting
Group. “They remembered what it was like when their
companies were great, and they returned them to that
greatness.” There are plenty of other examples, though,
such as Eastman Kodak Co., where a succession of
cEos was unable to break from the past and continued
to ride outdated models and product lineups nearly into
oblivion. As two cEcs have already discovered at Coke,
it isn’t easy following in the footsteps of a legend.

Source: Dean Foust, "Cone Flat,” BusinessWeek, December 20,
2004, 76-82,
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Markets and
Competitive Space

Markets are increasingly complex, turbulent, and interrelated, creating challenges for
managers in understanding market structure and identifving opportunities for growth. The
traditional view assumes that the market and competitive space are stable and changes
are predictable. Importantly, this perspective may be misleading and even dangerous
when market boundaries reconfigure because of new technologies and competition and
the emergence of new business designs (such as Google, Inc., the world’s leading Inter-
net search engine). Sustaining and building competitive advantage increasingly requires
altered strategic thinking about market boundaries and structure. Rapid technological
change, market convergence, Internet access, global competition, and the diversity of buy-
ers’ preferences in many markets require continuous monitoring to identify promising
business opportunities, assess the shifting requirements of buyers, evaluate changes in
competitive positioning, and gnide managers’ decisions about which buyers to target and
how to position brands to appeal to targeted buyers. A complete view of the market is
important, even when management’s interest centers on one or a few market segments
within a particular markef. Understanding the scope and structure of the entire market
is necessary to develop strategy and anticipate market changes and competitive threats.
Understanding markets and how they are likely to change in the future are vital inputs to
market-driven strategies.

Tllustrative of the challenges of transformation in markets and competitive space are
Eastman Kodak’s delayed responses to the potential disruptive impact of digital photog-
raphy on traditional film and camera markets. The pervasive impact of digital imaging
technology demanded a rapid change in Kodak’s business design and understanding of
the market.! Kodak’s revenues from its traditional products and services declined from
$10 billion in 2001 to an estimated $5 billion in 2007, when total revenues were expected
to exceed $10 billion. The consequences of Kodak’ delayed responses to the changing
markets include major financial losses, extensive layoffs, expensive plant closures, and
escalating debt. Kodak’s prior management (new CEOQ in June 2005) had underestimated
the speed and rate of decline of purchases in film markets around the world. The 25 percent
annual declines in Kodak’s film sales were more than three times greater than estimated
by management. While Kodak holds a strong position in the U.S. digital camera market,
adding to the firm’s financial problems are the very small margins on digital cameras.
Management decided to stop building digital market share in late 2006 at the expense
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of profitability and halted production of digital cameras, outsourcing manufacturing to a
Singapore-based supplier. The company was expected to reach breakeven on digital camera
sales at the end of 2006,

Kodaks competitive threats are not unique. Leica, the luxury traditional camera pro-
ducer, was close to collapse in 2005 but management forecast better performance in 2006
with the introduction of its M8 digital rangefinder model. Many companies and industries
are experiencing major changes in their core markets. Strategic thinking in changing mar-
kets confronts executives with complex challenges but also exciting opportunities. These
new challenges are driven by demanding customers with changing value requirements,
aggressive global competition, market turbulence, rapid emergence of new and increasingly
turbulent technologies, and the escalating globalization initiatives of many companies.

The Kodak illustration highlights several important issues concerning markets and
competitive space. The changes described show how competitive threats may develop from
new competition (electronics firms). Importantly, the rapid growth of digital photography
points to the importance of market sensing and strategic vision in assessing the nature and
scope of new competitive threats and guiding strategic initiatives to counter the threats.

The chapter begins with a discussion of how markets and strategies are interrelated,
followed by an approach to determining product-market scope and structure. Next, we
lock at how buvers are described and analyzed, and examine the important process of
competitor analysis. Guidelines follow for developing a strategic vision about the scope
and composition of markets in the future. Finally, we consider how to estimate market size.
Fmancial Analysis guidelines are included in the Appendix.

Markets and Strategies

Knowledge about markets and competitive space is essential in guiding business and mar-
keting strategies. First, we look at how markets impact strategy and discuss the importance
of thinking ocutside the competitive box. Next, we examine several forces that are creating
changes in market boundaries and structure, and consider the need to define markets in
terms of buyers’ needs and product benefits.

Markets and Strategies Are Interlinked

Market changes often require altering business and marketing strategies. Managers who do
not understand their markets and how they will change in the future may find their sirate-
gies inadequate as buvers’ value requirements change and new products become avail-
able which better satisfy buyers’ requirements. Many forces are causing the transformation
of industries and are changing the structure of markets and nature of competition. These
influences create both market opportunities and threats by altering the nature and scope of
products, markets, and competitive space. Market-driven companies proactively alter their
strategies to deliver superior value to existing and new customers. For example, PepsiCo
shows impressive performance in understanding and catering to changing tastes in the bev-
erage and snacks market, rather than trying to change them.” The company faces the facts
about market c¢hange and adapts products to them. To capitalize on the growing market for
New Age herbally enhanced beverages, PepsiCo acquired SoBe Beverages in 2001, and
extended the brand into an energy drink for the school age market—SoBe No Fear—and
SoBe Fuerte, aimed at the Hispanic market. Sabritas chips were brought in from PepsiCo’s
Mexican subsidiary targeting the foreign-born segment of the large and escalating U.S.
Hispanic market. PepsiCo defines its mission as serving the consumer, not protecting its
existing brands.
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EXHIBIT 2.1
Opportunities
Outside the
Competitive Box

Thinking Outside the Competitive Box?

Not surprisingly there is a tendency for executives to think in terms of a stable “competitive
box™ around their businesses—defined by technology, geography, competitors, and the
existing customer base. This frame of reference enables analytical tools to be success-
fully applied, research to be carried out, and plans to be made. This traditional perspec-
tive is logical in stable markets but fails to address the reality that the real threats as well
as exciting opportunities may be present outside the conventional competitive box shown
in Exhibit 2.1. Increasingly, new markets, new types of competition, and new business
designs are emerging which fuel market growth and cannibalize the existing customer base
of incumbents’ markets. Importantly, effective processes for understanding markets and
competitive space and guiding the strategic initiatives appropriate for the markets require
strategic thinking outside the competitive box.

An Array of Challenges

Changes in markets are drastically altering opportunities and competitive space and
increasing the importance of strategic thinking in these changing markets. Disruptive inno-
vation, commeditization of product designs, creation of new market space, and fast chang-
ing markets are challenges that underline the need to identify changes in the market(s) and
diagnose the strategic implications of the changes.

Disruptive Innovation

These imnovations provide simpler and less costly ways to match the value requirements
offered by the products (goods and services) of incumbent firms serving the market.* Exam-
ples of disruptive innovations and new business models are illustrated by Amazon.com on
traditional bookstores, digital photography on cameras and film, and steel mini-mills on
integrated mills. The opportunity for market access by disruptive innovations is created by
the products of incumbent firms in the market which are exceeding the value requirements
of buvers. Disruptive innovations may meet the needs of new segments or entire markets.

The Competitive Box
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Strategy Feature Google s Disruptive Impact

Google is renowned as the leading Internet search engine. Established in 1998, Goagle was
valued at $23 billion when it was floated on the stock marketin 2004, and made annual profits
of nearly $3 billion in 2006. The company's strategy initiatives reveal ambitions beyond search:

+ Initial income was from search-related advertising—

Google had online advertising income of $11
billion in 2007.

tion to leverage capabilities in areas other than
simply Web searching.
+ Google is targeting the global advertising industry—

O O le + The company's strategy is expressed as “100 per-
. ; cent relevant beyond search,” indicating its inten-

Web |moges Groups News Froogle™™ mere>> online and off-line. Recent developmentsinclude a
[ plarcwiinet move into video (through the purchase of YouTube
Google Search | i Fesiing Lueky! |  -anwsae ot as an outlet for video advertising); audio (by the

Make Googla Your Homapagel

acquisition of dMarc, an automated network sell-
ing radio advertising, and a deal with ClearChan-
nel, the world’s largest radio company); and print

Advertising Programs - Susiness Solutions - About Google (with an agreement to sell advertising on behalf of

66 LS. newspapers).
+ Google is partnering with media companies to sup-

1©2004 Googla - Searching 4.265.195,74 web pages ply video content to affiliated websites—induding

MTV. It has formed an alliance with News Corpora-

tion's MySpace to access social networking.

+ Google is now positioning itself as a rival to Microsoft—Google Apps allows users to off-
load their e-mail systems to Google, while keeping their own e-mail addresses, as well as
providing an online office productivity suite to compete directly with Microsoft’s Office
package. Google offers a free e-mail service—Gmail—challenging Microsoft’s Hotmail;
Picasa to allow online photo storage; Google Earth and Google Maps; free Web publish-
ing; and is working on computer security products.

+ Plansfor e-book digitization—scanning books and making them online searchable—aims
to do the same for books as the iPod did for music.

+ Google's mission is to “organize the world’s information” and not simply to personalize
advertising, but to organize people’s daily lives.

Sources: Tony Allen-Mills, “Search Me?,” The Sunday Times, May 27, 2007, 1-13; Robert D. Hef, “Google

Steps into Microsoft’s Office,” BusinessWeek, February 12, 2007, 62-64; Richard Waters, “Act Two: How

Google Is Musding Its Way into the Advertising Mainstream,” Hnancial Times, January 19, 2007, 13; Richard
Waters, “All Eyes on Google Advertising ™ Angncial Times, April 17, 2007, 22,

Disruptive innovations may impact various technologies and industries. Indications of
these new threats to existing firms can often be identified through perceptive market sens-
ing outside the competitive box. Complacency and management’s hesitancv to consider
options bevond the core business focus are potential problems. When indications are found
that markets are changing, strategic thinking initiatives need to be pursued. The strategic
development of Google is illustrative of the disruptive changes that can be created by an
able competitor. This is described in the STRATEGY FEATURE.

Commoditization Threats

When medularization (preducts comprised of standardized components) ocours prod-
ucts become commodities, making it difficult to earn anything more than subsistence
returns.” For example, when the personal computer (PC) market became comm oditized the
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opportunity for profits shifted to microprocessors (Intel) and operating system software
(Microsoft). Commoditization was a key factor for IBM’s management in deciding to move
out of the PC market. The business was sold to Lenovo, the leading Chinese PC company.

The potential effect of commoditization in markets highlights the importance of devel-
oping a vision about how the market is likely to change in the future, and deciding what
business strategy initiatives to pursue. Strategies to overcome comm oditization threats may
involve competing at a different stage in the value chain or moving into a different product
category that provides attractive growth and profit opportunities.

Creating New Market Space

Kim and Mauborgne offer an interesting and relevant perspective on how companies can
create new market space.’ These actions require finding and pursuing opportunities to offer
potential buyers value in markets and segments that are not being served. The purpose
is to target new opportunities where buyers’ value requirements are not being satisfied
by existing products. For example, unit sales of camera phones were estimated to exceed
400 million units in 2006, over four times digital camera sales.” Cell phone users have
access to digital photography because the camera is subsidized by wireless carriers. This
creates new market space and new uses by digital camera users. Creating new market space
requires changing management’s traditional strategic perspective of looking for market
opportunities inside the Competitive Box.

Fast Changing Markets

Increasingly, fewer markets are stable, and instead, many are changing rapidly. Fast chang-
ing markets require modifications in management’s strategic thinking. Indications of
changes are signaled by shifting customer value requirements, new technologies, changes
in competitive space. and new business models. Fast changing markets may sometimes
be difficult to predict and strategy initiatives may necessitate trial and error adjustments
gnided by market responses. Not acknowledging or responding to the threats and require-
ments of fast changing markets is the real danger. Importantly, even in markets assumed to
be comparatively stable, innovation can quickly alter market space.

Matching Needs with Product Benefits

The term prodiuct-market recognizes that a market exists only when there are buyers with
needs who have the ability to purchase goods and services and products are available to
satisfy the needs. There is a compelling logic that competitive strength comes from putting
customer needs at the center of a company’s operations; that this perspective should guide
strategic thinking for markets. For example, Progressive Insurance shows remarkable sales
growth and shareholder value creation by its focus on the most important needs of its cus-
tomers. The INNCOVATION FEATURE describes how the company has adapted its opera-
tions to effectively meet customer needs.

Markets are comprised of groups of people who have the ability and willingrness to buy
something because they have a need (value requirement) for it.® The ability to buy and
willingness to buy indicate that there is demand for a particular product. People with needs
and wants buy the benefits provided by a good or service to satisfy either a household
or organizational use situation. A product-market matches people with needs—needs that
lead to a demand for a good or service—to the product benefits that satisfy those needs.
Thus, a product-market combines the benefits of a product with the needs that motivate
people to express a demand for that product.

Accordingly, markets are defined in terms of needs substitutability among different
products and brands and by the different ways in which people choose to satisfy their



Innovation Feature Progressive Insurance: Customer

Needs at the Center of Strategy

+ In the period 1994 to 2004, Progressive Insurance increased sales from $1.3 billion to
$9.5 billion, and ranks high in the BusinessWeek Top 50 U.S. companies tor shareholder
value creation,

+ The company invents new ways of providing services to save customers time, money,
and irritation, while otten lowering costs at the same time,

+ Loss adjusters are sent to the road accidents rather than working at the head oftice, and
they have the power to write checks on the spot,

+ Progressive reduced the time needed to see a damaged automobile from seven days to
nine hours.

+ Policyholders’ cars are repaired quicker, and the tocus on this central customer need has
won much auto insurance business for Progressive.

+ Theseinitiatives also enable Progressive to reduce its own costs—the cost of storing a dam-
aged automobile for a day is $28, about the same as the profit from a six-month palicy.

Source: Adapted from Adrian Mitchell, "Heart of the Matter,” The Marketer, June 12, 2004, 14,

needs. “A product-market is the set of products judged to be substitutes within those usage
situations in which similar patterns of benefits are sought by groups of customers ™ The
influence of competing brands becomes stronger the closer the substitutability and the
more direct the competition. The Ford Taurus competes directly with the Tovota Camry,
whereas in a less direct vet relevant way, other major purchases (e.g., vacation travel) com-
pete with automobile expenditures due to the buyer’s budget constraints.

As an example, a financial services product-market for short-term investments may
include monev market accounts, mutual funds, U.S. Treasury bills, bank certificates of
deposit, and other short-term investment alternatives. If one type of product is a substitute
for another, then both should be included in the product-market.

By determining how a firm % specific product or brand is positioned within the product-
market, management can monitor and evaluate changes in the product-market to decide
whether alternate targeting and positioning strategies and product offerings are needed. When
defining a product-market, it is essential to establish boundaries that are broad enough to con-
tain all of the relevant product categories which are competing for the same buver needs.

Defining and Analyzing Product-Markets

In the remainder of the chapter we discuss the activities involved in defining and analyzing
product-markets. The steps are shown in Exhibit 2.2, beginning with determining product-
market boundaries and structure,

Determining Product-Market Boundaries and Structure

Product-market boundaries and structure provide managers with important information for
developing business and marketing strategies, and alert management to new competition.
Considering only a companys brands and the direct competitors may mask potential com-
petitive threats or opportunities.

Product-Market Structure

A company’s brand competes with other companies’ brands in generic, product-type, and
product-variant product-markets. The generic product-market includes a broad group of

53



54 Part Two Markets, Segments, and Customer Value

EXHIBIT 2.2 Determine the Boundaries
Defining and and Structure of the

Product-Market
Analyzing

Product-Markets

N

Form the
Product-Market

N

Describe and
Analyze End Users

'

Analyze
Competition

'

Forecast
Market Size and
Rate of Change

products that satisfy a general, vet similar, need. For example, several classes or types of
products can be combined to form the generic product-market for kitchen appliances. The
starting peint in determining product-market boundaries is to identify the particular need
or want that a group of products satisfies, such as performing kitchen fimctions. Since
people with a similar need may not satisfy the need in the same manner, generic product-
markets are often heterogeneous, containing different end-user groups and several types of
related products (e.g., kitchen appliances).

The product-type product-market includes all brands of a particular product type,
siuch as ovens for use in food preparation by consumers. The product type is a product
category or product classification that offers a specific set of benefits intended to satisfy
a customer s need or want in a specific way. Differences in the products within a product-
type product-market may exist, creating product-variants.'° For example, electric, gas,
and microwave ovens all provide heating functions but employ different technologies.

Guidelines for Definition

In defining the product-market, it is helpful to indicate (1) the basis for identifying buyers
in the product-market of interest (geographical area, consumer/business, etc.); (2) the mar-
ket size and characteristics; and (3) the brand and/or product categories competing for the
needs and wants of the buyers included in the product-market.

The composition of a product-market can be determined by following the steps shown
in Exhibit 2.3. We illustrate how this process can be used to determ ine the composition of
the kitchen appliance product-market. Suppose top management of a kitchen appliance
firm is considering expanding its mix of products. The company’s present line of laun-
dry and dishwashing products meets a generic need for the kitchen functions of cleaning.
Other kitchen use situations include heating and cooling of foods. In this example the
generic need is performing various kitchen functions. The products that provide kitchen
functions are ways of satisfying the generic need. The break out of produets into specific
product-markets (e.g., A, B, C, and D) would include equipment for washing and drying



EXHIBIT 2.3

Determining the
Composition of a

Product-Market

EXHIBIT 2.4
Ilustrative Fast-Food
Product-Market
Structare
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Start with the generic need satisfied by
the product category of interest to
management

v

Identify the product categories (types)
ihat can salisty the generic need

N7

Identity the specific product-markets
within the generic: product-market

Tt R N N

clothing, appliances for cooling food, cooking appliances, and dishwashers. The buvers in
various specific product-markets and the different brands competing in these product-markets
can be identified and analvzed. The process of mapping the product-market structure begins
by identifving the gereric need (finction) satisfied by the product of interest to management.
Need identification is the basis for selecting the products that fit nto the product market.

An example of the product-market structure to meet people’ needs for food is shown in
Exhibit 2.4. A fast-food restaurant chain such as MecDonald’s should consider more than its
regular customers and direct competitors in its market opportunity analysis. The consumption
need being satisfied is fast and comvenient preparation of food. The buyer has several ways of
meeting the need such as purchasing fast foods, preparing food in the microwave in the home,
patronizing supermarket delis, buving prepared foods in comvenience stores, and ordering
take outs from traditional restawrants. The relevant competitive space includes all of these
fast-food sources. It is essential to analyze market behavior and trends in the product-markets
shown in Exhibit 2 4, since competition may come from any of the alternative services.

Forming Product-Markets

The factors that influence how product-market boundaries should be determined include
the purpose for analyzing the product-market, the rate of changes in market composition
over time, and the extent of market complexity.

Purpose of Analysis

If management is deciding whether or not to exit from a business, primary emphasis may
be on financial performance and competitive position. Detailed analysis of the product-
market may not be necessary. In contrast, if the objective is finding one or more attractive

Microwave
Supermarkels

Convenience —- raditional
stores restaurants
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market segments to target in the product-market, a much more penefrating analysis is
necessary. When different products satisfy the same need, the product-market boundaries
should contain all relevant products and brands. For example, the photography product-
market should include digital cameras, related equipment and services, and conventional
cameras, film, and services. Product-market boundaries should be determined in a manner
that will facilitate strategic thinking, enabling management to capitalize on existing and
potential opportunities and to avoid possible threats.

Changing Composition of Markets

As discussed earlier product-markets may change as new technologies become available
and new competition emerges. New technologies offer buyers different ways of meeting
their needs. For example, fax technology gave people in need of overnight letter delivery
an alternative way to transmit the information. The entry into the market by new competi-
tors also alfers competitive space.

Industry classifications often do not clearly define product-market boundaries. For
example, people may meet their needs for food with products from several industries as
shown in Exhibit 2.4. Industry-based definitions do not consider alternative ways of meet-
ing needs. Industry classifications typically have a product supply rather than a customer
demand orientation. Of course, since industry associations, trade publications, and govern-
ment agencies generate a lot of information about products and markets, information from
these sources should be included in market analysis. However, market analysis activities
should not be constrained by industry boundaries.

Extent of Market Complexity

Three characteristics of markets capture a large portion of the variation in their complexity:
(1) the fimctions or uses of the product needed by the customer, (2) the technology used in
the product to provide the desired function, and (3) the different customer segments using
the product to perform a particular function.'!

Customer fimection considers the role or purpose of the good or service. It is the value
provided to the customer. Thus, the function provides the capability to satisfy the value
requirements of the customer. In the case of the personal computer, the function performed
may be entertainment for the household, information search, Internet purchasing, or the
performance of various business functions.

Different fechnologies mayv satisfy the use situation of the customer. Steel and alumi-
num materials meet a similar need in various use situations. The technology consists of
the materials and designs incorporated into products. In the case of a service, technology
relates to how the service isrendered. For example, voice calls can be sent via the Internet,
traditional phone lines, and wireless phones.

Customer segment recognizes the diversity of the needs of customers in a particular
product-market such as automobiles. A specific brand and model won't satisfy all buy-
ers’ needs and wants. Two broad market segments for automobile use are households and
organizations. These classifications can be firther divided into more specific customer seg-
ments, such as preferences for European-style luxury sedans, sport utility vehicles, and
sports cars.

It is mportant to focus on the consumer (or organizational) end-user of the product
when defining the market, since the end-user drives demand for the product. When the
end-users’ needs and wants change, the market changes. Even though a producer con-
siders the distributor to which its products are sold to be the customer, the market is
really defined by the consumer and organizational end-users who purchase the product for
consumption.
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lllustrative Product-Market Structure

Suppose you are a brand manager for a cereal producer. You know that brands like Life,
Product 19, and Special K compete for sales to people that want nutritional benefits from
cereal. Nonetheless, our earlier discussion highlights the value of considering a more com-
plete picture of how competing brands like Life, Product 19, and Special K also may expe-
rience competition from other ways of meeting the needs satisfied by these brands. For
example, a person may decide to eat a Kellogg’s Nuiri-Grain cereal bar instead of a bowl of
cereal, and the consumer may want to vary the type of cereal, eating a natural or regular type
of cereal. Because of the different product types and variants competing for the same needs
and wants, the cereal brand manager should develop a picture of the product-market structure
within which her/his brand is positioned. Exhibit 2.5 provides an illustrative product-market
structure for cereals. The diagram can be expanded to portray other relevant product types
(e.g.. breakfast bars) in the generic product-market for food and beverages.

Describing and Analyzing End-Users

After determming the product-market structure it is useful to develop profiles of end-user
buyers for the generic, product-type, and product-variant levels of the product-market

EXHIBIT 2.5
Hhustrative Product-

Market Struct Food and beverages * Generic praduct

for breakiast meal class

* Product type

Ready to eat * Variant A

Produet 19 Special K ‘Brands
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Data: hational Bureau of Statistics, China
Source: “Let a Thousand Brands Bloom,” BusinessWeek, October, 17, 2005, 58,

(Exhibit 2.2). Buyers are identified described value requirements are indicated, and envi-
renmental influences (e.g., interest rate trends) determined. Analysis of the buyers in the
market segments within a product-market is considered in Chapter 3.

Identifying and Describing Buyers

Characteristics, such as family size, age, income, geographical location, sex, and cccupa-
tion are often useful in identifying buvers in consumer markets. Illistrative factors nused
to identify end-users in organizational markets include type of industry, company size,
location, and types of products. Many published sources of information are available for
use in idenfifying and describing customers. Examples include U.S. Census data, trade
association publications, and studies by advertising media (TV, radio, magazines). When
experience and existing information are not adequate in determining buyers, research stud-
ies mayv be necessary to identify and describe customers and prospects.

An interesting profile of per capita income variations across China is shown in the
GLOBAL FEATURE." Note the huge differences between Rural and Urban income. Rec-
ognizing these income variations, Haier, the leading appliance producer in China, designs
its larger washing machines for Chinese cities, but offers a very small model at $37 for
poorer areas. The Chinese population information is useful in identifving and describing
buyers where income is a relevant predictor of purchases of goods and services such as
automobiles and kitchen appliances,
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How Buyers Make Choices

Often, simply describing buyers does not provide enough information to guide market tar-
geting and positioning decisions. We also need to try to find out why people buy products
and specific product brands. In considering how customers decide what to buy, it is useful
to analyze how they move through the sequence of steps leading to a decision to purchase
a particular brand. Buyers normally follow a decision process. They begin by recognizing
a need (problem recognition); next, they seek information; then, they identify and evaluate
alternative products; and finally, they purchase a brand. Of course, the length and complex-
ity of this process varies by product and purchasing situation. Decisions for frequently
purchased products with which a buyer has past experience tend to be routine. One part
of studying buyer decision processes is finding out what criteria people use in making
decisions. For example, how important is the brand name of a product in the purchase
decision?

[llustrations of the buying decision process stages for a consumer purchase and an
organizational purchase are shown in Exhibit 2.6. The consumer purchase involves a porta-
ble CD player purchased by a student. whereas the organizational purchase is for a portable
CD player component from an outside supplier. Both processes move through the major
stages in the buying decision process, but the issues and activities are quite different.

EXHIBIT 2.6 Comparing the Stages in Consumer and Organizational Purchases

Source: RogerA. Kenn, Steve W. Hartley, and William Fudelius, Markedng Iee Core (Burr Fidge, [L: MeGraw-Hill/Irwin, 2004), 129,
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EXHIBIT 2.7
Population Trends for
the 50 States in the
United States: 1995
to 2025

Source: U.S. Burean ofthe
Census, Population Division,
FPL-4T

Environmental Influences

The final step in building customer profiles is to 1dentify the external environmental factors
that mfluence buvers and thus impact the size and composition of the market over time.
These influences include government actions (e.g., tax cuts), social change, economic
shifts, technology, and other factors that may alter buvers’ needs and wants. Typically, these
factors are not controlled by the buyer or the firms that market the product, and substantial
changes in environmental influences can have a major impact on customers” purchasing
activities. Therefore, it 1s important to identify the relevant external influences on a product-
market and to estimate their future impact. During the past decade various changes in
market opportunities occurred as a result of uncontrollable environmental factors. Illustra-
tions meclude the shifts n population age-group composition, changes in tax laws affecting
investments, and variations in interest rates. Consider, for example, the population trends
for the 50 states in the United States from 1995 to 2025. Note that some states (Exhibit 2.7)
display high growth rates while others are declining in size. Residential construction rates
and various other product-markets will be impacted by differences in population growth
across regions and states in the U.S.

Building Customer Profiles

Describing customers begins with the generic product-market. At this level customer pro-
files are likely to describe the size and general composition of the customer base. For
example, the commercial air travel customer profile for a specified geographical area
(e.g., South America) would include market size, growth rates, mix of business and pleas-
ure travelers, and other general characteristics. The product-type and variant profiles are
more specific about customer characteristics such as needs and wants, use situations, activ-
ities and interests, opinions, purchase processes and choice criteria, and environmental
influences on buying decisions. Normally, product-type analysis considers the organiza-
tion’s product and closely related product types.

In developing marketing strategy, management is concerned with deciding which buy-
ers to target within the product-market of interest and how to position to each target. The
customer profiles help to guide these decisions. The profile information is also useful in
deciding how to segment the market. More comprehensive customer analyses are neces-
sary in market segmentation analysis, which we discuss in Chapter 3.
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Analyzing Competition

EXHIBIT 2.8
Analyzing the
Competition

Competitor analysis considers the companies and brands that compete in the product-
market of interest. Analyzing the competition follows the five steps shown inExhibit 2.8.In
Step 1 we determine the competitive arena in which an organization competes and describe
the characteristics of the competitive space. Steps 2 and 3 identify, describe, and evaluate
the organizations key competitors. Steps 4 and 5 anticipate competitors’ future actions and
identify potential competitors that may enter the market.

Defining the Competitive Arena

Competition often includes more than the firms that are direct competitors, like Coke
and Pepsi. For example, the different levels of competition for diet colas are shown in
Exhibit 2.9. The product variant is the most direct type of competition. Nevertheless, other
product categories of soft drinks also compete for buvers, as do other beverages. A com-
plete understanding of the competitive arena helps to guide strategy design and imple-
mentation. Since competition often occurs within specific industries, study of the industry
structure is useful in defining the competitive arena, recognizing that more than one indus-
try may be competing in the same product-market, depending on the complexity of the
product-market structure. For example, the digital photography product-market includes
traditional camera and film competitors and electronics industry competitors.

Industry Analysis

Competitor analysis is conducted from the point of view of a particular firm. For example,
a soft drink firm such as Coca-Cela should include other beverage brands in its industry
analysis. Two kinds of information are needed: (1) a deseriptive profile of the industry;
and (2) an analysis of the value chain (distribution) channels that link together the various
organizations in the value-added system from suppliers to end-users. Thus, the industry
analysis is horizontal and covers similar types of firms (e.g., soft drink producers), whereas
the value chain analysis considers the vertical network of firms that supply materials and/
or parts, produce products (and services), and distribute the products to end-users.

The industry analysis inchades: (1) industry characteristics and trends, such as sales,
number of firms, and growth rates; and (2) operating practices of the firms in the industry,
meluding product mix, service provided barriers to entry, and geographical scope. Many
industries provide information in publications and websites that is useful in the analysis.
Industry associations also publish researchreports which typically include growth forecasts.

> Define the competitive arena for the generic, specific, and variant product-markets.
> Identify key competitors.

> Evaluate key competitors,

4 > Anticipate actions by competitors.

5 Identify and evaluate potential competitors.
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EXHIBIT 2.9
Examples of Levels

of Competition

Source: Donald R. Lehmamn
and Russell 5. Winer, Ang fisis
Jor Markedng Planning, 4th ed
{Burr Ridge, IL: Richard D
Irwin, 1997),22. Copyright @
The McGraw-Hill Comparies
Used with permission

Product form
competition:
diet colas

Preduct
cateqory
cornpettion:
soft drinks

Generic
competition:
beverages

Budget
corpettion:
food and
entertzinment

First, we need to identify the companies that comprise the industry and develop descrip-
tive information on the industry and its members. It is important to examine industry
structure beyond domestic market boundaries, since international industry developments
often affect regional, national, and nternational markets. It is also necessary to include all
relevant industries in the analvsis. For example, as shown in Exhibit 2.10, including only
the firms providing traditional long distance phone services would provide an incomplete
assessment of the industries and firms that provide services. The traditional boundaries
between phone companies, cable providers, and other tech firms are changing rapidly. Note
the large differences in revenue growth.

The industry identification is based on product similarity, location at the same level
in the value chain (e.g., manufacturer, distributor, retailer) and geographical scope. The
industry analysis considers:

* Industry size, growth, and composition.

* Typical marketing practices.

* Industry changes that are anticipated (e.g., consolidation trends).
s Industry strengths and weaknesses.

= Strategic alliances and potfential mergers/acquisitions among competitors.

Analysis of the Value-Added Chain

The study of supplier and distribution channels is important in understanding and serv-
ing product-markets. While some producers may go directly to their end-users, many work
with other organizations through distribution channels. The extent of vertical integration
by competitor backward (supply) and forward toward end-users is also useful information.
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EXHIBIT 2.10 The Shifting Telecom Landscape

Source: “The Shifing Telecorm Lardscape * BusinessiFesk, February 28,2005, 36,
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£ 02 $ 03 f 05 f 1.0 $ 16 $ 25 65.7%
2.8 3.5 4.0 4.2 4.6 4.8 11.4
20.7 18.2 16.0 13.6 11.3 9.2 =15.0
263 26.7 26.4 26.1 25.8 255 =0.6
26.1 245 23.0 21.3 19.7 18.2 7.0
44.8 45.6 46.6 47.1 46.8 45.4 0.3
46.9 42.2 39.0 36.2 34.0 323 -7.25
%15 108.7 119.2 132.8 144.5 153.6 10.9
$260.7 $271.5 $277.0 $285.0 $291.3 $294.9 2.5%

*Includes Inferret access, privale data lmes, ATM traffic, and framre relay data: In-Stat/MDR

The types of relationships (cellaborative or transactional) in the distribution channel shonld
be identified and evaluated. The extent of ocutsourcing activities in the value chain is also
of interest. Different channels that access end-user customers should be included in the
chamnel analvsis. By looking at the distribution approaches of industry members, we can
identify important patterns and trends in serving end-users. Value chain analvsis may also
uncover new market opportunities that are not served by present channels of distribution.
Finally, information from various value chain levels can help in forecasting end-user sales.

The use of outsourcing mamufacturing and other business functions expanded rapidly in
the United States and Emrope during the last decade. By outsourcing an organization may
gain strategic advantage by focusing on its core competencies, while outsourcing other
necessary business functions to independent partners. Thus, analysis of outsourcing activi-
ties may be an important aspect of competitor analysis.

Competitive Forces

Different competitive forces are present in the valie-added chain. The traditional view
of competition is expanded by recognizing Michael Porter’s five competitive forces that
impact industry performance:

1. Rivalry among existing firms.
2. Threat of new entrants.

3. Threat of substitute products.
4. Bargaining power of suppliers.
5. Bargaining power of buyers.”

The first force recognizes that active competition am ong industry members helps deter-
mine industry performance, and it is the most direct and intense form of competition. The
aggressive competition between General Motors and Toyota is illustrative. Rivalry may
oceur within a market segment or across an entire product-market. The nature and scope of
competition may vary according to the maturity of the industry.
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The second force highlights the possibility of new competitors entering the market.
Existing firms may fry to discourage new competition by aggressive expansion and other
types of market entry barriers. The entry of Wal-Mart into the supermarket business has
substantially expanded and intensified the competitive arena in this market.

The third force considers the potential impact of substitutes. New technologies that sat-
isfy the same customer value requirement are important sources of competition. Including,
alternative technologies (e.g., disruptive innovations) in the definition of product-market
structure identifies substitute forms of competition.

The fourth force is the power that suppliers may be able to exert on the producers in an
industry. For example, the high costs of labor exert major pressures on the commercial air-
line industry. Coke and Pepsi exert important influences on their independent bottlers and
encourage collaboration. Companies may pursue vertical integration strategies to reduce
the bargaining power of suppliers. Collaborative relationships are useful to respond to the
needs of both partners.

Finally, buvers may use their purchasing power to influence their suppliers, Wal-Mart,
for example, has a strong influence on the suppliers of its many products. Understand-
ing which organizations have power and influence in the value chain provides important
insights into the structure of competition.

Key Competitor Analysis

Competitor analysis is conducted for the firms directly competing with each other
(e.g., Nike and Reebok) and other companies that management may consider important in
strategy analysis (for example, potential market entrants). The rapid expansion of competi-
tor ntelligence activities by many companies in the last decade highlights the high priority
executives place on monitoring competitors’ activities. Many companies around the world
have developed very effective intelligence units. Nonetheless, there are important ethical
and legal issues to consider in competitive intelligence gathering. These issues are illus-
trated in the ETHICS FEATURE.

We now lock at two major aspects of competitor analysis: (1) preparing a descriptive
profile for each competitor; and (2) evaluating the competitor’s strengths and weaknesses
(Steps 2 and 3 of Exhibit 2.8).

Describing and Evaluating the Competitor

A key competitor is any organization going after the same market target as the firm con-
ducting the analysis. American and Southwest Airlines are key competitors on many U.S.
routes. Key competitors are brands that compete in the same product-market or segment(s)
within the market (Motorola, Nokia, and Samsung cell phones). Different product types
that satisfiv the same need or want may also actively compete against each other. Thus,
microwave dinners may compete with fast-food operators.

Information which is typically included in the competitor profile is shown in Exhibit 2.11.
Sources of information include annual reports, industry studies by government and pri-
vate organizations, business magazines and newspapers, industry trade publications and
websites, reports by financial analvsts (e.g., Vahe Line Investment Survey), government
reports, standardized data services (e.g., Information Resources, Inc. and Nielsen), data-
bases, suppliers, customers, company personnel, and salespeople. Direct contact with the
research directors of trade publications is often a useful source of information about the
industry and key competitors.

It is important to gain as much knowledge as possible about the background, experience,
qualifications, and temure of key executives for each major competitor. This information
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EXHIBIT 2.11
Describing and
Evaluating Key
Competitors

Most competitive intelligence gathering relies on publicy available information and the
views of distributors and customers. However, there are important limits to the behavior of
intelligence gatherers. The Society of Competitive Intelligence Protessionals outlaws mis-
representation by intelligence gatherers in its code of ethics. Nonetheless, there are grey
areas, which raise serious ethical dilemmas:

+ What it intelligence researchers pose as something else—conterence organizers, head-
hunters, students, or journalists to tease information out of intelligence targets?

+ |sit acceptable if competitor staff members are interviewed for phantom jobs which do
not exist, to see what they reveal when questioned?

¢ Isit reasonable for researchers to pose as customers to collect competitor information?

Unethical intelligence gathering practices carry substantial risks it discovered, and are
completely unacceptable to reputable companies. Many organizations now operate eth-
ics compliance systems, and report corporate citizenship actions to shareholders and
investors,

Direct contact with competitors to gather intelligence may be interpreted as “inappro-
priate conversafions” assodated with anti-competitive behavior, and attract investigation
and punishment by regulatory bodies,

Source: Stephen Oversll, “Agents Who Shed Light on Hidden Corporate Life,” Financlal Times, Monday,
March 12, 2001, p. 14; Joseph Weber, “The New Ethlcs Enforcers,” BusinessWeek, February 13, 2008, 76-77.

= Business scope and objectives

» Management experience, capabilities, and weaknesses
» Market position and trends

= Market target(s) and customer base

» Positioning strategy for each target

= Distinetive capabilities

= Fmancial performance (current and historical)

includes the executives’ performance records, their particular areas of expertise, and the
firms where they were previously emploved. These analyses may sugeest the future strate-
gic initiatives of a kev competitor.

Market targets and customer base analyses center on the market segments targeted by
the competitor and the competitor’s actual and relative market-share position. Relative
market position is measured by comparing the share of the firm against the competitor with
the highest market share in the segment. All segments in the product-market that could be
targeted by the firm should be included in the competitor evaluation.

The competitor’s past performance offers a useful basis for comparing competitors. The
customer value proposition offered by the competitor for each segment is important infor-
mation. This may indicate competitive opportunities as well as a possible threat. The com-
petitor’s distinctive capabilities need to be identified and evaluated.

An analysis of each competitor’s past sales and financial performance indicates how
well the competitor has performed on a historical basis. Competitor ratings are also use-
ful in the comparisons (e.g., Consumer Reports). A typical period of analysis is three to
five vears or longer depending on the rate of change in the market. Performance informa-
tion may include sales, market share, net profit, net profit margin, cash flow, and debt.
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Additionally, for specific types of businesses other performance information may be use-
ful. For example, sales-per-square-foot is often used to compare the performance of retail
stores. Operating cost per passenger mile is a relevant measure for airline performance
comparisons.

Assessing how well competitors meet customer value requirements requires finding out
what criteria buyers use to rate each supplier. Customer-focused assessments are more
useful than relying only on management judgments of value delivery. Measurement meth-
ods include customer comparisons of value attributes of the firm versus its competitors,
customer surveys, loyalty measures, and the relative market share of end-use segments.'*
Customer value assessment is further considered in Chapter 4.

Using the competitor information, we can develop an overall evaluation of the key com-
petitor’s current strengths and weaknesses. Additionally, the summary assessment of dis-
tinctive capabilities includes information on the competitor’s management capabilities and
limitations, technical and operating advantages and weaknesses, marketing strategy, and
other key strengths and limitations. Since competitors often display different capabilities,
it is important to highlight these differences.

Anticipating Competitors’ Actions

Steps 4 and 5 in competitor analysis (Exhibit 2.8) consider what each key competitor may
do in the future, and identify potential new competitors. The information obtained in the
previons steps of the analysis should be helpful in estimating future trends, although pos-
sible strategy shifts by competitors may occur.

Estimating Competitors’ Future Strategies

Competitors’ future strategies may continue the directions that they have established in the
past, particularly if no major external influences require changing their strategies. Nev-
ertheless, assuming an existing strategy will continue is not wise. Competitors’ current
actions may signal probable strategy shifts that may create future threats.

An interesting development in the telecommunication market is the growth in the use
of Internet calling. First introduced in 1993, Voice-Over Internet Protocol (VOIP) experi-
enced start-up problems but by 2003, the technology was a rapidly growing share of home
and business markets.!® Industry authorities expect the technology to become a significant
competitive threat. VOIP subscribers are estimated to increase to over five times the 2003
level by 2006.

Relatedly, the acquisition strategy at eBay is a strong indicator of the company’s goal
to move from being an online auction site to an e-commerce engine that sells Web tools
to small businesses. Current developments at eBay are illustrated in the INTERNET
FEATURE, and are indicative of the areas in which e€Bay will be a competitor in the
future.

Identifying New Competitors

New competitors may come from four major sources: (1) companies competing in a related
product-market; (2) companies with related technologies; (3) companies already targeting
similar customer groups with other products; and/or (4) companies competing in other
geographical regions with similar products. Market entry by a new competitor is likely
under one or more of these conditions:

= High profit margins are being achieved by market incumbents.
= Future growth opportunities in the market are attractive.
= No major market-entry barriers are present.



Internet Feature EBay's Strategic Direction

The online auction site eBay.com has become one of the Web'’s most successtul sites with
233 million registered users. The impact on many areas of conventional retailing has been
substantial.

EBay executives believe tuture growth depends on evolving the company beyond a des-
tination site into a provider of tools and services that power e-commerce across the Web,
The company is making considerable efforts to break out ot its current business model, and
has spent $6 billion in tive years. Key acquisitions include:

+ PayPal—payment processor tor eBay and other websites - $1.5 billion (July 2002).

* Rent.com provides property rental and roommate search services—$415 million
{December 2004).

Kurant/Pro—helps sellers set up online storefronts separate from eBay (January 2005).
Shopping.com runs a comparison-shopping website—$620 million {June 2005).

¢ Skype—its Internet telephone service can connect sellers with shappers—$2.5 billion
(September 2005).

Stubhub—a ticket reselling site that is promoted on eBay—3$310 million (January 2007).
+ Stumbleupon—recommends websites based on user interests - $75 million (May 2007).

L

»

Source: Catherine Holahan, “Coing, Going . . . Everywhers,” BusinessWeek, June 18, 2007, 62-64.

+ Competition is limited to one or a few competitors.

¢ (Gaining an equivalent (or better) competitive advantage over the existing firm(s) serv-
ing the market is feasible.

If one or more of these conditions are present in a competitive situation, new competi-
tion will probably appear.

Market Size Estimation

An important part of market opportunity analysis is estimating the present and potential
size of the market. Market size 1s usually measured by dollar sales and/or unit sales for a
defined product-market and specified time period. Other size measures include the number
of buyers, average purchase quantity, and frequency of purchase. Three key measures of
market size are: market potential, sales forecast, and market share,

Market Potential

Market potential is the maximum amount of product sales that can be obtained from a defined
product-market during a specified time period. It includes the total opportunity for sales by
all firms serving the product-market. Market potential is the upper limit of sales that can be
achieved by all firms for a specified product-market over an indicated time period. Often,
actual industry sales in a specified vear fall somewhat below market potential becanse the
production and distribution systems are unable to completely meet the needs of all buyers
who are both willing and able to purchase the product during the period of interest.

Useful information for considering market potential and growth rates for various prod-
uct categories in Russia is shown in Exhibit 2.12. The share of household ownership per-
centages and share increases provide an indication of where the market potential appears
promising. Not surprisingly, cell phone and computer penetration is expanding rapidly.
Household income is increasing fast and 70 percent of all mcome is disposable in Russia
compared to 40 percent in Western countries.' Market potential is exploding for many
product categories including tourism and financial services.
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EXHIBIT 2.12
Market Penetration
and Growth Rates for
Selected Consumer
Product Categories
in Russia

Source: Jazon Bush, “Shoppers

Crore Wild" Bustnesstiesk,
February 20, 2006, 46

Ownership by Share of Households

2001 2005

Mobile phone 6% 50%
Computer ki 20

Washing machine 16 35

Stereo 15 31

Video recorder 39 50

Car 25 31

Imported TV 58 71
Apartment or house 71 82

August 2001 vs. August 2005 Data: GfK Rus.

Sales Forecast

The sales forecast indicates the expected sales for a defined product-market during a speci-
fied time period. The industry sales forecast is the total volume of sales expected by all
firms serving the product market. The sales forecast can be no greater than market poten-
tial and typically falls short of potential as discussed above. A forecast can be made for
total sales at any product-market level (generic, product type, variant) and for specific
subsets of the product-market (e.g., market segments). A company sales forecast can also
be made for sales expected by a particular firm.

Several sales forecasting methods are described in Exhibit 2.13. The advantages of each
technique are indicated. Time-series analysis is popular for projecting future sales but is
very dependent on the stability of historical trends.

Market Share

Company sales divided by the total sales of all firms for a specified product-market deter-
mines the market share of a particular firm . Market share may be calculated on the basis of
actmal sales or forecasted sales. Market share can be used to forecast fitture company sales
and to compare actunal market position among competing brands of a product. Market share
may vary depending on the use of dollar sales or unit sales due to price differences across
competitors.

It is essential in preparing forecasts to specify exactly what is being forecast (defined
product-market), the time period mvolved, and the geographical area. Otherwise, compari-
sons of sales and market share with those of competing firms will not be meaningful.

Evaluating Market Opportunity

Since a company’s sales depend, in part, on its marketing plans, management’s forecasts
and marketing strategy are closely interrelated. Forecasting involves “what if * analyses.
Alternative positioning strategies (product, distribution, price, and promotion) need to be
evaluated for their estimated effects on sales. Because of the marketing effort/sales rela-
tionship, it is important to consider both market potential (opportunity) and planned mar-
keting expenditures in determining the forecast. The impact of different sales forecasts
must be evaluated from a total business perspective, since these forecasts affect production
planning, human resource needs, and financial requirements.

Sales forecasts of target markets are needed so that management can estimate the finan-
cial aftractiveness of both new and existing market opportunities. The market potential and
growth estimates gauge the overall atiractiveness of the market. The sales forecast for the
company’s brand in combination with cost estimates provide a basis for profit projections.
The decision to enter a new market or to exit from an existing market depends heavily on
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EXHIBIT 2.13 Summary of Advantages and Disadvantages of Various Forecasting Techniques

Source: Marl W Johnston and Greg W Marshall, Sakes Force Munagamend T ed (New York: MeGraw Hill/Irwin, 2003}, 131,
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financial analyses and projections. Alternate market targets under consideration can be
compared using sales and profit projections. Similar projections of key competitors are
also useful in evaluating market opportunities.

Developing a Strategic Vision About the Future

EXHIBIT 2.14

Developing a
Strategic Vision

Market development and competitive space may not follow clearly defined and predictable
paths. Nonetheless, signals can be identified that are useful in pointing to possible market
changes. Answers to the questions shown in Exhibit 2.14 are needed in Developing a Stra-
tegic Vision concerning the firm’s market(s). These issues need to be addressed for each
product-market,

Phases of Competition

It is wseful to distinguish between different phases in the development of competition. In
the initial stage, companies compete in identifying product concepts, technology choices,
and building competencies.'” This phase involves experimentation with ideas, and the path
to market leadership is not clearly defined. Phase 2 may involve partnering of companies
with the objective of controlling industry standards, though these firms eventually become
competitors. Finally, as the market becomes clearly defined and the competitive space
established, the competitors concentrate on market share for end products and profits. The
personal computer market is currently in this stage.

Anticipating the Future
Increasingly, we find that change and turbulence, rather than stability, characterize many
product-markets. Moreover, as discussed above, it is often possible to determine the forces
underway that will alter product-market structure. Though these influences are not easily
identified and analvzed the organizations that choose to invest substantial time and effort in
anticipating the future create an opportunity for competitive advantage. Fuji appears to have
done a better job of anticipating the future of digital photography than did Kodak. Executives
in market-driven companies recognize the importance of developing these capabilities.
Hamel and Prahalad offer a compelling blueprint for analvzing the forces of change.
While the details of their process cannot be captured in a few pages of discussion, the fol-
lowing questions are examples of the information needed to anticipate the future:'®

* What are the influences (discontinuities) present in the product-market that have the
potential to profoundly transform market/competitor structure?

= Investigate each discontinuity in substantial depth.

= Are product-market boundaries and composition of the product-market undergoing
fransformation?

» How and te what extent is the end-user customer base changing?

» Are the scope and structure of competitor space changing due to market and industry
transformation and entry/exit of competitors?

= Are there potential threats from disruptive technologies and/or commoditization?

 Are the composition and structure of the value chain(s) serving the end-user market(s)
changing?

* Do other influences operating in the product-market have the potential to significantly
transform the product?

= At what life<cycle stage is the product-market (new, growth, maturity, decline), and
how fast is the life cycle advancing?
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+ How will the trend impact customers?

* What is the likely economic impact?

* How fast is the trend developing?

« Who is exploiting this trend?

* Who has the most to gain/lose?

¢  What new product opportunities will be created by this discontinuity?
+ How can we learn more about this trend?

Following the blueprint requires looking in depth at the relevant forces of change in a
product-market and other markets that are interrelated. Anticipating the future requires
searching bevond the existing competitive arena for influences that promise to impact
product-market boundaries. The process requires the involvement of the entire organiza-
tion and it demands a substantial amount of time. A company with a market orientation
and cross-functional processes should be able to utilize these processes for anticipating the
future. Importantly, developing a vision about the future needs to be an ongoing process.

Summary

Analvzing markets and competition is essential to making sound business and marketing
decisions. The uses of product-market analyses are many and varied. An important aspect
of market definition and analysis is moving beyond a product or industry focus by incorpo-
rating market needs into the analysts’ viewpoint.

Business strategies and markets are interrelated and companies which do not understand
their markets and how they are likely to change in the future are at a competitive disadvan-
tage. Effective market sensing is essential in guiding business and marketing strategies. Dis-
ruptive innovation, the process of customers shifting their purchases to new products that
better meet their needs, should be anticipated and counterstrategies developed. An essential
part of becom ing market-oriented is identifving future directions of market change.

This chapter examines the nature and scope of defining and analyzing product-market
structure. By using different levels of aggregation (generic, product-tvpe, and product-
variant), products and brands are positioned within more aggregate categories, thus
helping to better understand customers, product interrelationships, industry structure, dis-
tribution approaches, and key competitors. This approach to product-market analysis offers
a consistent gnide to needed information, regardless of the type of product-market being
analyzed. Analyzing market opportunity inclades (1) determ ining product-market bounda-
ries and structure; (2) forming the product-market; (3) describing and analyzing end-users;
(4) analyzing competition; and (5) estimating market size and growth rates.

After determining the product-market boundaries and structure, information on various
aspects of the market is collected and examined. First, it is useful to study the people or
organizations who are the end-users in the product-market at each level (generic, product
type, and variant). These market profiles of customers help to evaluate opportunities and
guide market targeting and positioning strategies. Next, we identify and analyze the firms
that market products and services at each product-market level to aid strategy develop-
ment. Industry and key competitor analysis considers the firms that compete with the com-
pany performing the market opportunity analysis. Thus, industry analysis for a personal
computer producer would include the producers that make up the industry. The analysis
should also include firms operating at all stages (levels) in the value-added chain, such as
suppliers, manufacturers, distributors, and retailers.

The next step is a comprehensive assessment of the major competitors. The competitor
analysis should include both actual and potential competitors that management considers
important. Competitor analysis includes: (1) describing the company; (2) evaluating the
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competitor; and (3) anticipating the future actions of competitors. It is also important to
identify possible new competitors. Competitor analysis is an ongoing activity and requires
coordinated information collection and analysis.

An important part of product-market analysis is estimating potential and forecasting sales.
The forecasts often used in product-market analysis include estimates of market potential,
sales forecasts of total sales by firms competing in the product-market, and the sales fore-
cast for the firm of interest. This information is needed for various purposes and is prepared
for different units of analysis, such as product category, brands, and geographical areas. The
forecasting approach and techniques should be matched to the organization’s needs.

The mounting evidence about markets points to the critical importance of understand-
ing and anticipating changes in markets by developing a strategic vision about the future,
In gaining these insights, it is useful to view competition as a three-stage process of experi-
mentation, partnering to set industry standards, and then pursuing market share and profits.
Analyzing the forces of change provides a basis for anticipating how product-markets will
change in the future.

Questions for
Review and
Discussion

Internet
Applications

1. Discuss the important issues that should be considered in defining the product-market for a
totally new produet.

2. Under what product and market conditions i3 the end-user customer more likely to make an
important contribution to product-market de finition?

3. What recommendations can you make to the management of a company compseting in a rapid
growth market to help it identify new competitive threata early enough so that counterstrategies
can be developed?

4, There are some dangers in concentrating product-market analysia only on a firm’s specific brand
and those brands that compete directly with a firm’s brand. Discuss.

5. Using the approach to product-market definition and analysis discussed in the chapter, select a
brand and describe the generic, product type, and brand product-markets of which the brand isa
part.

6. For the brand you selected m Question 5, mdicate the kinds of information needed to conduct a
complete product-market analysis. Also suggest sources for obtaining each type of information.

7. Select an mdustry and describe its characteristics, participants, and structure,

8. A competitor analysis of the 7UP soft drink brand is bemng conducted. Management plans to
position the brand agamst its key competitors. Should the competitors consiat of only other non-
cola drinks?

9. Outline an approach to competitor evaluation, assuming you are preparing the analysis for a
regional bank holding company.

10. Discuss how a small company (less than $1 million in aales) should analyze its competition,

11. Many popular forecasting techniques draw from past experience and historical data. Discuas
some of the more important problems that may oceur in using these methods.

12. What are the relevant izsues a cross-functional team should consider in developing a strategic
vision about the future for the organization’s product-market(s)?

A. Visit the website of Project 2000 (www2000.0gam. Vanderbilt.edu), founded at the Owen Graduate
School of Vanderbilt University to determine if the Web provides useful information for market
and competitor analysis. Describe the vanious types of market nformation available on the Web,

B. Visit Hoover's website (www.hoovers.com). Investigate the different options for competitive and
market analysis provided. How can these online tools best be utilized? What limitationa apply?



Feature
Applications

Notes

10.

11.

12.
13.
14.

15.

16.
17.

18.
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Johnson & Johnson is currently competitive in the surgical stent market (a device inserted surgi-
cally in an artery to enable blood flow). Perform an Internet analysis of the stent market indicat-
ing past and current unit zales levels and forecasts for 2006-2010,

Samsung Electronics is one of the top producers of cell phones. Draw from Internet sources to
prepare an analysis of the global cell phone market.

Select a product-market where new types of competition and/or new business models are
developing. Discuss how and to what extent “‘opportunities outside the competitive box are
developing.”

Review the GLOBAL FEATURE concerning Chma’s geographical income distributions, Dis-
cuss how this mformation could be useful to a company planning to enter the Chinese market
with water purification treatment units for use in residences.

. This illustration is based on William M, Bulkeley, “‘Kodak’s Loss Widens as Revenue Declines

8.8% The Wall Street Journal, August 2, 2006, B10; ‘A Tense Kodak Moment,” Business Week,
October 17, 2005, 84-85; “Another Kodak Moment,” The Economist, May 14, 2005, 69.

Diane Brady, “A Thousand and One Noshes,” Businass Week, June 14, 2004, 44,

. This discussion is based on David W. Cravens, Nigel E Piercy, and Artur Baldauf, “Strategic

Thinking for Changing Markets,” Working Paper. October 15, 2007,

. Clayton M. Christensen and Michael E. Raymor, The mnovators Selution (Boaton: Harvard

Business School Press, 2003}, Chapter 1.
Ibid., Chapter 6.

. W.C. Kim and R. Mauborgne, Blue (cean Siratezy (Boston: Harvard Businesa School Presa,

2005).

. Pui-Wing Tam, “Entreaty to Camera-Phone Photographers: Please Print)’ The Wall Streer

Journal, December 28, 2004, B1 and B3.

. This discussion is based upon suggestions provided by Profeasor Robert B. Woodruff of the

University of Tennessee, Knoxville.

. Rajendra K. Srivastava, Mark 1. Alpert, and Allan D. Shocker, “A Customer-Oriented Approach

for Determining Market Structures,” Journa! of Marketing Spring 1984, 32.

George S. Day, Stratecic Marketing Planning: The Pursuit of Competitive Advantage (St. Paul,
MN: West Publishing, 1984), 72.

Derek F. Abell, Defming the Business: The Starting Point of Strategic Plerning (Englewood
Cliffs, NY: Prentice Hall, 1980).

*Let a Thousand Brands Bloom,” Fusiness Wesk, October 17, 2005, 58 and 60.

Michael E. Porter, Comperitive Advantage (New York: Free Preas, 1985), 5.

George S. Day and Robin Wensley, “Assessing Advantage: A Framework for Diagnosing Com-
petitive Superionity;” Journal of Markering, April, 1988, 12-16,

Peter Grant and Almar Latour, “Circuit Breaker,” The Wil Street Journal, October 9, 2003, Al
and A9; “Net Phones Start Ringing Up Customers” Business Heek, December 29, 2003, 45-46.
Tazon Bush, “Shoppers Gone Wild)” Business Week, February 20, 2006, 46,

C. K. Prahalad, “Weak Signals Versus Strong Paradigms,” Journal of Marketing Research,
August 1995, ni-vi,

Gary Hamel and C. K. Prahalad, Competing for the Future (Boston: Harvard Businesa School
Press, 1994), 101.
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Appendix 2ZA

Financial Analysis for Marketing
Planning and Control

Several kinds of financial analyses are needed for
marketinganalysis, planning, andcontrolactivities. Such
analyses represent an important part of case preparation
activities. In some instances it will be necessary to
review and interpret the financial information provided
in the cases. In other instances, analyses may be
prepared to support specific recommendations. The
methods covered in this appendix represent a group
of tools and techniques for use in marketing financial
analysis. Throughout the discussion, it is assumed that
accounting and finance fundamentals are understood.

Unit of Financial Analysis

Various units of analysis that can be used in marketing
financial analysis are shown in Exhibit 2A 1. Tivo factors
often influence the choice of a unit of analysis: (1) the
purpose of the analysis and (2) the costs and availability
of the information needed to perform the analysis.

Financial Situation Analysis

Financial measures can be used to help assess the
present situation. One of the most common and best
ways to guantifv the financial situation of a firm is
through ratio analysis. These ratios should be analyzed
over a period of at least three vears to discern trends.

Key Financial Ratios

Financial information will be more useful to manage-
ment if it is prepared so that comparisons can be made.
James Van Horne comments upon this need.

To evaluate a firm’s financial condition and perform-
ance, the financial analyst needs certain yardaticks,
The yardatick frequently used is a ratio or index,
relating two pieces of financial data to each other.
Analysis and interpretation of various ratios should
give an experienced and akilled analyat a better
understanding of the financial condition and perform-
ance of the firm than he would obtain from analysis of
the financial data alone.’

As we examine the financial analysis model in the
next section, note how the ratio or index provides a
useful frame of reference. Typically, ratios are used to
compare historical and/or future trends within the firm
or to compare a firm or business unit with an industry
or other firms.

Several financial ratios often used to measure busi-
ness performance are shown in Exhibit 2A.2. Note
that these ratios are primarily useful as a means of
comparing;

1. Ratio values for several time periods for a particular
business.

2. A firm to its key competitors.
3. A firm to an industry or business standard.

There are several sources of ratio data. These m-
clade data services such as Dun & Bradstreet, The
Value Line Investment Survey, mdustry and trade asso-
ciations, government agencies, and investment advi-
SOIY Services.

Other ways to gauge the productivity of marketing
activities include sales per square feet of retail floor
space, occupancy rates of hotels and office buildings,
and sales per salesperson.

Names C. Van Horne, Fundamentals of Financial Management,
4th ed. (Englewood Cliffs, NJ: Frentice-Hall, 1280), 1034,

EXHIBIT 2A.1

Market Product/Service Organization
Alternative Units for
Financial Analysis Market Industry Company
Market niche(s) Product mix Segment/division/unit
Geographic area(s) Product line Marketing department
Customer groups Specitic product Sales unit:
Individual customers Brand Region
Madel District branch

Office/store
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EXHIBIT 2A.3 Tiustrative Contribution Margin

Analysis for Product X ($000)
Sales $300
Less: Variable manufacturing costs 100
Other variable costs traceable
to product X _ 50
Equals: Con tribution margin 150
Less: Fixed costs directly traceable
to product X 100
Equals: Product net income $ 50

Contribution Analysis

When the performance of products, market segments,
and other marketing units is being analyzed manage-
ment should examine the unit’s profit contribution.
Contribution margin is equal to sales (revenue) less
variable costs. Thus, contribution margin represents
the amount of money available to cover fixed costs, and
contribution margin less fixed costs is net income. An
illustration of contribution margin analysis is given in
Exhibit 2A.3. In this example, product X is generating
a positive contribution margin. If product X were elim-
inated, $50,000 of product net income would be lost,
and the remaining products would have to cover fixed
costs not directly traceable to them. If the product is
retained, the $50,000 can be used to contribute to other
fixed costs and/or net income.

Financial Analysis Model

The meodel shown in Exhibit 2A.4 provides a useful
guide for examining financial performance and identi-
fying possible problem areas. The model combines sev-
eral important financial ratios into one equation. Let’s
examine the model, moving from left to right. Profit
margin multiplied by asset turnover vields return on
assets. Moreover, assum ing that the performance target
is return on net worth (or return on equity), the product
of return on assets and financial leverage determines
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performance. Increasing either ratio will increase net
worth. The values of these ratios will vary consider-
ably from one industry to another. For example, in
grocery wholesaling, profit margins are typically very
low;, whereas asset turnover is very high. Through effi-
cient management and high turnover, a wholesaler
can stack up impressive returns on net worth. Further-
more, space productivity measures are obtained for
individual departments in retail stores that offer more
than one line, such as department stores. The measures
selected depend on the particular characteristics of the
business.

Evaluating Alternatives

As we move through the discussion of financial analy-
gis, it is important to recognize the type of costs being
used in the analysis. Using accounting terminology,
costs can be designated as fixed or variable. A cost is
fixed if it remains constant over the observation period,
even though the volume of activity varies. In contrast,
a variable cost is an expense that varies with sales over
the observation period. Costs are designated as mixed
or semivariable in instances when they contain both
fixed and variable components.

Break-Even Analysis

This technique is used to examine the relationship
between sales and costs. An illustration is given in
Exhibit 2A.5. Using sales and cost information, it
is easy to determine from a break-even analysis how
many units of a product must be sold in order to break
even, or cover total costs. In this example 65,000 units
atsales of $120,000 are equal to total costs of $120,000.
Any additional units sold will produce a profit. The
break-even point can be calculated in this manner:

Break-even units =
Fixed costs

Price per unit — Variable cost per unit

EXHIBIT 2A.4

Profit Asset Return Financial Refurn on
Fianotal Annyey margin turnover on assets leverage net worth
Manal i ! ! i f

Net Net Net

profits Net profits Total profits

(after taxes) <  sales —  (after taxes) X  assets = (after taxes)

Net sales Total Total Net Net

assets assets worth worth
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Price in the illustration shown i Exhibit 2A.5 is
$1.846 per unit, and variable cost is $0.769 per unit.
With fixed costs of $70,000, this results in the break-
even caleulation:

$70,000
$1.846 — £0.769

BE units = = 65,000 units

To determine how many units must be sold to
achieve a target profit (expressed in before-tax dollars),
the formula is amended as follows:

Target profit units =
Fixed costs + Target profit (before tax)
Price per unit — Variable cost per unit

Using the same illustration as above and including
a target before-tax profit of $37,700, the target profit
calculation becomes:

$70,000 + $37,700

must be sold in order to break even or achieve a target
profit. Some important assumptions that underlie the
above break-even analysis include the use of constant
fixed and variable costs, a constant price, and a single
product.

In addition to break-even analysis, several other
financial tools are used to evaluate alternatives. Net
present value of cash flow analysis and return on invest-
ment are among the most useful. For example, assume
there are two projects with the cash flows shown in
Exhibit 2A.6.

Though return on investment is widely used, it is lim-
ited by its inability to consider the time value of money.
This is shown in Exhibit 2A..7. Return on investment for
both projects X and Y is 10 percent. However, a dollar
today is worth more than a dollar given in three vears.
Therefore, in assessing cash flows of a project or invest-
ment, future cash flows must be discounted back to the
present at a rate comparable to the risk of the project.

EXHIBIT 2A.6 Cash Flow Comparison ($(4)s)

Target profit units = Project X Project Y
. $1.846 — $0.769 Je A
= 100,000 units Start-Up Costs <1000~ <1,000>
Year 1 500 300
Break-even analvsis is not a forecast. [t indicates :earg ggg ;gg
how many units of a product at a given price and cost =
EXHIBIT 2A.5 050 |
Tlustrative Break-
Even Analysis
200 - Sdles — MNet profit
Hg;; \ Profit
[
% 150 -
@ Total costs
L]
% 120 F-------3-------- = : Break-aver poifi — Variable costs
@ 100 :
= : Fixed costs
Il L B
50 (= Loss
! — Fixed costa
. ! L l
25 50 85 75 100 125

Number of units (000s)
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EXHIBIT 2A.7 Time Cash Flow PV Factor NPV of Cash Flow
Present Value of Cash
Flows Project X
0 <1,000> 17O + 128 =1 <1,000>
1 500 1/ + .12) = 0.8929 = 446 .45
2 500 1/ + 12y =0.7972 = 398.60
3 300 1/ +.12P =07118 = 213.54
Present value + 58.59
Project Y
0 <1,000> 10 + 120 =1 «1,000>
1 300 1/(1 + .12) = 0.8929 = 267.87
2 400 1/(1 + 12%=0.7972 = 318.88
3 600 /(1 + 122 =0.7118 = 427.08
Net present value +13.83

Discounting cash flows is a simple process. Assume
that the firm is considering prejects X and Y and that
its cost of capital is 12 percent. Additienally, assume
that both projects carry risk comparable to the normal
business risk. Under these circumstances, the analyst
should discount the cash flows back to the present at
the cost of capital, 12 percent. Present value factors can
be looked up or computed using the formula 1/(1 + iY°,
where { equals our discounting rate per time period and
7 equals the number of compounding periods. In this
example, the present value of cash flows would be as
shown in Exhibit 2A 7.

Because both projects have a positive net present
value, both are good. However, if they are mutually
exclusive, the project with the highest net present value
should be selected.

Financial Planning

Financial planning mvelves two major activities:
(1) forecasting revenues and (2) budgeting (estimat-
ing future expenses). The actual financial analyses
and forecasts included in the strategic marketing plan
vary considerably from firm to firm. In addition, inter-
nal financial reporting and budgeting procedures vary
widely among companies. Therefore, consider this
approach as one example rather than the norm.

The choice of the financial information to be used
for marketing planning and control will depend on
its relationship with the corporate or business unit
strategic plan. Another important consideration is the

selection of performance measures to be used in gaug-
ing marketing performance. The objective is to indicate
the range of possibilities and suggest some of the more
frequently used financial analysis.

Pro forma income statements can be very useful
when one is projecting performance and budgeting.
Usually, this is done on a spreadsheet so that assump-
tions can be altered rapidly. Usually, only afew assump-
tions need be made. For example, sales growth rates
can be projected from past trends and adjusted for new
information. From this starting point, cost of goods
can be determined as a percentage of sales. Operating
expenses can also be determined as a percentage of
sales based on past relationships, and the effective tax
rate as a percentage of earnings before taxes. However,
past relationships may not hold in the future. It may
be necessary to analyze possible divergence from past
relationships.

In addition, pro forma income statements can be
used to generate pro forma cash flow statements. Tt is
then possible to compare alternative courses of action
by emploving a uniformly comparable standard cash
flow,

Supplemental Financial Analyses

The preceding sections of this appendix detailed the var-
ious forms of traditional financial analysis useful in mar-
keting decision making. There are supplemental forms
of analysis that can also be helpful in different tyvpes
of marketing decisions. These supplemental techniques
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draw mainly from the management accounting disci-
pline and rely on data that are available only to internal
decision makers. Many of the financial analyses in the
earlier sections employed data from published financial
statements.

Only recently have marketing decision makers been
able to look to management accounting to provide an
additional set of quantitative tools to aid in the decision
process ” These tools may be referred to collectively as
strategic management accounting practices. Simmonds
is generally credited with originating the term statfe-
gic management accounting, which he defines as “the
provision and analysis of management accounting data
about a business and its competitors for use in devel-
oping and monitoring the business strategy.”* A lthough
academic researchers may disagree about the specific
techniques which constitute strategic management
accounting, a wide selection of management account-
ing practices available for use in marketing decision
making. These practices are described in Exhibit 2A 8

2George Foster and Mahendra Gupta, "Marketing, Cost
Management and Management Accounting,” Journal of
Maragement Accounting Research & (1994), 43-77.

K. Simmonds, “Strategic Managem ent Accounting,”
Management Accounting (UK) 59, no. 4 (1281), 28-29.

and include activity-based costing, attribute costing,
benchmarking, brand valuation budgeting and moni-
toring, competitor cost assessment, competitive posi-
tion monitoring, competitor performance appraisal,
integrated performance measmement, life cycle cost-
ing, quality costing, strategic costing, strategic pricing,
target costing, and valuechain costing.*

Exhibit 2A.8 also provides a description of the vari-
ous marketing applications of strategic management
accounting practices in terms of specific decision-
making situations. Most of these practices require
the marketing decision maker to gather information
additional to that normally used for the preparation of
external financial statements. In most cases, this infor-
mation is already available in the accounting informa-
tion system of the firm. However, it may be necessary
to compile data from outside the firm in a more formal-
ized manner to perform analysis using some of these
strategic management accounting practices.

*For a comprehensive description of strategic management
accounting techniques and differences in attitudes toward
the use of these tachnigues between accounting and market-
ing managers, see Karen S, Cravens and Chris Guilding, “An
Empirical Study of the Application of Strategic Managernent
Accounting Techniques,” Advances in Maragement Accounting
10 (2001), 95124,



{panunuon)

‘suospap dibsjens o3 sbejueape
jo seate 9je el pue sbejueape jespew s soyadwos
e jo seale Ay 24] Auspl ued siseW USR]

-uodn pajoe pue

paunuepi aq ues uonised asgpedwoes sacadun o
wuyy e bumaoje suonenyis sicpiadwion o) sanepd
Ab=yens aumny pue bBupsixa jo suuey wi Pnpoud

e jo uonisod ayp ssasse o] SIYEW UOBHRP SMOo||e
}1 snooj [euigxa ue ssuinbas snbiuye) siy souig

‘sponpaud Bupgsixa jo epusjed pue xiw 2y
Buuojuow uj pue spanpoad Jo spueiq jo oljopiod
e 0} aAne[el suospep bunsbpng ypiav sisse ued
SIYL "S)BUSG 3UNNJ JO SULIDY Ul PFIEN[EAZ 94 UBD
saanoe uonowosd pueiq uo Buipuads Jusuny

‘pPaIpeWRL 94 ued
SUCHENJIS TIPJUCT JSWIGISND 10 SDIAIRS JSWGISNT U
sesde| [panuD “sseusAnIa)fe Puohelado jo suL) Ul
abryueape s1b31e0s pue Juswesosduw 1oy sessanoud
ssasse 0} funpoddo ue seprnoid buppewyoueg

‘saibajens bulonisod bupaypew

0] AP SpaRU R\ Ajsnes ssngune pnpoad
Jejronied Moy JBPISUCT URD SIEW UDISDap
seouzmepRid IR AIpow sPWOISND sy 'sUonHem s
Bupjew-uoispap 2bajens yuaeyp Joddns o
paiipow aq ues Palqo 1500 e jo aumeu ay |
"spaau IR 2As 0] painbai sapingoe

FY) JO SULIB] Ul S]YIBLU PUR SIBLUOISND @1BN[RAR URD
sieew uospep ‘Bunsod 10y SNOe) [PrUeD ay) ale
SO RIAIDR U} FDUIS "SIPWOISND 0} SIDIARS [BUonIppe
jo uosinoad aiy Jo uonezIWOSND Jo 53500 By Bul
-uluuiRp Ul njesn Apejnag.ed s snbiupe) siyp

uonedddy bupayiepy jo uondisag

"SJUR LLIRYE)S [PDURUL

[pusxa s aognedwon ayy jo sisAjeue aapejjuenb

e Bunedesd uo sesnaoy pue Bunojiuow vonsed
sann=dwod jo Jed pajieiep e sisisAjpue Jo Wioysiy|

"SAIRLINSY 1507 PUR IRYS Jo3IRW

s Bueje ‘uogeuopur pueq pue sepes Buipnpu
‘passasse aue ANsnpul pue Jasuew sy ul suonisod
soynadwod (ereag uonedwod e jo ABxens jexiew
ai bupenjeaz w pasn sisisAjeue jo adA sy

JeaYs FIUBJEQ B UO PRPNPUI 24 10U Aew snjea

siy3 s=1eIs paaiun 24 W ybnoyy usae paessn aq ueds
spuelq padojeasp Ajlpusul joj enjea peziejiden |
¥ suie) eaneinuenb vl pueiqg e jo ppusyod

3IM N} PUP JUSLIND B} SISSBSSP LONEN|RA pURIg

UL SRS 3Y) JO paue e oue A Jo Aueduwion

Jo Ansnpul paieaun ue Jo Jauaed e aoynadwos
B sp rmujm SHINGS _m_.._(_maxm ue _..P_D‘_m —u_m_.*m__ﬂm.‘—mw_ w.nm
Apw piepup)s 8y ‘plepue)s [eapi ue o) bupjoo)
Aq sesseooud Bunsixe Buiaosduw st Buppewnpusg

"Spasu JBwoIs 0) puodsal ey
$2IMPa) JO UoRDa[|oD B INg Janpoid augue a Jou
s1yoalge 3502 ey ‘sny| sewoysm o) padde jey

SOINGLYIP JO SULIF) Ul PAJSOD BIL SIOIAIDS 10 SINPOId

‘Aiobaje

Jypads B Ul 5)s00 L) URL) BRI 931AI9S J0 Jonpold
aup @xnpoid 0] Alpssateau saIARDe O UOIDa)0T aY)
uo sasnooy Bupjew uoispag ‘eanes o epiacad o
npoid sy eonpoud 0y pesn sagianpe ay) 0) uone Rl
Ul 901495 10 1anpoud e o) paubisse aae 53800 JBadpu)

aopoeld 8 jo uopdposag

[estesdde
asueucped 1oygedwos

Buiojiuow
uonsod saggedwon

Buuojuow pue
Bunabpng—uonenea pueig

Buppewiyousg

Bunsos eynqumy

Bunsod peseq-AQunoy
aonoel Bununoooy
juawebeuepy aibaens

SAPIRLY SUPUNOIIY JUIMIILMETA] SUIS[) SasAeny epueny pusmsjddng

8'VZ LIdIHX3

81



(popnpuod)—e'yz LIGIHXI &



Chapter

Strategic Market
Segmentation

Segmenting markets is a foundation for superior performance. Understanding how
buvers’ needs and wants vary is essential in designing effective marketing strategies.
Effective approaches to segmenting markets may be one of the most critical factors in
developing and implementing market-driven strategy. The need to improve an organiza-
tion’s understanding of buvers is escalating becanse of buyers’ demands for uniqueness
and an array of technologies available to generate products to satisfy these demands.
Companies are responding to the opportunities to provide unique customer value with
products ranging from customized phone pagers for business users to self-designed
greeting cards for consumers, and even postage stamps with customers’ own photo-
graphs incorporated.

Best Buy provides an interesting illustration of strategic market segmentation. While
accounting for around 17 percent of the U.S. and Canada consumer electronics market,
nonetheless 2003 saw the piloting of Best Buy’s “customer-centricity™ strategy, radically
shifting the company’s strategic emphasis from products and technology to customers.
The goal is to focus on the most attractive customers based on the important differences
between them in their purchasing and preferences in consumer electronics. The customer
base has been segmented into basic lifestyle groups. High priority target groups are
described as:

+ Jill—the “soccer mom,” who is the main shopper for the family, but often avoids elec-
tronics stores, she is well-educated and confident, and wants to enrich her children’s
lives with technology, vet she is intimidated by technology and jargon.

¢ Barry—the wealthy professional man, who demands the latest technology and best
service.

« Buzz—ithe young “tech enthusiast,” who wants technology and entertainment.

« Ray—the family man, who wants technology that improves his and his family life.

¢ Mr Storefront—the small business customer who can use Best Buy's product solutions
and services.

Other interesting segments are the Carrie’s (young, single females) and the Helen and
Charlie’s (older couples whose children have left home). Stores are being adapted to
serve at least one dominant customer segment shopping at each store—though Jill and
Barry stores are a frequent combination of segments in the same store. At the store level,
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employees are trained to recognize and focus on the needs and preferences of the target
segments for that store. Indications are that stores converted to focus on the target seg-
ments perform substantially better than other stores.!

Buyers vary according to how they use products, the needs and preferences that the
products satisfy, and their consumption patterns. These differences create market segments.
Market segmentation is the process of identifying and analyzing subgroups of buyers in a
product-market with similar response characteristics (e.g., frequency of purchases). Rec-
ognizing differences between market segments, and how they change better and faster than
competitors is an increasingly important source of competitive advantage.

Indeed, even for companies producing consumer products, the concept of a “one-size-
fits-all mass market” is increasingly less relevant. Many consumer markets show signs
of fragmentation into “microsegments™ driven by diverse product preferences and media
usage and demanding “right for me” in products purchased? This is why Nike offers more
than 300 varieties of sport shoe, not just one.

The most specific form of market segmentation is to consider each buyer as a market
segment. This is the basis for “one-to-one marketing.”™ Such fine-tuned segmentation is
possible for an expanding array of products due to mass customization techniques. It offers
an exciting new approach to serving the unique needs and wants of individual buyers. Cus-
tom designed products satisfy the individual buyer’s needs and wants at prices comparable
to mass produced products. The growing adoption of Customer Relationship Management
systems that integrate all information about each individual customer into a single loca-
tion provides unprecedented opportunities to learn about customer needs from their actual
behavior. This 1s discussed in Chapter 4.

The worldwide apparel industry is increasingly adopting mass customization technolo-
gies to allow clothing to be designed and produced for the individual consumer. Pioneered
by Levi Strauss & Co with Personal Pair jeans (later Original Spin), stores as diverse as
Brooks Brothers, Harrods in London, Bon Marché in Paris, and many other retailers use
body scanning to measure dimensions and produce clothes customized for the individual
consumer. For Levi’s the goal 1s to reduce the traditional struggle to locate jeans that fit
well, into a ten-second shopping experience—when the consumer steps out of the “meas-
ure me up” kiosk, personal stylists are available to help choose the best styles. At Harrods,
customized apparel by designers like Vivienne Westwood and Nick Holland is produced
based on body scanning information. Internet-based companies offer mass-customized
clothing, ncluding IC3D {Interactive Custom Clothes Company Designs}, American Fit,
and Beyond Fleece *

We begin the chapter with a discussion of the different purposes that segmentation
meodels can fulfill and the role of market segmentation in marketing strategy, followed
by a discussion of the variables used to identify segments. Next, we look at the methods
for forming segments followed by a review of high-variety strategies. Finally, we con-
sider the issues and guidelines nvolved in selecting the segmentation strategy and in its
implementation.

Levels and Types of Market Segmentation

Segmentation is an important capability in strategic marketing, which is linked to choosing
market targets and positioning against alternatives to build competitive advantage. Impor-
tantly, we recognize that segmentation may serve several purposes at levels which range
from the strategic to the operational. The Best Buy analysis of its customer base and rea-
lignment of its stores and employee behaviors around segments illustrates an interesting



EXHIBIT 3.1
Levels of Market
Segmentation

Chapter 3 Stwiegic Market Segmentation 8BS

approach to strategic market segmentation. Many traditional views emphasize segmenta-
tion as an operational tool—for example, to aim advertising effectively at different types
of customers.

However, segmentation models appropriate to developing advertising programs may be
quite different from those used to develop marketing strategy. While advertising-oriented
segmentation aims to identify targets that differ in their responses to a given message, stra-
tegic segmentation has the goal of identifying market segments that differ in their purchas-
ing power, goals, aspirations and behavior, in ways relevant to identifying new product and
value opportunities.’

It is useful to examine segmentation as operating at several decision making levels in
the way suggested by Exhibit 3.1. Strategic segmentation links to the management vision
and strategic intent of corporate strategy and emphasizes product benefits that different
types of buvers seek. Managerial segmentation is concerned with allocating resources
around segment targets, including them in marketing plans and aligning organizational
processes around them. Operational segmentation issues are concerned with the market-
ing program changes needed to reach segment targets with advertising and promotions,
and with distribution systems. The Best Buy example illustrates these levels of segmenta-
tion approach: the strategic issues are concerned with consumer lifestyles and the benefits
that different types of consumers seek in choosing and purchasing consumer electron-
ics. The managerial issues are concerned with identifying target segment members, rede-
signing stores to serve chosen segments, and providing employees with the training and
power to focus on the segment targets. Operational segmentation issues are concerned
with delivering relevant messages to targets and supporting the segmentation strategy at
the store level.

In considering the role of segmentation, the deepest decisions are whether to revise the
business model in response to how social forces are changing the lives of different tvpes
of customer, how to position a brand which segments to pursue, and whether to make
fundamental changes to the product or to develop an entirely new product. The shallowest
decisions are concerned with issues like whether to make small improvements in existing
products, how to select targets of a media campaign, or whether to adjust prices.®

It 1s important to effective market-driven strategy that these different aspects of segmen-
tation should be aligned and integrated. The goal of strategic marketing segmentation is to
support the processes whereby products are designed and developed around the needs of
different types of purchasers to offer superior customer value, and then to identify the mech-
anisms by which that value can be delivered. This requires segmenting markets in ways that
reflect how customers actually live their lives and the jobs that they need to get done.”

Vision
Strategic intant
Product benefits

Strategic
Segmentation

Resource alfocation
Alignimant
Flanning

Managerial
Segmentation

Marketing programs
— Adveriising

- &alas

— Distribution
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Market-Driven Strategy and Segmentation

EXHIBIT 3.2
Segmentation in
the Market-Driven
Stratecy Process

Market segmentation needs to be considered early in the development of market-driven
strategy. Segments are identified, customer value opportunities and new market spaces
are explored in each segment, organizational capabilities are matched to promising seg-
ment opporfunities, market target(s) are selected from the segment(s) of interest, and a
positioning strategy is developed and implemented for each market target (Exhibit 3.2).
We examine each of these activities to indicate the role of segmentation in the marketing
strategy process.

Market Segmentation, Value Opportunities,

and New Market Space

Market segmentation is the process of placing the buyers in a product-market into sub-
groups so that the members of each segment display similar responsiveness to a particu-
lar positioning strategy. Buyer similarities are indicated by the amount and frequency of
purchase, loyalty to a particular brand, how the product is used, and other measures of
responsiveness. So, segmentation is an identification process aimed at finding subgroups
of buyers within a total market. The opportunity for segmentation cceurs when differences
in buyvers® demand (response) functions allow market demand to be divided into segments,
each with a distinct demand function.® The term “market niche” is sometimes used to refer
to a market segment that represents a relatively small portion of the buyers in the total mar-
ket. We consider a niche and a segment to be the same.

Segmentation identifies customer groups within a product-market, each containing
buvers with similar value requirements concerning specific product/brand attributes. A
segment is a possible market target for an organization competing in the market. Seg-
mentation offers a company an opportunity to better match its products and capabilities

Segmenis

N

Walue opportunities
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MNew market space

B
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Innovation Feature All-Business-Class Airlines

The airline sector is a mature marketplace, which has been dominated by the tinancial dit-
ficulties of the large, tull-service carriers, and the moves towards industry consolidation.
Major successes have been achieved by the “no tills” budget carriers—Southwest in the
LS., Ryanair in Europe, AirAsia in Malaysia, Air Deccan in India, Gol in Brazil—with very
low tares.

However, the newest niche strategy is the all-business-class airline, aimed at the premium
cabin traveler on a budget. The new carriers offer gourmet food, beds that are bed-like and
cashmere blankets, but at transatlantic tares in the $1,000-33,500 range, compared to
as much as $8,000 at the established airlines. The target is business travelers, corporate
customers, and leisure travelers prepared to upgrade.

Eos, the tirst all-business-class start-up, started tlying between the U.S. and the UK. in
2005. Maxjet and Silverjet (U.K.-based) were in operation by 2007. They threaten the busi-
ness class services of the major transatlantic carriers—British Airways, Virgin Atlantic, Ameri-
can Airlines and United Airlines, By 2007, the three all-business-class carriers accounted for
maore than 20 percent of the premium seat capacity in the London/New York market.

British Airways and Virgin Atlantic are rushing to launch their own transatlantic
all-business-class services, to detend the premium traveler segment.

Sources: Kerry Capell, “Business Class at Bargaln Prices,” BusinessWeek, February 5, 2007, 46, Chris Bryant
and Maggie Urry, “Virgin Atlantic Set to Launch Business-Only Service,” Anancigl Thmes, |une 5, 2007, 24.
Kevin Done, “Maxjet in £ 50,5 Million AlM Listing, fnancial Times, June 14, 2007, 21,

to buvers’ value requirements. Customer satisfaction can be improved by providing a
value offering that matches the value proposition considered important by the buver in
a segment.

Importantly, market analysis may identify segments not recognized or served effectively
by competitors. There may be opportunities to tap into new areas of value and create a
unique space in the market. For example, while the global airline business is highly com-
petitive, low-cost airlines like Southwest have been able to develop profitable opportuni-
ties. Interestingly, the newest entrants to the sector are all-business-class airlines, providing
premium air travel at fares very competitive against the conventional airlines. This devel-
opment is described in the INNOVATION FEATURE.

While broad competitive comparisons can be made for anentire product-market, more pen-
efrating insights about competitive advantage and market opportunity result from market seg-
ment analyses. Examining specific market segments helps to identify how to (1) attain a closer
match between buvers’ value preferences and the organization’s capabilities, and (2) compare
the organization’s strengths (and weaknesses) to the key competitors in each segment.

Market Targeting and Strategic Positioning

Market targeting consists of evaluating and selecting one or more segments whose value
requirements provide a good match with the organization’s capabilities. Companies typi-
cally appeal to only a portion of the people or organizations in a product-market, regard-
less of how many segments are targeted. Management may decide to target one, a few, or
several segments to gain the strength and advantage of specialization. Alternatively, while
a specific segment strategy is not used the marketing program selected by management is
likely to appeal to a particular subgroup of buyers within the market. Segment identifica-
tion and targeting are obviously preferred. Finding a segment by chance does not give
management the opportunity of evaluating different segments in terms of the financial and
competitive advantage implications of each segment. When segmentation is employed, it
should be by design, and the underlying analyses should lead to the selection of one or
more promising segments to target.
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Global Feature The BMW Mini
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+ Notwithstanding depressed car markets in the U.S. and Europe, BMW's remake of the
1959 classic is one of the most successful model overhauls ever. Sales of 176,000 cars in
2003 were up 224 percent from 2002, and the Oxford, England factory is running at
capacity. In 2007, the plant produced the millionth Mini.

+ Thenew Minilook is a cute snout and bull-dog like stance offering an appealing contrast
to boxy sports utility vehides. While based on the original Mini, this is a premium priced
vehide, packed with technology.

e Thecar is positioned to be “quintessentially cool.” Its biggest selling point is its individu-
alistic appeal.

+ Budget for the U.S. launch was only $13 million, so BMW used event-focused “guerrilla
tactics,” unconventional stunts, and irreverent humor to spark an infectious buzz.

+ One of the first Mini-sightings in the U.S. was a Mini strapped to the roof of a sports
utility vehicle with the sign “What are you doing for fun this weekend?” The Mini also
appeared seated in football stadiums like a fan watching the game.

¢ The cool status of the Mini was cemented in place when it was used in the 2003 remake
of the movie The Italian fob. The 2006 launch of the Mini-Cooper used an internet-only
campaign in homage to The Matrix,

» ‘When the Mini convertible came to the U.S. and European markets in 2004, the cars were
delivered with the top down and a seal to be broken when the roof was raised for the first
time. Buyers were asked to sign a mock confract committing them to keep the roof down
as long as they could—to stay true to the Mini convertible’s open-minded spirit.

+ BMW nurtured Mini mania by keeping supply just short of demand. More than half of
buyers custom-order the Mini and wait three months for delivery.

Source: Gail Edmondson and Michael Eidam, “The Mini ust Keeps Getting Mightier,” BusinessWeek, April 5,
2004, 26; John Reed, “Millionth Mini Marks Milestone for EMW." Anancial Times, April 1€, 2007, 4.

Recall the Chapter 1 description of positioning strategy as the combination of the actions
management takes to meet the needs and wants of each market target. The strategy consists
of product(s) and supporting services, distribution, pricing, and promotion components.
Management’s choices about how to influence target buyers by favorably positioning the
product in their eyes and minds help in designing the positioning strategy.

The GLOBAL FEATURE describes the positioning strategy chosen by BMW for the
new Mini, as a lifestyle vehicle, and the innovative marketing program choices that fit with
buyer characteristics in this niche of the autom obile market.

Market segmentation lays the groundwork for market targeting and positioning strate-
gies. The skills and insights used in segmenting a product-market may give a company
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EXHIBIT 3.3 Defining the market
Activities and 1o be segmented
Decisions in Market
Segmentation
Selecting the Identifying
segmentation market
strategy segments
Finer Forming
segmentation market

strategies segments
w-—

important competitive advantages by identifying buyer groups that will respond favorably
to the firm’s marketing efforts. The previous Best Buy example is illustrative. Faulty seg-
mentation reduces the effectiveness of targeting and positioning decisions. For example,
in 2000 General Motors made the decision to axe the Oldsmobile brand—the oldest auto
brand in the U.S. Although sometimes a symbol of innovation and style, Oldsmobile failed
to establish a strong position in a long-term market niche or segment—it did not deliver the
“class” of Cadillac and Buick, nor the wider market appeal of Chevrolet

Activities and Decisions in Market Segmentation

The process of segmenting a market involves several interrelated activities and decisions
beginning with defining the market te be segmented (Exhibit 3.3). It is necessary to decide
how to segment the market, identifving segments, which involves selecting the variable(s)
te use as the basis for identifying segments. For example, frequency of use of a product
(e.g.. frequent, moderate, and occasional) may be a possible basis for segmentation. Next,
the method of forming market segments is decided. This may consist of managers using
judgment and experience to divide the market into segments. Alternatively, segments may
be formed using statistical analysis. The availability of customer purchase behavior mfor-
mation m CRM systems, for example, provides a growing base for this analysis. Part of
forming segments is deciding whether finer (smaller) segments should be used. Finally,
strategic analysis is conducted on each segment to assist management in deciding which

segment(s) to target.

Defining the Market to Be Segmented

Market segmentation may occur at any of the product-market levels shown in Exhibit 3.4.
Generic-level segmentation is illustrated by segmenting supermarket buyers based on
shopper types (e.g., on the basis of available shopping time). Product-type segmentation
is shown by the differences in price, quality, and features of shaving equipment. Product
variant-segmentation considers the segments within a category such as electric razors.

An important consideration in defining the market to be segmented is estimating the
variation in buyers’ needs and requirements at the different product-market levels and
identifying the types of buyers included in the market. The all-business-class airline dis-
cussed in the earlier INNOVATION FEATURE illustrates a strategy focused on a specific



90 Part Two Markets, Segments, and Customer Value

EXHIBIT 3.4
Segmentation in the
Health and Beauty
Supplies Market

Level of Product lllustrative Need/Want

Competition Definition Competitors Satisfied

Generic Health and Consumer products Enhancement ot
beauty aids companies health and beauty

Product type Shaving equipment  Gillette, Remington, Bic ~ Shaving

Product variant  Electric razors Braun, Norelco, Electric shaving

Remington, Panasonic

passenger segment. Nonetheless, in contemporary markets, boundaries and definitions can
change rapidly, underlining the strategic importance of market definition and selection, and
the need for frequent re-evaluation.

Identifying Market Segments

After the market to be segmented is defined, one or more variables are selected to identify
segments. For example, the United States Automobile Association (USAA) segments by
tyvpe of employment. Although unknown to many people, USAA has built a successful
business serving the financial services needs of U.S. military personnel located through-
out the world. USAA has close relationships with its 5.6 million members using powerful
information technology. The USAA service representative has immediate access to the cli-
ent’s consolidated file, the one-te-one service encounter is highly personalized, and USAA
achieves a 98 percent retention rate in its chosen market segment.'” In 2007, USAA was
“#] Customer Service Champ” in a BusinessWeek survey.'!

First, we discuss segmentation variables, followed by a review of the variables that are
used in segmentation analyses.

Segmentation Variables

One or more variables (e.g., frequency of use) may be used to divide the product-market
inte segments. Demographic and psychographic (lifestyle and personality) characteristics
of buyers are of nterest, since this information is available from the U.S. Census reports
and marny other sources including electronic databases. The wuse situation variables consider
how the buyer uses the product, such as purchasing a meal away from home for the pur-
pose of entertainment. Variables measuring buyvers’ rneeds and preferences include attitudes,
brand awareness, and brand preference. Purchase-behavior variables describe brand-use
and consumption (e.g.. size and frequency of purchase). We examine these variables to
highlight their uses, features, and other considerations important in segmenting markets.

Characteristics of People and Organizations

Consumer Markets

The characteristics of people fall into two major categories: (1) geographic and demo-
graphic, and (2) psychographic (lifestyle and personality). Demographics are often more
useful to describe consumer segments after they have been formed rather than to identify
them. Nonetheless, these variables are popular because available data often relate demo-
graphics to the other segmentation variables. Geographic location maybe useful for seg-
menting product-markets. For example, there are regional differences in the popularity of
transportation vehicles. In several U.S. states the most popular vehicle is a pickup truck.
The “truck belt” runs from the upper Midwest south through Texas and the Gulf coast
states. The Ford brand is dominant in the northern half of the truck belt while Chevrolet
leads in the southern half.
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Demographic variables describe buyers according to their age, income, education,
occupation, and many other characteristics. Demographic information helps to describe
groups of buyers such as heavy users of a product or brand. Demographics used in com-
bination with buyer behavior information are useful in segmenting markets, selecting
distribution channels, designing promotion strategies, and other decisions on marketing
strategy.

Lifestyle variables indicate what people do (activities), their interests, their opinions,
and their buying behavior. Lifestyle characteristics extend beyond demographics and offer
a more penetrating description of the consumer.'? Profiles can be developed using lifestyle
characteristics. This information is used to segment markets, help position products, and
guide the design of advertising messages.

For example, consumer goods companies inmany personal care and beauty product areas
are looking for sales growth with male purchasers, rather than females. The male shopper
is conventionally not well understood by companies in these product fields. Lifestyle and
product choice differences between different types of males are shown in the STRATEGY
FEATURE. While crude, this model provides an initial basis for examining product devel-
opment opportunities for different segments of the male personal care product market.

Organizational Markets

Several characteristics help in segmenting business markets. The type of industry (some-
times called a vertical market) is related to purchase behavior for certain types of prod-
ucts. For example, antomobile producers purchase steel, paint, and other raw materials.
Since automobile firms® needs may vary from companies in other industries, this form
of segmentation enables suppliers to specialize their efforts and satisfy customer needs.
Other variables for segmenting organizational markets inchide size of the company, the
stage of industry development, and the stage of the value-added system (e.g., producer,
distribution, retailer).

Organizational segmentation isaided by first examining (1) the extent of market concen-
tration, and (2) the degree of product customization.!? Concentration considers the num ber
of customers and their relative buying power. Product customization determines the extent
to which the supplier must tailor the product to each organizational buyer. If one or both of
these factors indicate quite a bit of diversity, segmentation opportunities may exist.

For example, Boeing caters to the specific needs of each air carrier purchasing com-
mercial aircraft, adapting designs to meet customer priorities. Nonetheless, the costs of
customization are high and Boeing has had to evaluate the value/cost relationships of its
attempts to satisfy the needs of single airline segments.

Product Use Situation Segmentation

Markets can be segmented based on how the product is used. As an illustration, Nikon, the
Japanese camera company, offers a line of high performance sunglasses designed for activ-
ities and light conditions when skiing, snowboarding, skating, and driving. Nikon com-
petes in the prem ium portion of the market with prices somewhat higher than Ray-Ban, the
market leader. Timex uses a use sitnation basis of segmentation for its watches.

Needs and preferences vary according to different use situations. Consider, for exam-
ple, segmenting the market for prescription drugs. Astra/Merck identifies the following
segments based on the tvpe of physician/patient drug use sitnation:

« Health care as a business—customers such as managed care administrators who
consider economic factors of drug use foremost.

= Traditional—physicians with standard patient needs centered around the treatment of
disease.
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Consumer products companies in fields like personal care and cosmetics are focusing more
attention on the male consumer. They are having to re-think the characteristics of the male
purchaser. Male shopper stereotypes or segments include:

The Metrosexual

+ The affluent, urban sophisticate, who adds deeper meaning, quality and beauty to
consumption. Thinks of loafers as objets dart.

+ P&QG, Beiersdorf and Polo Ralph Lauren do good business with the metro.
The Maturiteen

» More savvy, responsible, mature and pragmatic than previous cohorts, with poise attrib-
uted to baby boomer parents who treat kids as equals.

» A technology master, adept at online research, often acting as an inhouse shopping con-
sultant. Never knew a time without the Web, and its interactivity has nurtured in them a
radical view of brands—they own them.

+ Adidas, Sony and Unilever are skillful at playing along with them.
The Modern Man

+ Neither retro nor metro, he's something in the middle. A sophisticated consumer in his
20s and 30s—a bigger shopper than his Dad, but still a sports fan.

+ Comfortable with women but doesn’t like shopping with them. Moisturizer and hair gel
are perfectly ordinary to him.

+ Philips Norelco used locker room humor to get the madern man comfortable with the
below-the-neck shaver, Bodvgroom.

The Dad

» Largely ignored, butin their peak earning years.
+ Smart companies like Dyson and Patek Philippe are reaching out to them.

The Retrosexual

+ |If the metrosexual champions the female ethos with a “go Girl,” the retrosexual is
screaming “Stop!” Has lived through the same cultural turmail and consumerism, but
rejects feminism and happily wallows in traditional male behavior. Nostalgic for the
good old days befare moisturizers for men.

+ Burger King and P&G’s Old Spice have this dude nailed.
Source: Nanette Bymes, “Secrets of the Male Shopper,” BusingssWeek, September 4, 2006, 45-54,

= Cost sensitive—physicians for whom cost is paramount, such as those with a sizable
number of indigent patients.

= DMedical thought leaders—people on the leading edge, ofien at teaching hospitals, who
champion the newest therapies.

A sales representative provides the medical thought leader with cutting-edge clini-
cal studies, whereas the cost-sensitive doctor is provided information related to costs of
treatments,

Mass customization offers a promising means of responding to different use situations
at competitive prices. Recall the earlier clothing industry example.
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Buyers’ Needs and Preferences

Needs and preferences that are specific to products and brands can be used as segmenta-
tion bases and segment descriptors. Examples include brand loyalty status, benefits sought,
and proneness to make a deal. Buyers may be attracted to different brands because of the
benefits they offer. For example, the “fair trade” branding of products as diverse as cof-
fee and clothing, with goals of benefiting producers in developing couniries, has shown
remarkable growth in the 2000s. The segment consists of consumers who are prepared to
pay a higher price for staple products, if their actions benefit people in poorer countries.
This is an example of “ethical branding” aimed at a new and growing segment of ethically-
motivated consumers.'

Consumer Needs

Needs motivate people to act. Understanding how buyers satisfy their needs provides
guidelines for marketing actions. Consumers attempt to match their needs with the prod-
ucts that satisfy their needs. People have a variety of needs, including basic physiological
needs (food rest, and sex); the need for safety; the need for relationships with other people
(friendship); and personal satisfaction needs.'® Understanding, the nature and intensity of
these needs is important in (1) determining how well a particular brand may satisfy the
need; and/or (2) indicating what change(s) in the brand may be necessary to provide a
better solution to the buyer’s needs.

Attitudes

Buyers® attitudes toward brands are important because experience and research findings
indicate that attitudes influence behavior. Attitudes are enduring systems of favorable or
unfavorable evaluations about brands.!” They reflect the buyer’s overall liking or prefer-
ence for a brand. Attitudes may develop from personal experience, interactions with other
buyers, or by marketing efforts, such as advertising and personal selling.

Attitude mformation is useful in marketing strategy development. A strategy may be
designed either to respond to established attitudes or, instead, to attempt to change an atti-
tude. In a given sitnation, relevant attitudes should be identified and measured to indicate
how brands compare. If important attitude influences on buyer behavior are identified and
a firm s brand is measured against these attitudes, management may be able to improve the
brand’s pesition by using this information. Attitudes are often difficult to change, but firms
may be able to do so if buyers’ perceptions about the brand are incorrect. For example,
if the trade-in value of an automobile is important to buyers in a targeted segment and a
company learns through market research that its brand {which actually has a high trade-in
value) is perceived as having a low trade-in value, advertising can communicate this infor-
mation to buyers.

Perceptions

Perception is defined as “the process by which an individual selects, organizes, and inter-
prets information inputs to create a meaningful picture of the world.”"* Perceptions are
how buyers select, organize, and interpret marketing stimuli, such as advertising, per-
sonal selling, price, and the product. Perceptions form attitudes. Buyers are selective m
the information they process. As an illustration of selective perception, some advertising
messages may not be received by viewers because of the large number of messages vying
for their attention. For example, Exhibit 3.5 lists products where substantial proportions of
TV advertisements are actively ignored or skipped using a personal video recorder. Nega-
tive aftitudes and perceptions may be a major barrier to communicating with consumers.
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EXHIBIT 3.5
Television Viewers
Watch Fewer Ads

Source; Survey of the 15lagest
US. televis on rrarkets in 2003
by CNW Marleting Research
Inc. reported inAnthany Bianco,
“The Vanishing Mass Marlet*
Businassiveek, July 12, 2004, 65

Ads Actively Ignored
on Television

Ads Skipped Using
Personal Video Recorder

Beer 4.8% 31.9%
Movie trailers 11.6 44,1
Soft drinks 216 82.7
Drug 223 45.6
Spedialty dothing 33.4 62.4
Home products 41.6 90.3
Fast food 45.1 95.7
Cars (national) 52.8 68.8
Pet-related 5555 81.5
Credit cards 62.7 94.2
Mortgage financing 741 94.7
Upcoming program 75.3 94 .4
Unweighted average 431 71.6

Or, more simply, for example, a salesperson’s conversation may be misunderstood or not
understood because the buver is trving to decide if the purchase is necessary while the
salesperson is talking.

People often perceive things differently. Business executives are interested in how
their products, salespeople, stores, and companies are perceived. Perception is impor-
tant strategically in helping management to evaluate the current positioning strategy
and in making changes in this positioning strategy. Perception mapping is a useful
research technique for showing how brands are perceived by buvers according to vari-
ous criteria. We discuss how preference mapping is used to form segments later in the
chapter.

Purchase Behavior

Consumption variables such as the size and frequency of purchases are useful in seg-
menting consumer and business markets. Marketers of industrial products often classify
customers and prospects nto categories on the basis of the volume of the purchase. For
example, a specialty chemical producer concentrates its marketing efforts on chemical
users that purchase at least $100,000 of chemicals each year. The firm firther segments the
market on the basis of how the customer uses the chemical. The development of CRM svs-
tems offers fast access to records of actual customer purchase behavior and characteristics.
CRM and lovalty programs are generating insights into customer behavior and segment
differences, and providing the ability to respond more precisely to the needs of customers
in different segments. We discuss the impact of CRM on analyzing customer characteris-
tics in Chapter 4.

Since buying decisions vary in importance and complexity, it is useful to classify
them to better understand their characteristics, the products to which they apply, and
the marketing strategy implications of each type of purchase behavior. Buyer decisions
can he classified according to the extent to which the buyer is involved in the decision.'”
A high-involvement decision may be an expensive purchase, have important personal
consequences, and impact the consumer’s ego and social needs. The decision situation



EXHIBIT 3.6
Consumer
Involvement in
Purchase Decisions

Source: EncN. Berkowitz,
Roger A. Kenin, Steven W.
Harfley, and Williarn Rudslins,
Marketing, Sthed (Chicago:
Richard D). Irwin, 1997), 156.
Copyright & The McGrawr-
Hill Comparies. Usedwith
permission

EXHIBIT 3.7
Tllustrative

Segmentation
Variables

Source: EneN. Berkowitz,
Steven W Hartley, William
Rudslins, and Roger A Kerin,
Mokating, Thed (Burr Bidge,
IL: MeGrawr-Hill Irorn, 2003 ).
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may consist of extended problem solving (high involvement), limited problem solving,
or routine problem solving (low involvement). The characteristics of these situations are
illustrated in Exhibit 3.6.

These categories are very broad since the range of mvolvement covers various buying
situations. Even so, the classifications provide a useful way to compare and contrast buying
situations. Alse, involvement may vary from individual to individual. For example, a high-
involvement purchase for one person may not be such for another person, since percep-
tions of expense, personal consequences, and social impact may vary across individuals.
Exhibit 3.7 summarizes the various segmentation variables and shows examples of seg-
mentation bases and descriptors for consumer and organizational markets. As we examine
the methods used to form segments, the role of these variables in segment determination
and analysis is illustrated.




96 Part Two Markets, Segments, and Customer Value

Forming Market Segments

Turning around the performance of Miller Brewing’s business was in part based on develop-
ing new segment targets for Miller’s beer brands. Targets for some of the biggest brands are:

*» Miller Genuine Draft—aiming at “mainstream sophisticates,” males aged 25-35
attracted by the tag line “Beer. Grown Up.”

« Milwaukee’s Best Light—targeting “hardworking men” with a beer to be picked up
after a long day at work, sponsors the World Series of Poker on ESPN to get the atten-
tion of these poker-playing consumers.

« Pilsner Urquell for “beer aficionados,” or more discerning drinkers. Select
salespeople—“beer merchants”—educate bar staff and retailers on the special character
of the Czech beer, the original golden pilsner.

* Miller Icehouse—for “drinking buddies,” hanging out, playing Xbox, or getting ready
to go out, targeting the modern young male »°

The requirements for segmentation are discussed first, and then the methods of segment
formation are described and illustrated.

Requirements for Segmentation
An important question is deciding if it is worthwhile to segment a product-market. For
example, for many vears Gillette successfully adopted a “one product for all® strat-
egy in the razor market. While in many instances segmentation is a sound strategy, its
feasibility and value need to be evaluated. Nonetheless, the growing fragmentation of
mature mass markets into segments with different needs and responsiveness to marketing
actions may mandate segmentation strategy. Correspondingly, the growth of narrowcast
media—cable-television and radio; specialized magazines; cell-phone and personal dig-
ital assistant screens; and the Internet—has made major changes in the costs of reaching
market segments. Segment targets which could not traditionally be reached with commu-
nications and product variants to match their needs at reasonable costs to the seller may
now be accessible targets?! For example, the INTERNET FEATURE illustrates some
of the ways in which the Web is changing the ability of companies both to identify seg-
ments in the marketplace, but as importantly to reach them more precisely with targeted
communications.

It is important to decide if it is worthwhile to segment a product market. Five criteria are
useful for evaluating a potential segmentation strategy.

Response Differences

Determining differences in the responsiveness of the buyers in the product-market to posi-
tioning strategies is a key segment identification requirement. Suppose the customers in
a product-market are placed into four groups, each a potential segment, using a variable
such as income (affluent, high, medium, and low). If each group responds (e.g., amount
of purchase) in the same way as all other groups to a marketing mix strategy, then the four
groups are not market segments. If segments actually exist in this illustration, there must be
differences in the responsiveness of the groups to marketing actions, such as pricing, prod-
uct features, and promotion. The presence of real segments requires actual response differ-
ences. Simply finding differences in buyers” characteristics such as income is not enough.
For example, income is useful in finding response differences in emerging markets.
In Russia, average income per person in 2006 was just $300 a month. Nonetheless, a
surprising number of Russians live as well or better than their Western counterparts—in



Internet Feature The Reach of the Web

The attractiveness of market segments is intluenced by the ability to reach targets with mar-
keting communications. The Internet is rapidly changing the ability of companies to reach
both narrow and broad target segments:

¢ Young adults are low users of print media and television, making them ditticult to target
using conventional methods. However, of American teens (12-17 years old), 87 percent
use the Internet, 65 percent use instant messaging, and 44 percent go online everyday.
The “MySpace generation” is found in social networking websites like MySpace and
Facebook.com and blogging sites like Xanga.com,

¢ One of the strengths tor Google as the Internet’s most used search engine is the ability
to analyze individuals’ search patterns to identity interests and behaviors, allowing per-
sonalized advertising to be developed and delivered around those interests,

+ Dogster.com is a sodial networking site tor dog owners, Users can create tree Web pages
to share photos and tell stories about their pets. Atter two years in operation, in 2006
Dogster.com was attracting 10 million paid advertisements a month.

+ Jaman is an Internet start-up online art house tor movie downloads—such as Bollywoaod
and martial arts movies. Its target is individuals interested in world movies and the works
of independent tilmmakers, and includes a sodal networking element. Users are likely to
be sophisticated consumers with international interests, and the site provides access to
this otherwise ditficult to locate consumer.

Sources: Kevin Allinson, “Web Brings New Breed of Ads,” Ananctal Times, Wednesday, August 30, 2008, 21,

Jessi Hempel, “The My Space Ceneration,” BusinessWeek, December 12419, 2005, 64-72, Richard Waters,

“Google’s Buried Treasure,” Finoncial Times, Wednesday, July 23, 2003, 11, Stephen H. Wildstrom, “At Last,
An Online Art House,” BusinessWeek, April 30, 2007, 22,

fact, the richest tenth of Russia’s population earns around fifteen times as much as the
poorest tenth. In 2006, Russia was home to 88,000 millionaires. Importantly, some
70 percent of Russians’ income is disposable, compared to around 40 percent for the
typical Western consumer—the result of low flat-rate income tax and subsidized housing
and utilities. The emergence of a Russian middle class with substantial spending power
provides a promising target for luxury goods brands like Mercedes-Benz, Cartier, and
Christian Dior**

Identifiable Segmenis

It must be possible to identify the customer groups that exhibit response differences, and
sometimes finding the correct groups may be difficult. For example, even though varia-
tions m the amount of purchase by customers occur in a market, it may not be possible to
identify which people correspond to the different response groups in the market. While it is
usually feasible to find descriptive differences among the buvers in a product-market, these

variations must be matched to response differences. The impact of the Internet is important
to identifying segments (INTERNET FEATURE),

Actionable Segments

A business must be able to aim a marketing program sirategy at each segment selected
as amarket target. As discussed earlier, specialty magazines offer one means of selective
targeting. [deally, the marketing effort should focus on the segment of interest and not be
wasted on non-segment buyers. Cable television, magazine, and radio media are able to
provide coverage of narrowly defined market segments. The Internet offers great poten-
tial for direct marketing channels to reach specialized segments. Similarly, databases offer
very focused access to buyers.

97
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EXHIBIT 3.8
Approaches

to Segment
Identification

Cost/Benefits of Segmentation

Segmentation must be financially atfractive in terms of revenues generated and costs
incurred. It is important to evaluate the benefits of segmentation. While segmentation may
cost more in terms of research and added marketing expenses, it should also generate m ore
sales and higher margins. The objective is to use a segmentation approach that offers a
favorable revenue and cost combination. Interestingly, Bain & Co research suggests that in
their studies over a five-year period, companies that successfully tailor product offerings to
desirable customer segments show annual profit growth of around 15 percent—compared
to only 5 percent annual growth in other companies in their sectors >

Stability over Time

Finally, the segments must show adequate stability over time so that the firm’s marketing
efforts will have enough time to produce favorable results. If buyers’ needs change too
fast, a group with similar response patterns at one point may display quite different pat-
terns several months later. The time period may be too short to justify using a segmentation
strategy. However, this question is also one where the impact of narrowcast media and
advanced production technology may drastically reduce the time over which a segment
targets needs to be stable for it to be an attractive target.

Product Differentiation and Market Segmentation

The distinction between product differentiation and market segmentation s not always
clear. Product differentiation ocours when a product offering is perceived by the buyer
as different from the competition on any physical or nonphysical product characteristic,
including price 2 Using a product differentiation strategy, a firm may target an entire mar-
ket or one (or more) segments. Competing firms may differentiate their product offerings
in trying to gam competitive advantage with the same group of targeted buyers. Market
targeting using a differentiation strategy is considered further in Chapter 6.

Approaches to Segment Identification

Segments are formed by: {A) grouping customers using descriptive characteristics and
then comparing response differences across the groups; or (B) forming groups based
on response differences (e.g., frequency of purchase) and determining if the groups can
be identified based on differences in their characteristics. Exhibit 3.8 illustrates the two
approaches. Approach A uses a characteristic such as income or family size believed to be

A - Start with identifiers
of customer groups:
Charactaristics of paople

and organizations,
a.g., incoma, family size,
industiial sector
Segment
identification

B - Start with customer
response profile:
Form groups based on
response pattems,
8.g., frequancy of purchase




EXHIBIT 3.9
Product-Market
Segmentation
Dimensions for Hotel
Lodging Services
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related to buyer response. After forming the groups, they are examined to see if response
varies across groups. Approach B places buyers with similar response patterns into groups
and then develops buyer profiles using buyer characteristics. We describe each approach to
show how it is used to identify segments.

Customer Group Identification

After the product-market of interest is defined, promising segments may be identified, using
management judgment in combination with analysis of available information and/or mar-
keting research studies. Consider, for example, hotel lodging services. Exhibit 3.9 illus-
trates ways to segment the hotel lodging product-market. An additional breakdown can be
made according to business and leisure travelers. These categories may be further refined
by individual customer and group customer segments. Groups may include conventions,
corporate meetings, and tour groups. Several possible segments can be distinguished. Con-
sider, for example, Marrioft’s Courtyard hotel chain. These hotels fall into the midpriced
category and are targeted primarily to frequent business travelers who fly to destinations,
are in the 40-plus age range, and have relatively high incomes.

When using the customer group identification approach, it is necessary to select one or
more of the characteristics of people or organizations as the basis of segmentation. Using
these variables, segments are formed by (1) management judgment and experience; or
(2) supporting statistical analvses. The objective is to find differences in responsiveness
among the customer groups. We look at some of the customer grouping methods to show
how segments are formed.

Management Insight and Available Information

Managements knowledge of customer needs is often a useful guide to segmentation. For
example, both experience and analysis of published information are often helpful in seg-
menting business markets. Business segment variables include type of industry, size of
purchase, and product application. Company records often contain information for analyz-
ing the existing customer base. Published data such as industry mailing lists can be used
to identify potential market segments. These groups are then analvzed to determine if they

A
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display different levels of response. Effective segmentation may sometimes be achieved
through insight and creativity, but it is important to avoid stereotyped thinking based on
industry norms. A distinctive segmentation strategy which does not mirror those of com-
petitors may be an important source of advantage.

Segmenting using management judgment and experience underpins the success of
Coach in serving both fashion-conscious consumers and factory outlet customers. The
luxury positioning of the Coach brand places it on a par with Gueei, Versace, and Dior,
although Coach prices are much lower. Flagship Coach stores are located on Beverley
Hills’ Rodeo Drive and New York's Madison Avenue. Nonetheless, the fastest-growing part
of Coach’s business is the factory outlets where the previous season’s products are sold at
discounted prices. Although an unconventional approach to segmentation in the luxury
goods market, Coach carefully manages its brand position with upscale shoppers, but also
builds sales with older bargain-hunters in factory outlets.’

Cross Classification Analyses

Another method of forming segments is to identify customer groups using descriptive
characteristics and compare response rates (e.g., sales) by placing the information in a
table. Customer groups form the rows and response categories form the columns. Review
of industry publications and other published information may identify ways to break up
a product-market into segments. Standardized information services such as Information
Resources Inc. collect and publish consumer panel data on a regular basis. These data pro-
vide a wide range of consumer characteristics, advertising media usage, and other informa-
tion which is analyvzed by product and brand sales and market share. The data are obtained
from a large sample of households through the United States. Similar statistical data are
available in many overseas countries.

Information is available for use in forming population subgroups within product-
markets. The analyst can use many sources, as well as management’s insights and hunches
regarding the market. The essential concern is whether a segmentation scheme identi-
fies customer groups that display different product and brand responsiveness. The more
evidence of meaningful differences, the better chance that useful segments exist. Cross-
classification has some real advantages in terms of cost and ease of use. There may be a
strong basis for choosing a segmenting scheme that uses this approach. This oceurs more
often in business and organizational markets, where management has a good knowledge
of user needs, because there are fewer users than there are in consumer product-markets.
Alternatively, this approach may be a first step leading to a more comprehensive type of
analysis.

Data Mining for Segmentation
The availability of computerized databases offers a wide range of segmentation analy-
sis capabilities. This type of analysis 1s particularly useful in consumer market segmen-
tation. Databases are organized by geography and buyers® descriptive characteristics.
Databases can be used to identify customer groups, design effective marketing programs,
and improve the effectiveness of existing programs. The number of available databases is
rapidly expanding, the costs are declining, and the information systems are becoming user
friendly. Several marketing research and direct mail firms offer database services. Further
discussion on data mining is provided in Chapter 4.

By identifying customer groups using descriptive characteristics and comparing them to
a measure of customer responsiveness to a marketing mix such as product usage rate (e.g.,
number of fax ink cartridges per year), potential segments can be identified. If the response
rates are similar within a segment, and differences in response exist between segments, then
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promising segments are identified. Segments do not always emerge from these analyses,
because in some product-markets distinct segments may not exist, or the segment interre-
lationships may be so complex that an analysis of these predetermined groupings will not
identify useful segments. Product differentiation strategies may be used in these situations.

Segmentation Illustrations

A now-classic study for Mobil examines buyers inthe gasoline market to identify segments.
The findings, including information obtained from over 2,000 motorists, are summarized
in Exhibit 3.10. The research identified five primary purchasing groups.*® Interestingly, the
study found that the Price Shopper spent an average of $700 annually, compared to $1,200
for the Road Warriors and True Blues. Mobil’s marketing strategy was to offer gasoline
buyers a quality buying experience, including upgraded facilities, more lighting for safety,
responsive attendants, and quality convenience products. The target segments are Road
Warriors and Generation F3, involving a major effort on convenience stores and reduced
time at the gas pump based on the Mobil Speed Pass. The test results from the new strategy
raised revenues by 25 percent over previous sales for the same retail sites.

As shown by the profiles described in Exhibit 3.10, needs and preferences vary quite a
bit within a market. Tryving to satisfy all of the buyers in the market with the same market-
ing approach is difficult. Analyzing both the customer and the competition is important.
Specific competitors may be better (or worse) at meeting the needs of specific customer
groups {e.g.. Mobil’s Road Warriors). Finding gaps between buyers’ needs and competi-
tors” offerings provides opportunities for improving customer satisfaction. Also, compa-
nies study competitors’ products to identify ways to improve their own.

In a different sector, one European bank emploved a psychologist to examine custom-
ers’ monthly statements to search for clues to lifestyle and personality profiles. The study
identified three customer groups:

+ Hedonistic Grazers—impulsive and spontaneous people, with a tendency to live for
the moment; Bridget Jones characters who are instant pleasure seekers and do not like
to postpone fin and extravagance any longer than is absolutely necessary.

EXHIBIT 3.10 Diversity of Gasoline Buyers

Source: Alanma Sullivan, “Tobil Bets Dnvers Pick Cappuceino over Low Prices,” The Fall Street Jowrnal, Jarnary 30, 1585, Bl Wall Street Journal. Central Edition [Staff
Froduced Copy Ondv] by Alarns Sullivan Copynght 1995 by Dow Jones & Co e, Reproduced with permmission of Dowr Jones & Co Ire. in the format Tertbook via
Copynight Cleararce Center

Road Warriors: True Blues: Generation F3: Homebodies: Price Shoppers:
Generally higher- Usually men and  {for fuel, food, and ~ Usually housewives  Generally aren’t loyal
income, middle-aged  women with fast): Upwardly who shuttle their to either brand or
men, who drive moderate to maobile men and children around a particular station;
25,000 to 50,000 high incomes women—half during the day and rarely buy the
miles a year . . . buy who are loyal under 25 years and use whatever  premium line . . .

premium with a credit
card . . . purchase
sandwiches and drinks
from the convenience
store . . . will some-
times wash their cars
at the carwash.

16% of buyers

to a brand and
sometimes to a
particular station
. .. frequently
buy premium
gasoline and pay
in cash.

16% of buyers

of age—who are
constantly on the
go . ..drive alot
and snack heavily
from the conven-
ience store,

27% of buyers

gasoline station is
based in town or
along their route
of travel.

21% of buyers

frequently on tight
budgets . . . efforts
to woo them have
been the basis of
marketing strategjies
for years.

20% of buyers
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= Material Martyrs—masters of time management and efficiency; control freaks who
plan their weekly meals in advance and prefer to buy furniture than to go out; intro-
verted and home loving; careful and fingal.

= Steady Builders—mature, settled, stable people, with a strong sense of responsibility,
who debate a big expense rather than spend spontaneously.?’

Understanding lifestyle differences is critical to providing financial services tailored to
the differences between these groups, since there is a link between lifestyle and the needs
for financial services, as well as responsiveness to different offers.

In an era of increased globalization, it is also important to recognize that segmentation
has an international dimension in many markets. At the simplest level, country differences
will dictate the need for variations in the sizes of products like apparel and household furni-
ture based on ethnic identity in overseas countries. However, a strategic approach to segmen-
tation internationally requires deeper analysis. For example, global brands may be judged
on quality, global and social responsibility characteristics by consumers. An international
research study suggests segments relating to how consumers relate to global brands are:

» Global Citizens (55%)—rely on the global success of a company to indicate quality and
innovation, but concerned about social responsibility issues. The U.S. and UK. have rel-
atively few global citizens, but they are more common in Brazil, China, and Indonesia.

» Global Dreamers (23% )—less discerning about and more fervent in their admiration
of transnational companies. They see global brands as quality products and accept the
cultural symbols they provide, and are less concerned with social responsibility 1ssues.

» Antiglobals (13%)—skeptical that transnational companies deliver higher quality
goods, and dislike brands that preach American values. Do not trust global companies
to behave responsibly, and their brand preferences mdicate they try to avoid doing busi-
ness with transnational firms.

» Global Agnostics (99%)—do not base purchase decisions on a brand’s global attributes,
and judge them on fthe same criteria they use for local brands. Higher mumbers in the
US, but lower in Japan, Indonesia, and China *®

Forming Groups Based on Response Differences

The alternative to selecting customer groups based on descriptive characteristics is to iden-
tify groups of buyers by using response differences to form the segments. A look at a
segmentation analysis for the packaging division of Signode Corporation illustrates how
this method is used.”” The products consist of steel strappings for various packaging appli-
cations. An analysis of the customer base identified the following segments: programmed
buyers (limited service needs), relationship buyers, transaction buyers, and bargain hunters
{low price, high service). Statistical (cluster) analysis formed the segments using twelve
variables concerning price and service trade-offs and buying power. The study included
161 of Signode’s national accounts. Measures of the variables were obtained from sales
records, sales managers, and sales representatives. The segments vary in responsiveness
based on relative price and relative service.

The widespread adoption of CRM systems offers greater opportunity for timely and
detailed analysis of response differences between customers. The “data warehouse,” by
integrating transactional data around customer types, makes possible complex analyses to
understand differences in the behavior of different customer groups, to observe customer
lifecycles, and to predict behavior.’’ We discuss CRM in Chapter 4. Response difference
approaches draw more extensively from buyer behavior information than the customer
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group identification methods discussed earlier. Note, for example, the information on
Signode’s customer responsiveness to price and service. We now look at additional appli-
cations to more fully explore the potential of the customer response approaches.

Cluster Analysis

Cluoster analysis (a statistical technique) groups people according to the similarity of their
answers to questions such as brand preferences or product attributes. This method was used
to form segments for Signode Corporation. The objective of cluster analysis is to identify
groupings in which the similarity within a group is high and the variation among groups is
as great as possible. Each cluster is a potential segment.

Perceptual Maps

Another segmentation method uses consumer research data to construct perceptual maps
of buyers’ perceptions of products and brands. The information helps select market-target
strategies, and decide how to position a produet for a market target.

While the end result of perceptual mapping is simple to understand, its execution is
demanding in terms of research skills. Although there are variations in approach, the
following steps are illustrative:

1. Select the product-market area to be segmented.
2. Decide which brands compete in the product-market.

3. Collect buyers’ perceptions about attributes for the available brands (and an ideal brand)
obtained from a sample of people.

4. Analyze the data to form one, two, or more composite attribute dimensions, each
independent of the other.

5. Prepare a map (two-dimensional X and Y grid) of attributes on which are positioned
consumer perceptions of competing brands.

6. Plot consumers with similar ideal preferences to see if subgroups (potential segments)
will form.

7. Evaluate how well the solution corresponds to the data that are analvzed.
8. Inferpret the results as to market-target and product-positioning strategies.

An example of a perception map is shown in Exhibit 3.11. Each Group (I-V) contains
people from a survey sample with similar preferences concerning expensiveness and qual-
ity for the product category. The Brands (A—E) are positioned using the preference data
obtamed from the survey participants. Assuming you are product manager for Brand C,
what does the mformation indicate concerning possible targeting? Group V is a logical
market target and III may represent a secondary market target. To appeal most effectively
to Group V, we will probably need to change somewhat Group V consumers’ price percep-
tions of Brand C. Offering a second brand less expensive than C to appeal to Group IV is
another possible action. Of course, it is necessary to study the research results in much
greater depth than this brief examination of Exhibit 3.11. Our intent is to illustrate the
method of segmenting and show how the results might be used.

Perceptual mapping, like many of the research methods used for segment identification,
is expensive and represents a technical challenge. When used and interpreted properly,
these methods are useful tools for analyzing product-market structure to identify possible
market targets and positioning concepts. Of course, there are many issues to be considered
in specific applications such as choosing the aftributes, identifying relevant produets and
brands, selecting the sample, and evaluating the strength of results.



104 Part Two Markets, Segments, and Customer Value

EXHIBIT 3.11
Consumer Perception
Mapping Iustration

Expensive
A
Brand E Brand A
Brand B
GROUP
\
Low £ > High
quality GROUP quality
|
Brand D Brand C
\ 4
Inexpensive

Finer Segmentation Strategies

A combination of factors may help a company utilize finer segmentation strategies. Tech-
nology may be available to produce customized product offerings. Furthermore, highly
sophisticated databases for accessing buyers can be used, and buyers’ escalating prefer-
ences for unique products encourage consideration of increasingly smaller segments. In
some situations, an individual buyer may comprise a market segment. Thus, an important
segmentation issue is deciding how small segments should be. We consider the logic of
finer segments followed by a discussion of the available finer segmentation strategies.

Logic of Finer Segments

Several factors working together point to the benefits of considering very small segments—
in some cases, segments of one. These include (1) the capabilities of companies to offer
cost effective, custemized offerings; (2) the desires of buyers for highly customized prod-
ucts; and (3) the organizational advantages of close customer relationships.,

Customized Offerings

The capabilities of organizations to offer customized products is feasible because of
extensive information flow and comprehensive data bases, computerized manufactur-
ing systems, and integrated value chains.*' Database knowledge, computer-aided prod-
uct design and manufacturing, and distribution technology (e.g., just-in-time inventory)
offer promising opportunities for serving the needs and preferences of very small mar-
ket segments. This technology combined with the Internet has led to the emergence of
“sliver” companies or “micro-multinationals®™—small, flexible organizations selling
highly-specialized products across the world. For example, with products which can be
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digitized and delivered online, such as computer software, music collections, financial
services like travel and auto insurance, and e-books, there is already capacity for almost
infinite customization,

Diverse Customer Base

The requirements of an increasingly diverse customer base for many products are appar-
ent. For example, the international automobile industry is facing the challenge of the Three
Day Car Program—allowing the buyer to specify the detail and design choices of a vehicle
online, the order stimulates production, with delivery three days later. This Program has
been designed because of the diversity in customer preferences in autos, and the sheer
number of variants included in modern vehicles.

Close Customer Relationships

Companies recognize the benefits of close relationships with their customers. By identi-
fving customer value opportunities and developing cost effective customized offerings,
relationships can be profitable and effective in creating competitive barriers.

Finer Segmentation Strategies

We examine three approaches for finer segmentation opportunities: micro-segmentation,
mass customization, and variety seeking *?

Micro-segmentation

This form of segmentation seeks to identify narrowly defined segments using one or more
of the previously discussed segmentation variables (Exhibit 3.7). It differs from more
aggregate segment formation in that micro-segmentation results in a large number of very
small segments. Each segment of interest to the organization receives a marketing mix
designed to meet the value requirements of the segment.

Mass Customization

Providing customized products at prices not much higher than mass produced items is
feasible using mass customization concepts and methods. Achieving mass customization
objectives is possible through computer-aided design and manufacturing software, flexible
manufacturing techniques, and flexible supply systems.

Variety-Seeking Strategy

This preduct strategy is intended to offer buvers opportunities to vary their choices m
contrast to making unique choices.” The logic is that buyers who are offered alternatives
may increase their total purchases of a brand. Mass customization methods also enable
companies to offer an extensive variety at relatively low prices, thus gaining the advantages
of customized and variety offerings.

Finer Segmentation Issues

While the benefits of customization are apparent, there are several issues that need to be

examined when considering finer segmentation strategies:**

1. How much variety should be offered to buyers? What attributes are important in buyers
choices and to what extent do they need to be varied?

2. Will too much variety have negative effects on buyers? It is possible that buyers will
become confused and frustrated when offered too many choices?

3. Is it possible to increase buyers” desire for variety, creating a competitive advantage?

4. What processes should be used to learn about customer preferences? This may involve
indirect methods (e.g., database analysis), or involving buyers in the process.
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High variety strategies, properly conceived and executed, offer powerful opportunities
for competitive advantage by providing superior value to customers. As highlighted by the
above issues, pursuing these finer segmentation strategies involves major decisions includ-
ing which strategy to pursue and how to implement the strategy. Estimating the value and
cost tradeoffs of the relevant alternatives is important in deciding how fine the segmenta-
tion should be.

Selecting the Segmentation Strategy

We have considered several approaches to market segmentation, ranging from forming
segments via experience and judgment to finer segmentation strategies. We now discuss
deciding how to segment the market and strategic analysis of the segments that have been
identified.

Deciding How to Segment

The choice of a segmentation method depends on such factors as the maturity of market,
the competitive structure, and the organization experience in the market. The more com-
prehensive the segmentation process, the higher the costs of segment identification will be,
reaching the highest level when field research studies are involved and finer segmentation
strategies are considered. It is important to maximize the available knowledge about the
product-market. An essential first step in segmentation is analyzing the existing customer
base to identify groups of buvers with different response behavior (e.g., frequent purchase
versus occasional purchase). Developing a view of how to segment the market by manag-
ers may be helpful. In some instances this information will provide a sufficient basis for
segment formation. If not, experience and existing information are often helpful in guiding
the design of customer research studies.

The five segmentation criteria discussed earlier help to evaluate potential segments.
Deciding if the criteria are satisfied rests with management after examining response dif-
ferences among the segments. The segmentation plan should satisfy the responsiveness
criterion plus the other criteria (end users are identifiable, they are accessible via a market-
ing program, the segment(s) is economically viable, and the segment is stable over time).
The lafter criterion mav be less of an issue with mass customization since changes can
be accommodated. Segmentation strategy should not be static. The competitive advantage
gained by finding {or developing) a new market segment can be very important.

Strategic Analysis of Market Segments

Each market segment of interest needs to be studied to determine its potential attractive-
ness as a market target. The major areas of analysis include customers, competitors, posi-
tioning strategy, and financial and market attractiveness.

Customer Analysis

When forming segments, it is useful to find out as much as possible about the customers in
each segment. Variables such as those used in dividing product-markets into segments are
also helpful in describing the people in the same segments. The objective is to find descrip-
tive characteristics that are highly correlated to the variables used to form the segments.
Standardized information services are available for some product-markets including foods,
health and beauty aids, and pharmaceuticals. Large markets involving many competitors
make it profitable for research firms to collect and analyze data that are useful to the firms
serving the market. We discuss marketing information resources in Chapter 5.
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An essential part of customer analysis is determ ining how well the buyers in the segment
are satisfied. Customer satisfaction depends on the perceived performance of a product and
supporting services and the standards that customers use to evaluate that performance ’”
The customers standards complicate the relationship between organizational product spec-
ifications (e.g., product attribute tolerances) and satisfaction. Standards may involve some-
thing other than prepurchase expectations such as the perceived performance of competing,
products. Importantly, the standards are likely to vary across market segments.

Competitor Analysis
Market segment analysis considers the set of key competitors currently active in the market
in which the segment is located plus any potential segment entrants. In complex market
structures, mapping the competitive arena requires detailed analysis. The competing firms
are described and evaluated to highlight their strengths and weaknesses. Information useful
in the competitor analysis includes business scope and objectives; market position; mar-
ket target(s) and customer base; positioning strategy; financial, technical, and operating
strengths; management experience and capabilities, and special competitive advantages
{e.g., patents). It is also important to anticipate the future strategies of key competitors.
Value chain analvsis can be used to examine competitive advantage at the segment level.
A complete assessment of the nature and intensity of competition in the segment is impor-
tant in determ ming whether to enter (or exit from) the segment and how to compete in the
segment. Competitor and value chain analysis are discussed n Chapter 2.

Positioning Analysis

We consider positioning strategy in Chapter 6. Segment analysis involves some preliminary
choices about positioning strategy. One objective of segment analysis is to obtain guide-
lines for developing a positioning strategy. Flexibility exists in selecting how to position
the firm (or brand) with its customers and against its competition in a segment. Positioning
analvsis shows how to combine product, distribution, pricing, and promotion strategies
to favorably position the brand with buyers in the segment. Information from positioning
maps like Exhibit 3.11 is useful in guiding positioning strategy. The positioning strategyv
should meet the needs and requirements of the targeted buyers at a cost that yields a profit-
able margin for the organization.

Estimating Segmeni Atiractiveness

The financial and market attractiveness of each segment needs to be evaluated. Included
are specific estimates of revenue, cost, and segment profit contribution over the planning
horizon. Market atfractiveness can be measured by market growth rate projections and
attractiveness assessments made by management.

Financial analysis obtains sales, cost, and profit contribution estimates for each seg-
ment of interest. Since accurate forecasting is difficult if the projections are too far into
the future, detailed projections typically extend two to five vears ahead. Both the segment’s
competitive position evaluation and the financial forecasts are used in comparing segments.
In all instances the risks and returns associated with serving a particular segment need to
be considered. Flows of revenues and costs can be weighted to take into account risks and
the time value of revenues and expenditures.

It should be recognized that as information availability grows, for example through the
data warehouses associated with CRM systems, the evaluation of segment attractiveness
also has the potential for identifying unattractive market segments, and even individual
customers which may be candidates for deletion. There may also be ethical considerations
which limit the attractiveness of certain segments. The ETHICS FEATURE deseribes some



Ethics Feature largeting Children

108

Segmentation studies for many markets identity children as a high value opportunity, Con-
fectionery, tast food, music, and toys are examples. Children exhibit great “pester power”
intluencing their own consumption and that of the tamily.

Parents and health advisors across the world warn of the dangers ot childhood obesity.
For tood tirms, an ethical dilemma targeting this segment concerns the impact ot their
marketing actions on the younyg.

It they are accepted as proper market targets, ethical questions surround the ways in
which advertisers reach young consumers with promotional messages, in ways which get
around parental controls and conventional media;

+ Reports in Europe suggest some advertising agencies use Internet chatrooms to place
commercial messages to reach young consumers, getting around strict rules concerning
advertising to children.

+ Food companies have been acaused of using text messaging (SMS), websites and viral
marketing campaigns to sell products to children.

+ Some advertising agencies run tocus group research with consumers as young as three
years old, to establish ways to channel “pester power"” onto tamily purchasing.

Sources: Glen Owen, “Scandal of the Advertisers Who Pose as Young Girls on Internet Chatrooms,” Dally

Mail, April 2, 2006, 27. |enny Wiggins, “Food Industry Critidsed over Tactics to Tempt Children,” Financial
Times, January 31, 2006, 5. Gill Swain, “Pester Power,” The Sunday Times, December 29, 2002, 1-16,

of the issues surrounding targeting children (or some groups of children), and some of the
undesirable practices that have emerged. The potential for damage to brand and corporate
reputation in such situations is considerable.

Segmentation “Fit” and Implementation

One important aspect of evaluating segment attractiveness 1s how well the segments match
company capabilities and the abilitv to implement marketing strategies around those
segments.”® There are many organizational barriers to the effective use of segmentation
strategies. New segment targets which do not fit into conventional information reporting,
planning processes, and budget systems in the company may be ignored or not adequately
resourced. Innovative models of customer segments and market opportunities may be
rejected by managers or the culture of the organization.

There are dangers that managers may prefer to retain traditional views of the market and
structure information in that way, or that segmentation strategy will be driven by existing
organizational structures and competitive norms.”” It is important to be realistic in bal-
ancing the attractiveness of segments against the ability of the organization to implement
appropriate marketing strategies to take advantage of the opportunities identified. Building
effective marketing strategy around market segmentation mandates an emphasis on action-
ability as well as technique and analysis.*

Many of the issues we consider in later chapters impact on the operational capabili-
ties of a company to implement segmentation strategies, for example, strength in cross-
functional relationships may be a prerequisite to delivering value to new segments; the
ability to work with partners may be needed to develop new products to build a strong
position in a key market segment. The existence of these capabilities, or the ability to
develop them, should be considered in making segmentation decisions.

Segment Attractiveness Analysis

An illustrative market segment analysis is shown in Exhibit 3.12. A two-year period is
used for estimating sales, costs, contribution margin, and market share. Depending on the
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Segment

Estimated ($ millions) X Y z
Sales* 10 16 5
Variable costs® 4 4 3
Contribution margin® 6 7 2
Market sharet 60% 30% 10%
Total segment sales 17 53 50
Segment position:

Business strength High Medium Low

Attractivenesst Medium Low High

*For atwoyea period
TRercent of total salesin the segment.
Based ona five-year projection

forecasting difficulty, estimates for a longer time period can be used. When appropriate,
estimates can be expressed as present values of future revenues and costs. Business strength
in Exhibit 3.12 refers to the present position of the firm relative to the competition in the
segment. Alternatively, it can be expressed as the present position and an estimated future
position, based upon plans for increasing business strength. Attractiveness is typically
evalnated for some future time period. In the illustration a five-year projection is used.

The example shows how segment opportunities are ranked according to their overall
attractiveness. The analysis can be expanded to include additional information such as
profiles of keyv competitors. The rankings are admittedly subjective since decision mak-
ers will vary in their weighting of estimated financial position, business strength, and
segment attractiveness. Place vourself in the role of a manager evaluating the segments.
Using the information in Exhibit 3.12, rank segments X, Y, and 7 as to their overall
importance as market targets. Unless management is ready to allocate a major portion
of resources to segment Z to build business strength, it is a candidate for the last-place
position. Yet Z has some attractive characteristics. The segment has the most favorable
market attractiveness of the three, and its estimated total sales are nearly equal to Y'’s for
the next two years. The big problem with Z is its business strength. The key question is
whether Z’s market share can be increased. If not, X looks like a good prospect for top
rating, followed by Y, and by 7. Of course, management may decide to go after all three
segments.

Summary

Because buyers differ in their preferences for products, finding out what these preferences
are and grouping buyers with similar needs is an essential part of business and market-
ing strategy development. Effective segmentation is key to market-driven strategy, link-
ing strategic issues with the management of resowurces and operations around segment
targets. Segmentation links value opportunities in the market and new market spaces to a
company’s capabilities to achieve a strong strategic positioning.

Segmentation demands close aftention to market definition, identifying market seg-
ments and forming segment targets, which are described, analyzed, and evaluated. Segmen-
tation of a product-market requires that response differences exist between segments and
that the segments are identifiable and stable over time. Also, the benefits of segmentation
should exceed the costs. The variables useful as bases for forming and describing segments
include the characteristics of people and organizations, use situation, buyers’ needs and
preferences, and purchase behavior.
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Segments can be formed by identifying customer groups using the characteristics of
people or organizations. The groups are analyzed to determine if the response profiles are
different across the candidate segments. Alternatively, customer response information can
be used to form customer groupings and then the descriptive characteristics of the groups
analyzed to find out if segments can be identified. Several examples of segment formation
are discussed to illustrate the methods that are available for this purpose.

Finer segmenting strategies present attractive options for moving toward small segments
and responding to buyers’ unique value requirements. Technology, buyer diversity, and
relationship opportunities are the drivers of finer segmentation strategies. These strategies
include microsegmentation, mass customization, and variety seeking. While potentially
attractive, finer segmentation strategies are more complex than other forms of segmentation
and require comprehensive benefit and cost evaluations.

Segment analysis and evaluation consider the strengths and limitations of each seg-
ment as a potential market target for the organization. Segment analysis includes customer
descriptions and satisfaction analysis, evaluating existing and potential competitors and
competitive advantage, marketing program positioning analysis, and financial and market
attractiveness. Segment analysis is important in evaluating customer satisfaction, finding
new-product opportunities, selecting market targets, and designing positioning strategies.
Nonetheless, it is alse important to understand the organizational barriers to implementing,
segmentation strategy which may exist in a company, and to evaluate the “fit” of segmen-
tation with company capabilities. Effectively implemented, a good segmentation strategy
creates an important competitive edge for an organization.

Questions for
Review and
Discussion

Internet
Applications

b

. Competing in the single Buropean market raises some interesting market segment questions.
Discuss the segmentation issues regarding this multiple-country market.
2. Why are there marketing strategy advantages in using demographic characteristics to break out
product-markets into segmenta?
3. The real test of a segment formation scheme ocecurs afier it has been tried and the results evalr-
ated. Are there ways to evaluate alternative segmenting schemes without actually trying them?
4. Suggest ways of obtaining the information needed to conduct a market segment analysis.
5. Why may it become necessary for companiez to change their market 2egmentation identification
over time?
6. Is considering segments of one buyer a reality or a myth? Discusa.
7. Is it necessary fo use a unigue positioning strategy for each market segment targeted by an
organization?
8. Under what circumstances may it not be possible to break up a product-market into segmenta?
What are the dangers of using an incorrect segment formation scheme?
9. What are some of the advantages in using mass customization technology to aatisfy the needs of
buyers?
10. Does the use of mass customization eliminate the need to segment a market?

A. Explore several of the following websites:
www.adquest.com
Www.americanet.com
www.mlm2000.com
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www.sidewalk.com

www.monster.com

www.realtor.com

How does the information from these sites affect our traditional concept of market segmenta-
tion? How i3 the segmentation process altered by such Internet providers?

Evaluate the following site for additional ideas and material concerned with market segmenta-
tion and the types of support that can be provided for companies:
www.marketsegmentation.co.uk

Review the material in the INNOVATION FEATURE “All-Buainesz-Clasz Airlines”” Do these
new ventures represent a robust segmentation strategy? What other segment opportunities can
be identified in the airline business? How could these be exploited?

Review the BMW Mini cage in the GLOBAL FEATURE “The BMW Mini.” Do you believe that
BMW has built a robust niche or segment atrategy, or is the car a fashion item with limited laat-
ing appeal to car buyers, like other “‘retro” attempta?
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Strategic Customer
Relationship
Management

Building effective customer relationships is widely recognized by executives as a high
priority business initiative.! A study of 960 international executives rated customer rela-
tionship management (CRM) and strategic planning highest among ten priority strategic
initiatives for improving organizational performance? CRM is a cross-functional core
business process concerned with achieving improved shareholder value through the devel-
opment of effective relationships with key customers and customer segments

Forming and sustaining valuable customer relationships i1s the most prized strategic
outcome of correctly visualized and implemented CRM programs.* A Mercer consaltant
survey of top executives found developing and sustaining customer relationships to be
the most important source of competitive advantage in the twenty-first century. One of
the primary conclusions of research concerning CRM failures is that achieving desmed
customer outcomes requires the alignment of the entire organization, while avoiding the
narrow and incomplete perspective of viewing CRM as a technology nitiative. Moreover,
a fragmented or functional focus is not sufficient.

Successful CRM initiatives are guided by a carefully formulated and implemented
organizational strategy. CRM offers sellers the opportunity to gather customer information
rapidly, identify the most valuable customers over the relevant time horizon, and increase
customer loyalty by providing customized products and services. This is described as
“tying in an asset” when the asset is the customer. CRM supports a customer-responsive
strategy, which gains competitive advantage when it:

»  Delivers superior customer value by personalizing the interaction between the customer
and the company.

* Demonstrates the company’s trustworthiness and reliability to the customer.

* Tightens connections with the customer.

* Achieves . the coordination of complex organizational capabilities around the
customer.

CRM encourages a focus on customer loyalty and retention, with the goal of winning a
larger share of the total lifetime value of each profitable customer.

113
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We begin by taking a more detailed look at CRM and its pivotal role in contributing
to bottom-line enterprise performance. Next, developing a CRM strategy and building
customer lifetime value are examined. Finally, we discuss the value creation process and
consider the relationship between CRM and market segmentation, targeting, and strategic
positioning.

Pivotal Role of Customer Relationship Management

The term CRM means very different things in different circumstances, a consequence
of the rapid evolution and development of this approach to managing customer relation-
ships. CRM may be used to identify an array of initiatives including automated customer
contact systems, salesforce productivity, customer service and automated call centers, and
enterprise-wide systems designed to integrate information about customers into a single
access point.

CRM in Perspective

CRM may refer to little more than building relationships with customers to match a
company’s product and service offer better with customer needs. Others see CRM as devel-
oping a unified and cohesive view of the customer, without regard to how the customer
chooses to communicate with the organization (in person, by mail, Internet, or telephone).
Emphasis is placed on enhanced customer service and the use of call centers to provide
consistency i how the company interacts with customers. Alternatively, CRM may focus
only on the creation and use of a customer database to support decision makers.

It is important to shift attention from the technology and hardware of CRM to the con-
tinuing process of “making managerial decisions with the end goal of increasing the value
of the customer base through better relationships with customers, usually on an individual
basis.”™ The emphasis on strategy built around profitable customers as the primary concern
of CRM 1s emphasized by Bain & Co. Bain’ view is that CREM must combine business
processes with customer strategies to develop customer lovalty and enhance financial per-
formance.” Another useful viewpoint suggests that CRM consists of three main elements:

= Identifving, satisfyving, retaining, and maximizing the value of a firm s best customers.

= Wrapping the firm around the customer to ensure that each contact with the customer
is appropriate and based upon extensive knowledge of both the customer’s needs and
profitability.

= (Creating a full picture of the customer®

Advances in technology are highly supportive to the implementation of CRM at all
levels of the business. OUne interesting development is described in the INNOVATION
FEATURE.

CRM and Database Marketing

Information technology has enabled companies to develop extensive databases concerning
existing and potential customers. This information is useful in segmentation, account man-
agement, and many other marketing applications. Technology can be used by companies
to mteract with the customer and develop flexible customer-level responses. Databases are
an important part of CRM. “However, the overarching framework of CRM includes much
more than just databases and IT systems.”” CRM enables the use of database applications
at very disaggregated levels including individual customers,



Innovation Feature Using Technology to Build

Customer Profiles

Pay by Touch is a rapidly growing company operating a biometric network. To pay, custom-
ers press a tinger on a scanner and enter a personal number to have the goods charged to
a credit card or bank account. From a pilot scheme at Piggly Wiggly supermarkets in South
Carolina, Pay By Touch has expanded to more than 3,000 |ocations in the U.S, Supervaluy,
the second largest traditional LS. grocer, is the largest user. Aside trom payment efticiency,
purchases can be tied to the biometric identity of the customer.

Beyond simplitying payments, Pay By Touch can use its SmartShop technology to direct
weekly incentives and spedal price cuts to an individual customer based on shopping
habits and preterences. For retailers, this system ofters a way to direct ofters ettectively to
their most loyal customers, rather than supporting the “cherry picking” on bargains by
customers who only buy the ofters.

Source: Adapted from Jonathan Birchall, “Pay By Touch Puts Its Finger on Loyalty,” Ahancial Times, Friday,
June 22, 2007, 19,

A database created through CRM technology should contain information about the
following:

s Transactions—should include a complete purchase history for each customer with
accompanving details (date, price paid, products purchased).

s Customer Contacts—with multiple channels of distribution and communication the
database should record all customer contacts with the company and its distributors,
including sales calls, service requests, complaints, mquiries, and lovalty program
participation.

* Descriptive Information—for each mndividual customer, relevant descriptive data that
provide the basis for market segmentation and targeted marketing communications.

s Response to Marketing Stimuli—whether the customer responded to specific advertising,
a price offer, a direct marketing initiative, or a sales call, or any other direct contact.'

Increasingly sophisticated software is available to undertake data mining and model data
from the CRM database.

Customer Lifetime Value

While traditional approaches to market segmentation identify groups of customers by their
purchase behavior and/or descriptive data, CRM offers the opportunity to examine indi-
vidual customers or narrowly defined groups, and to caleulate what each customer offers
the company in profits. The metric customer lifetime value (CLV) calculates past profit
produced by the customer for the firm—the sum of all the margins of all the products
purchased over time, /ess the cost of reaching that customer. To this is added a forecast of
margins on future purchases (under different assumptions for different customers), dis-
counted back to their present value. This process provides an estimate of the profitability of
a customer during the time span of the relationship. The CLV caleulation is a powerful tool
for focusing marketing and promotional efforts where they will be most productive.

Thus, CLV provides the estimated profitability of a customer (business or consumer)
during the time span of the relationship. A study conducted by Deloitte Consulting
found that companies which recognize the importance of understanding CLV are 60
percent more profitable than firms that do not consider CLV.!' The familiar Pareto Rule

115



Strategy Feature The Long Tail

In 1998, Joe Simpson, a British mountain climber, wrote a book called Touching the Void,
an account of his near-death climbing experience in the Andes. It sold only modestly. Ten
years later, Jon Krakauer wrote [nto Thin Afr, another book about a mountain dimbing trag-
edy, which became a best-seller. Suddenly, Touching the Void began to sell again. Random
House rushed out a new edition to meet demand. Booksellers promated Touching the Void
in their Into Thin Air displays. A paperback of the older book spent fourteen weeks on the
New York Times best-seller list. Touching the Void now outsells /nto Thin Air more than two
to one. The decisive factor was Amazon.com recommendations, suggesting that readers
who liked /nto Thin Airwould also like Touching the Yoid,

The theory of “The Long Tail” reflects Internet economics. Selling products like music
or film downloads can be done with extremely low inventory and distribution costs, which
means that a company can capture the entire market, including the long tail of non-hits,
which is often where the real value is. The biggest money may be in the smallest sales. The
basis of a long tail strategy is to make everything available and to assist buyers in the search.

Non-hits may be a bigger market than hits. In 2004 in the U.S. books selling more than
250,000 copies sold 53 million copies in total. Books selling under 1,000 copies totaled
84 million. Hits are only what appeals to the largest available middle ground of the popula-
tion. Music companies and publishers are actively repackaging products from their back
catalogs to exploit the “long tail.”

“Long Tail” strategies have become attractive because of enhanced customer knowl-
edge and insight into the existence of very small niches in markets, driven by CRM and
Internet technology.

Sources: Chris Anderson, The Long Toil: How £ndless Choice [s Creating Unfimited Demand (London: Random
House Business Books, 2007). Dominic Rushe, “Retailers Start to Climb the Long Tail Tall,” The Sunday limes,

October 29, 20086, 3-13. Tony |ackson, “The Freedom In Selection,” Fnancial Times, Wednesday, July 12,
2006, 11.

snggests that 20 percent of customers yield 80 percent of the profits, so it is verv impor-
tant to find the high value customers, which are typically a small part of the total cus-
tomer base.

Nonetheless, the power of CRM to enhance a company s depth of customer knowledge and
to allow access to individuals and small groups of customers is having profound effects on
strategic thinking. The STRATEGY FEATURE discusses the “Long Tail” issue as an exam-
ple of new strategies being driven by the combination of CRM and Intemet technology.

Developing a CRM Strategy

116

We discuss alternative levels of an organization’s focus toward CRM, followed by strategy
development guidelines and the CRM implementation process.

CRM Levels

CRM can be viewed from companywide, customer-facing, and functional levels.” Each
level has important but different implications for strategic marketing. All three perspec-
tives are important, although the companywide or strategic level provides the most complete
view of CRM. The functional perspective considers the processes that are needed to fulfill
required marketing functions. The customer-facing level offers a single view of the cus-
tomer across all of the organization’s access channels to the customer. This level of CRM is
concerned with coordinating information across all contact channels on a continuing basis.

The RELATIONSHIP FEATURE describes hotel group Accor’s customer-facing activities,



Relationship Feature How Accor Accomplishes
Customer-Facing Activities

MAKE ANOTHER CITY FEEL LIKE ANOTHER WORLD. On your rext gotaway,
dont leave your senses behind. Pamper them all as. only Sofitel can. From fresh
flowers to luxurious appoiniments to delic 1 designe every detail
to stimulate all of your sences, You don't 5 el; yo rmerse yourself in
it. Come experience our distinctive art of living,

I-800-SOFITEL  SOFITEL.COM ACCORHOTELS.COM

»

= * A new perspecive on our Hotels and Services
ACCOR

The France-based hotel group Accor links CRM data to guest survey information in its U.S.
Sofitel and Novatel hotels, to anticipate the preferences of frequent users. The VP for sales
and marketing for Accor North America notes “It takes us back to the time when there
were small inns and the owner knew every customer and treated them as an individual. It
should help streamline chedk-in and accommodate preferences for guests who, for exam-
ple, request the same room every time. The group will be able to market with a microscope
instead of a telescope.”

Source: Marian Edmunds, “Your Wish |s on My Database,” Financigl Thmes, February 28, 2000, 18,

The company-wide level provides a strategic focus for CRM. " It considers the implica-
tions of knowledge about customers and their preferences across the entire company. The
intent is to guide the interactions between the organization and its customers in seeking to
maximize the lifetime value of customers for the firm. Importantly, the strategic perspec-
tive acknowledges that: (1) customers vary in their economic value to the company; and
(2) customers differ in their expectations toward the firm.

The strategic use of CRM resources reflects the shift in focus by marketing executives
to the customer who delivers long-term profits, that is, an emphasis on customer retention
rather than acquisition. Well-known metrics suggest that as little as a 5 percent increase

17
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in customer retention can have an impact as high as 95 percent on the net present valie
delivered by the customer."* Other studies by McKinsey consultants find that repeat cus-
tomers generate over twice as much gross income as new customers.'” CRM emphasizes
that executives should focus the organization’s strategy on customer profitability and the
gains from reducing customer “churn.”

Interestingly, as CRM evolves and offers executives deeper insights into their customer
base, the new information may challenge strategic assumptions in important ways. For
example, the points made above suggest a powerful linkage between enhanced customer
loyalty and higher customer profitability. However, companies are discovering through
CRM database analysis that this is not always true. Some groups of customers may not
justify the costs required to retain them, because the real fit between their needs and the
company’s products is weak. Just because a group of customers was profitable in the past, it
may be dangerous to assume this will always be true. For example, many non-loyal custom -
ers are initially profitable, causing the company to chase them for further profits—but once
these customers have ceased buying they become increasingly unprofitable if the company
continues to invest in them. CRM data provides executives with a unique basis to address
such issues as loyalty and profitability on the basis of fact instead of assumption, and to
focus on individual customers, rather than groups containing many dissimilar buyers.'®

CRM Strategy Development

The major steps in developing a CRM strategy are shown in Exhibit 4.1. We provide an
overview of each step.

Organizational Commitment to CRM

Evervone in the firm needs to be supportive of the CRM initiative, beginning with top
management. This commitment is consistent with the characteristics of a market-oriented
culture. All functions in the firm are likely to have an involvement with certain of the CRM
processes and activities. These parts of the business need to be involved at the beginning
of strategy development. Ongoing cooperation and acceptance are essential to success. The
customer is the unifying basis for employee and functional involvement.

The Project Team

The cross-functional team is the center of decision analysis and action for the CRM
process. The team will need to become familiar with the CRM process before pursuing
analysis and action mitiatives. All relevant functions and departments should be mvolved.
Initially, external consulting capabilities may be needed. Major financial commitments will
be required as well as management and professional time commitments. Value chain repre-
sentation may also be needed depending on the firm’s position in the value chain (supplier,
producer, or marketing intermediary). For example, a CRM strategy by PepsiCo would
need to nclude independent bottler representation.

EXHIBIT 4.1 The Steps in Developing a CRM Strategy

Source: V. Kumar and Werner |. Reinartz, Customer Relationship Management (Hoboken, N|: John Wiley &
Sons, Inc), 2008, 3%.

Gain an organization-wide commitment to CRM strategy.

Form a cross-functional CRM praoject team for dedision analysis and actions.
Conduct a business needs analysis concerning customer relation ships.
Develop and define the CRM strategy to guide management process.

Bk =




EXHIBIT 4.2
Develop and Define
the CRM Strategy
to Guide the
Management Process

Source: V. Knrmar and Wermer

I. Remartz, Cusliomer Relagon-

ship Mansgement (Hob dcen,
NI JohnWiley & Sons, e,
2006),42
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Business Needs Analysis

Each companys requirements concerning customer relationships need to be examined.
These analyses are critical in providing direction to CRM initiatives, which must be inte-
grated into the business strategy. The departments and individuals unitizing the CRM
system (e.g., managers from sales, marketing, customer service and value chain) should
clearly indicate what is needed from the strategy and agreement must be reached concern-
ing CRM expectations and performance metrics.

The CRM Strategy

The components of the CRM strategy are shown in Exhibit 4.2.'" The value proposition
spells out what the organization must provide in order to satisfy customer expectations.
Understanding customers’ value requirements is essential. The business case is an assess-
ment which indicates the shareholder value and financial return of delivery of the required
customer value. CRM initiatives require substantial resources and return needs to be care-
fully evaluated. The customer strategy indicates how different customer segments will be
formed and managed. In business-to-business markets, firms may need to target individual
customers. The enterprise transformation plan indicates the necessary initiatives to launch
the CRM strategyv—the changes which are required throughout the enterprise. Finally, all
relevant stakeholders must be familiar with the plan, to assure that the necessary vahlie
propositions are determined and provided to the targeted customer segments.

CRM Implementation

Gartner Inc. estimated worldwide CRM expenditures at $76 billion in 2005 and expanding at
rapid growth rates.'® Other estimates place expenditures at much higher levels. However, the
evidence of the performance of CRM systems has been disappointing for many companies.
The Gartner Group concluded that 55 percent of all CRM projects do not produce results. A
Bain & Co. 2001 survey of management tools ranked CRM at the bottom for satisfaction—
indeed one in five users in the Bain survey reported their CRM initiatives had not only failed
to deliver profitable growth, but had also damaged long-term customer relationships.'”

Successful Implementation

One recommendation proposes that the major components of the successful implementa-
tion of CRM are:

= A front office that integrates sales, marketing, and service functions across all media
(call centers, people, retail outlets, value chain members, Internet).

WValue
Proposifion

Other A Business
Stakeholders Case

Enterprise ;; \; Customer

Transformation Strategy
Flan
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Call centers provide support and service to customers, though some sell as well. They are
used predominantly in mass-market consumer industries, The centers exist to improve the
quality of customer service.

There are many attractions in outsourcing call center operations to low-pay countries
like India and Taiwan—an in-house call center agent in the U.S. is likely to be paid around
$29,000, while the agent in India receives $2,667. The majority of call centers in India use
college-educated employees. The better Indian call center operators train staff in the accent
and dialect of their customers’ regions, and stalt adapt sleeping patterns to align with
working hours in the customers” country. The intent is that consumers contacting the call
center will not even be aware that they are speaking to someone in a toreign country.

Nonetheless, some major companies are pulling back trom overseas call center opera-
tions for several reasons:

» Customer complaints about service received and language ditticulties.

+ Survey data suggest 60 percent of Americans say they are less likely to do business with
a company after a bad call center experience, and 62 percent say their most recent
experience with an overseas call center was disappointing. The dissatistaction level is
twice that shown by calls to centers that they believe are in the LS,

+ Technology ditticulties leave call center agents with no intormation about customers,
giving the impression they do not know what the customer is talking about,

+ Media coverage has become increasingly aitical of companies oft-shoring call center
jobs,

While sometimes attractive economically, there is a risk that overseas call centers may

undermine the quality o customer relationships and pose a threat to corporate and brand
reputation for those who employ them.

Sources: Kerry Miller, “Hello India? Er, Des Moines,” BusinessWezk, June 25, 2007, 14. Pete Encardio,
“Making Bangalore Sound Like Boston,” BusinassWeek, April 10, 2008, 48,

A data warehouse that stores customer information and the appropriate analytical tools
with which to analyze that data and learn about customer behavior.

+ Business rules developed from the data analysis to ensure the front office benefits from
the firm’s learning about its customers.

s Measures of performance that enable customer relationships to continnally improve.

* Infegration into the firm s operational support (or “back office™) systems, ensuring the
front office’s promises are delivered.?’

Causes of Failure

There have been several suggestions that high faihire rates associated with CRM are caused
by managers underestimating the necessary organizational changes required for effective
implementation that obtains the benefits of CRM. While the front end of CRM svstems is
concerned with building databases, integrating customer data, providing better customer
service, and establishing systems like automated call centers for enhanced responsiveness,
achieving the full potential of CRM requires change in company-wide processes, organiza-
tion structure, and corporate culture.

Some of the early lessons learned about CRM implementation relate to the call centers
and surrounding technology. The call center may be the most important point of contact
with the customer. The GLOBAL FEATURE examines the situation with international call
centers, which have caused some controversy:.



EXHIBIT 4.3
Uselul Websites for
Additional CRM
Material
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www.dbmarketing.com

The website of the Database Marketing Institute, with a number of articles and
speeches concerning recent developments in database marketing, available to be
downloaded.

www.thearling.com

A site with extensive information about developments in data mining, and articles and
papers on this topic tor download.

www.ltol .com

The website of the Peppers & Rogers Group features the work and consultancy of Don
Peppers and Martha Rogers. White Papers are available tor download. A tree subscrip-
tion to the inside 1 to 1 newsletter is also available.

www.teradata.com

The website of the Teradata Division of NCR. It contains an interesting technical library
on data warehousing and data mining as well as customer case studies.
www.crmdaily.com

This website provides new headline material on a daily basis concerning various CRM
applications and management issues on a tree subscription basis.

Bain & Co. research suggests that there are four significant pitfalls to avoid in CRM
initiatives:

1. Implementmg CRM before creating a customer strategy—success relies on making
strategic customer and positioning choices, and this outweighs the inportance of the
computer systems, software, call centers, and other technologies.

2. Putting CRM in place before changing the organization to match—CRM affects more
than customer-facing processes: it impacts internal structures and systems that may
have to change.

3. Assuming that more CRM technology is necessarily better, rather than matching the
technology to the customer strategy.

4. Investing in building relationships with disinterested customers, instead of those cus-
tomers who value them !

Websites giving additional information on various aspects of CRM are shown m
Exhibit 4.3. There is also extensive literature on the topic and several recent books have
been published.

Value Creation Process

Payne and Frow define the value creation process in CRM as (1) the value the customer
receives; and (2) the value the organization receives.* Successfillly managing the value
exchange between the customer and the firm is essential in effective CRM.

Customer Value

The benefits the customer receives are expressed by the value proposition. The objective
of the organization is to provide a superior customer experience. The value proposition
“explains the relationship among the performance of the produet, the fulfillment of the cus-
tomer’s needs, and the total cost to the customer over the customer relationship life cycle ™
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Customers’ Experience

HAPPY (AND NOT-SO-HAPPY) CUSTOMERS

General Electric is a big user of the “Net Promoter” concept of customer satisfaction, popu-
larized by Fred Reichheld of Bain & Co. Below are questions similar to those on which GE’s
Capital Solutions unit asks customers to rate the unit’s pertormance on a 0-10 scale.

+ How willing are you to recommend us to a friend or associate?

+ How would you rate our ability to meet your needs?

+ How would you rate our people?

+ How would you rate our processes?

+ What is your impression of our market reputation?

» How would you rate the cost of daing business with us?

+ How would you rate the overall value ot our product or service as being worth what
you paid?

Source: Kathryn Kranhold, “Client-Satisfaction Tool Takes Root,” The Wall Street fournal, |uly10, 2008, B3,

Assessing whether a superior customer experience is accomplished requires deter-
mining the relative mportance placed by customers on different attributes of the prod-
uct. Market segmentation may be useful in analyses to find the extent of correspondence
between customer value requirements and value provided by the firm. Conjoint analysis
and other techniques can be used in these assessments. An nteresting approach to meas-
wring customers’ experience used by General Electric Co. 15 described in the METRICS
FEATURE.

Value Received by the Organization
Determining value received from CRM requires the following information:

First, it is necessary to determine how existing and potential customer profitability var-

ies across different customers and customer segmenta. Second, the economics of customer
acquisition and customer retention and opportunity for selling, up-selling, and building
customer advocacy must be understood.*

As discussed earlier a key concept associated with the value received by the organiza-
tion via CRM is customer lifetime value (CLV). CLV is the expected profitability of a cus-
tomer over the time-span of the relationship with the customer. The sum of CLV for all of
a firm’s customers is termed customer equity. CLV provides useful information in selecting
valuable customers for targeting.

Value received by the customer is also relevant. It is important to recognize the potential
negative impact of issues regarding consumer trust on CRM activities ** If buyers believe
that the information collected by their suppliers may be used to exploit them, their trust in
the relationship may be jeopardized. Accordingly, executives need to recognize trust and
privacy implications of CRM initiatives,

CRM approaches may also be valuable in identifying less attractive customers and
developing effective ways to handle this issue—what Larry Selden calls separating the
“angel customers” and the “demon customers.”*’ For example, the INTERNET FEATURE
describes an approach adopted by retailers to manage the problem of excessive product
returns by some customers.



Internet Feature Managing Unfavorable

Customer Behavior

Some consumers cost refailers a lot of money because of such practices as: “wardrobing”—
buying expensive dothes, wearing them once, and then returning them; “pack attacks”—
damaging a package on display to buy it later at a discount; and excessive returning.
Excessive or fraudulent returning is estimated to cost U.S, retailers $16 billion annually.
Some consumers buy hundreds of items and return them all (or all but one).

The Return Exchange is a Calitornia-based data warehouse which can analyze custom-
ers return behavior from retail companies. When products are returned to stores, customer
ID and product details are sent to The Return Exchange. If analysis suggests the individual
is an excessive returner, the customer’s pattern of returns—the number, trequency, and
value—are displayed at the store when returns are made. The retailer can decide whether
the customer should be given a warning or refused a return.

Source: Adapted from Paul Rubens, “How to Get Rid of ‘Devil Customers,”” ft.com, June 13, 2007,

CRM and Value Chain Strategy

It 1s important that CRM be mtegrated with the different channels that access end-user
customers. “The multi-<channel integration process 1s arguably one of the most important
processes in CRM because it takes the outputs of the business strategy and value creation
processes and translates them into value-adding activities with customers™*® Many com -
panies interact with customers using multiple channels including salespeople, value cham
partners, email and Internet, telephoning, and direct marketing. The concept of the “per-
fect customer experience,” an example of integrated channel management, is described m

Exhibit 4.4.

CRM and Strategic Marketing

EXHIBIT 4.4
The Perfect
Customer Experience

Source; Adnan Payne and
Penrie Frow, A Staegic
Framewal for Customer
Relati onship Managerrent
Jow nalof Marketing (October
2005), 173

From the perspective of strategic marketing, there are several reasons why CRM is impor-
tant and why there should be extensive marketmg involvement in decisions about CRM.
Importantly, an organizational perspective is needed in guiding the CRM strategy.

Implementation

It is critical that the adoption and implementation of CRM be seen as more than techno-
logy focused on efficiency. There are significant implications for the strategic position-
ing of a company and its customer relationships, where the voice of marketing should be
heard. Our earlier discussion of CRM implementation highlights several relevant issues.

“The perfect customer experience,” which must be afforclable for the company in the
context of the segments in which it operates and its competition, is a relatively new
concept. This conceptis now being embraced in industry by companies such as TNT,
Toyota's Lexus, Oce, and Guinness Breweries. Theretore, multi-channel integration is a
crifical processin CRM because it represents the point of cocreation ot customer value.
However, a company’s ability to execute multi-channel integration successtully is heav-
ily dependent on the organization’s ability to gather and deploy customer information
from all channels and to integrate it with other relevant information.
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Operationally it is important not to assume that the drivers of value for all customers
are the same, or that CRM is the key to all important customer relationships. For example,
there are signs that many customers are weary of call centers and automated responses.

Performance Metrics

The availability of CRM data provides the opportunity to update the measures used by
managers to assess the success of their brands in the marketplace. Traditional financial
and market-based indicators like sales, profitability, and market share will continue to be
important. However, CRM allows the development of measures that are customer-ceniric
and more insightful concerning marketing strategy effectiveness. CRM-based measures of
performance (both online and offline) may include: customer acquisition cost, conversion
rates (from lookers to buyers), retention/churn rates, same customer sales rates, loyalty
measures, and customer “share of wallet.”2

The client-satisfaction measure discussed in the earlier METRICS FEATURE is used
in all of GE’s business units from homeowners to hospitals. The CEO highlights the net-
prompter score as a key part of GE’s growth formula.?® Respondents are categorized as
promoters, passives, and detractors relative to how likely they are to recommend GE to a
friend. Perhaps most important, the metric indicates the firm’s commitment to CRM.

Short-Term Versus Long-Term Value

It is important that when decisions are made about a company’ customer priorities using
historical customer profitability, long-term issues should be considered. Customers who
are currently unprofitable may be attractive long-term prospects for suppliers whe main-
tam lovalty through the hard times until the customers become profitable, and customers
who are currently profitable may not be the best prospects for the future. The simple avail-
ability of CRM information should not be allowed to override strategic choices of custom-
ers to be retained where a long-term relationship may be highly attractive. This is why the
active participation of marketing executives in CRM initiatives is important.

Customer lifetime value is an attractive measure to use to examine long-term customer
attractiveness. For example, in many countries retail banks aggressively recruit voung
peop le as customers when they are undergraduate and graduate students (and likely to be
unprefitable to the bank) with the goal of retaining the customer with a better than aver-
age chance of becoming a high-net-worth individual (and offering profitable opportuni-
ties to the bank).

Competitive Differentiation

If certain customers are unprofitable, then rather than “firing” the customer, the com-
petitive issue may be how to change the route to market to make them profitable to the
company. For example, when British Airways made the decision to focus only on its
profitable business-class passengers at the expense of economy travelers, Virgin Air-
ways gained the economy-class passengers by offering a better value proposition than
BA. CRM data may provide one of the most powerful tools for identifying different
customers on the basis of their behavior and other characteristics, to locate those whose
needs have good fit with a company’s capabilities. As one-to-one marketing expert Don
Peppers has noted: “For every credit card company that wants to concentrate on higher
income customers, there’s another credit card company that wants to concentrate on
lower income customers, and they do it by streamlining their service and making it more
cost-efficient. ™ It is important that decisions about customer choices reflect strategic
priorities.



Ethics Feature Using CRM Tools to De-Select

Customers

The logic of CRM as a source of customer knowledge suggests that some customers will be
more attractive than others—they are more profitable, they buy more, or they are better
prospects. In retailing the “devil customers” who cost retailers money may be as much
as 20 percent of the customer base, The dilemma is the stance to take with less protitable
customers,

With unattractive customers we can . . .

Stop doing business with them, or do ¢ Turn their business away.

less business with them . .. + Less attractive customers can be

charged for services that are free to
others.

+ Moare attractive customers are oftered
better deals it they threaten to detect,
but these oftters are not available to less
attractive customers.

Offer them a lower level of service or ¢ Call center technology can “recognize”

added value . . . customers and direct calls to different
sales and service teams, based on the
prospects with that customer. The most
attractive prospects can be dealt with
quicker and offered special deals and
discounts.

+ Mare attractive customers can be
oftered special deals through loyalty or
trequent user programs.

Work to make them more attractive and ¢ Focus on factors that can make the less

profitable . . . profitable customer more attractive—a
higher share of their spending spent,
cross-selling, premoting higher margin
products,

However, there may be a moral dilemma regarding the tairness of treating seme custom-
ers differently than others. When Express dothing stores stopped accepting returns from
“serial returners” and Filene's Basement banned a few customers trom its stores because of
excessive returns and complaints, both received much adverse publicity. European banks
which have tried to restrict access ot poorer customers to bank branches and services have
been similarly diticized. The logic of tavoring some customers over others may be weak-
ened by potential damage to the brand.

Sources: Ariana Eunjung Cha, “In Retail, Profiling for Profit,” Washington Post, August 17, 2005, ADT; Paul
Rubens, How to Get Rid of "Devil Customers,™ ft.com, June 13, 2007,

Nonetheless, there are issues of social responsibility and ethics which surround the ways
in which CRM technology can be used to differentiate between attractive and less attractive
customers. If handled insensitively this differentiation may be damaging to corporate and

brand reputation. The ETHICS FEATURE highlights some of these dilemmas.
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Lack of Competitive Advantage

Investment in CRM to build competitive advantage may be an illusion if a company focuses
only on automated call centers and customer complaint systems. The level of expenditure
on CRM suggests that most competitors in most markets will have similar resources, and
may be quicker to get to the real competitive strengths in aligning resources and capabili-
ties around customers. Competitive advantage requires more than just investment in CRM
technology, particularly if it is poorly implemented. Cur earlier discussion indicated the
danger of allowing technology to drive the CRM strategy. Similar CRM technology is
available to most companies in most markets, and the issue for competitive advantage
enhancement is not having the technology but how it is used.

Information-Based Competitive Advantage

One of the most important aspects of CRM from a strategic marketing perspective is the
creation of a major new source of knowledge about customers. Used appropriately the
databases and information resources and capabilities created through CRM technology
may be one of the most valuable resources a company has for uncovering new value-
creating opportunities for customers and for developing market understanding and insights
ahead of the competition. As a further resource for developing and exploiting market
sensing capabilities, CRM systems have enormous potential, which many organizations
are beginning to exploit to build competitive advantage.

Summary

To some, CRM means little more than building relationships with customers to match the
product offer better with customer needs. Others see CRM as concerned with developing a
unified and cohesive view of the customer, no matter how the customer chooses to commu-
nicate with the organization (in person, by mail, Internet, or telephone), and emphasizing
enhanced customer service and the use of call centers to provide consistency in how the
company interacts with customers. To others, CRM focuses on the creation and use of a
customer database to support decision makers.

Understanding customer relationship management begins with recognizing that CRM
seeks to increase the value of an organization’s customer base by developing and retaining
better relationships with customers. CRM may involve the use of databases but includes
much more than technology. CRM makes it possible to examine individual customers or
narrowly defined groups (micro segments) and calculate what each offers the company in
potential profits. The resulting customer lifetime value (CLV) can be used to focus market-
ing and promotional efforts.

CRM strategy can be viewed from companvwide, customer-facing, and functional per-
spectives. The companywide or strategic perspective provides the most complete view
of CRM. Designing the CRM strategy follows a sequence of initiatives: gaining organi-
zational commitment to CRM, forming the project team, analyzing business needs, and
determining the CRM strategy to be pursued by the organization.

CRM strategy includes the value proposition to be offered the business case, the cus-
tomer strategy, the enterprise transformation plan, and responsibilities to other stakehold-
ers. CRM strategy implementation involves integration of sales, marketing, and service
functions across all media and value chain members, creation of a data warehouse, deci-
sion guidelines for use of CRM analyses, determination of performance benchmarks, and
integration of cross-functional operations.

Several hurdles to successful CRM implementation include implementing before
creating a customer strategy, launching CRM before making essential organizational
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changes, assuming that more CRM technology is necessarily better, and investing time and
resources with disinterested customers. CRM is a major undertaking that is complex and
demanding.

CRM is a value creation process consisting of the value the customer receives and the
value the organization receives. The benefits the customer receives are expressed in the
value proposition. The value the organization receives is determined by a penetrating anal-
ysis of the profitability of the customer base. Customer lifetime value is the basis of the
assessment.

CRM is an important aspect of strategic marketing, recognizing that CRM is an enter-
prise spanning initiative. It is essential that CRM be carefully integrated with marketing,
strategy. CRM has a vital role to play in market targeting and marketing program position-
ing strategies.

Questions for
Review and
Discussion

Internet
Applications

Feature
Applications

Notes

1. How should CRM be defined to provide a complete strategy perspective?
2. Discuss the value of considering CRM at different organizational levels.
3. What is involved in estimating customer lifetime value (CLV)?

4. Discuss the process of developing a CRM strategy.

5.  What are the important issues in CRM implementation?

6. Discuss how CRM creates value for the firm’s stakeholders.

7. What is the relationship between CRM and market segmentation?

8. Discuss the role of the cross-functional CRM team.

A. Visit the website of SalesForce.com. Based on the mformation provided discuss how
SalesForce.com can contribute to a company’s CRM.

B. Visit one of the websites discussed in Exhibit 4.3. Discuss how the website may be useful to a
company in its CRM activities.

A. Crtically evaluate the ““Net Promoter” concept of customer satisfaction used by the General
Electric Co. What role does customer experience information play in GE’s CRM?
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