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PART ONE ¢ UNDERSTANDING SERVICES

service: an act or
performance that creates
benefits for customers by
bringing about a desired
change in—or on behalf
of—the recipient.

benefit: an advantage or
gain that customers obtain
from performance of a
service or use of a physical
good.

SERVICES IN THE MODERN ECONOMY

As consumers, we use services every day. Turning on a light, watching TV, talking on
the telephone, riding a bus, visiting the dentist, mailing a letter, getting a haircut,
refueling a car, writing a check, or sending clothes to the cleaners are al examples of
service consumption at the individual level. The institution at which you are study-
ing is itself a complex service organization. In addition to educational services,
today's college facilities usually include libraries and cafeterias, counseling, a book-
store, placement offices, copy services, telecommunications, and even a bank. If you
are enrolled at a residential university, campus services are also likely to include dor-
mitories, health care, indoor and outdoor athletic facilities, a theater, and perhaps a
post office.

Customers are not always happy with the quality and value of the services they
receive. People complain about late deliveries, rude or incompetent personnel,
inconvenient service hours, poor performance, and needlessly complicated pro-
cedures. They grumble about the difficulty of finding sales clerks to help them in
retail stores, express frustration about mistakes on their credit card bills or bank state-
ments, shake their heads over the complexity of new self-service equipment, mut-
ter about poor value, and sigh as they are forced to wait in line almost everywhere
they go.

Suppliers of services often seem to have a very different set of concerns than the
consumer. Many suppliers complain about how difficult it is to make a profit, how
hard it is to find skilled and motivated employees, or how difficult it has become to
please customers. Some firms seem to believe that the surest route to financial suc-
cess lies in cutting costs and eliminating "unnecessary" frills. A few even give the
impression that they could run a much more efficient operation if it weren't for
all the stupid customers who keep making unreasonable demands and messing
things up!

Fortunately, in almost every industry there are service suppliers who know how to
please their customers while aso running a productive, profitable operation staffed by
pleasant and competent employees. By studying organizations such as Charles Schwab,
Intrawest, Aggreko, Southwest Airlines, eBay, and the many others featured in this book,
we can draw important insights about the most effective ways to manage the different
types of services found in today's economy.

What Is a Service?

Because of their diversity, services have traditionally been difficult to define. The way in
which services are created and delivered to customers is often hard to grasp since many
inputs and outputs are intangible. Most people have little difficulty defining manufac-
turing or agriculture, but defining service can elude them. Here are two approaches
that capture the essence of the word.

*- A service is an act or performance offered by one party to another. Although
the process may be tied to a physical product, the performance is essentially
intangible and does not normally result in ownership of any of the factors of
production.

>- Services are economic activities that create value and provide benefits for cus-
tomers at specific times and places, as a result of bringing about a desired change
in—or on behalf of-—the recipient of the service.

More humorously, service has aso been described as "something that may be bought
and sold, but which cannot be dropped on your foot."
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Understanding the Service Sector

Services make up the bulk of today's economy, not only in the United States and
Canada where they account for 73 percent and 67 percent of the gross domestic prod-
uct (GDP), respectively, but also in other developed industrial nations throughout the
world.! Figure 1.1 shows how service industries contribute to the economy of the
United States relative to manufacturing, government (itself mostly services), agriculture,
mining, and construction.

The service sector accounts for most of the newjob growth in developed coun- service sector: the portion
tries. In fact, unless you are already predestined for a career in a family manufacturing or of a nations €conomy
agricultural business, the probability is high that you will spend your working life  represented by services of al

in companies (or public agencies and nonprofit organizations) that create and deliver
services.

As a nation's economy develops, the share of employment between agriculture,
industry (including manufacturing and mining), and services changes dramatically.
Figure 12 shows how the evolution to a service-dominated employment base is likely
to take place over time as per capita income rises. Servicejobs now account for 76 per-
cent of private sector payrolls in the United States, with wages growing at a faster pace
than in manufacturing jobs.”> In most countries, the service sector of the economy is
very diverse and includes a wide array of different industries, ranging in size from huge
enterprises that operate on a global basis to small entrepreneurial firms that serve a sin-
gle town.

It comes as a surprise to most people to learn that the dominance of the service
sector is not limited to highly developed nations. For instance, World Bank statistics
show that in many Latin American and Caribbean nations the service sector accounts
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internal services: service
elements within any type of
business that facilitate
creation of, or add value to,
itsfinal output.
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for more than half the gross national product (GNP) and employs more than half the
labor force.® These countries often have a large "underground economy" that is not
captured in official statistics. In Mexico, for instance, it has been estimated that as
much as 40 percent of trade and commerce is "informal."* Significant service output
is created by undocumented work in domestic jobs (e.g., cook, housekeeper, gar-
dener) or in small, cash-based enterprises such as restaurants, laundries, rooming
houses, and taxis.

Service organizations range in size from huge international corporations like air-
lines, banking, insurance, telecommunications, hotel chains, and freight transportation to
a vast array of locally owned and operated small businesses, including restaurants, laun-
dries, taxis, optometrists, and numerous business-to-business ("B2B") services.
Franchised service outlets—in fields ranging from fast foods to bookkeeping—combine
the marketing characteristics of a large chain that offers a standardized product with local
ownership and operation of a specific facility. Some firms that create a time-sensitive
physical product, such as printing or photographic processing, are now describing them-
selves as service businesses because speed, customization, and convenient locations create
much of the value added.

There's a hidden service sector, too, within many large corporations that are
classified by government statisticians as being in manufacturing, agricultural, or nat-
ural resources industries. So-called internal services cover a wide array of activities
including recruitment, publications, legal and accounting services, payroll adminis-
tration, office cleaning, landscape maintenance, freight transport, and many other
tasks. To a growing extent, organizations are choosing to outsource those internal
services that can be performed more efficiently by a specialist subcontractor. As
these tasks are outsourced, they become part of the competitive marketplace and are
therefore categorized as contributing to the service component of the economy.
Even when such services are not outsourced, managers of the departments that sup-
ply them would do well to think in terms of providing good service to their internal
customers.

Governments and nonprofit organizations are also in the business of providing ser-
vices, although the extent of such involvement may vary widely from one country to
another, reflecting both tradition and political values. In many countries, colleges, hos-
pitals, and museums are publicly owned or operate on a not-for-profit basis, but for-
profit versions of each type of institution also exist.
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MARKETING SERVICES VERSUS
PHYSICAL GOODS

The dynamic environment of services today places a premium on effective marketing.
Although it's still very important to run an efficient operation, it no longer guarantees
success.The service product must be tailored to customer needs, priced realistically, dis-
tributed through convenient channels, and actively promoted to customers. New mar-
ket entrants are positioning their services to appeal to specific market segments through
their pricing, communication efforts, and service delivery, rather than trying to be al
things to al people. But are the marketing skills that have been developed in manufac-
turing companies directly transferable to service organizations? The answer is often no,
because marketing management tasks in the service sector tend to differ from those in
the manufacturing sector in several important respects.

Basic Differences Between Goods and Services

Every product—a term used in this book to describe the core output of any type of
industry—delivers benefits to the customers who purchase and use them. Goods can be
described as physical objects or devices and services are actions or performances.® Early
research into services sought to differentiate them from goods, focusing particularly on
four generic differences, referred to as intangibility, heterogeneity (or variability), per-
ishability of output, and simultaneity of production and consumption.” Although these
characteristics are still cited, they have been criticized for over-simplifying the real-
world environment. More practical insights are provided in Figure 1.3, which lists nine
basic differences that can help us to distinguish the tasks associated with service market-
ing and management from those involved with physical goods.

It's important to note that in identifying these differences we're still dealing with
generalizations that do not apply equally to al services. In Chapter 2, we classify services
into distinct categories, each of which presents somewhat different challenges for mar-
keters and other managers. We also need to draw a distinction between marketing of ser-
vices and marketing goods through service. In the former, it's the service itself that is being
sold and in the latter, service is added—usually free of charge—to enhance the appeal of
a manufactured product. Now, let's examine each of the nine differences in more detail.

Customers Do Not Obtain Ownership Perhaps the key distinction between
goods and services lies in the fact that customers usually derive value from services
without obtaining permanent ownership of any substantial tangible elements. In many
instances, service marketers offer customers the opportunity to rent the use of a physical
object like a car or hotel room, or to hire the labor and skills of people whose expertise
ranges from brain surgery to knowing how to check customers into a hotel. As a

customers do not obtain ownership of services

service products are intangible performances

there is greater involvement of customers in the production process
other people may form part of the product

there is greater variability in operational inputs and outputs

many services are difficult for customers to evaluate

there is typically an absence of inventories

the time factor is relatively more important

delivery systems may involve both electronic and physical channels

WHY STUDY SERVICES?

product: the core output
(either aserviceor a
manufactured good)
produced by afirm.

goods: physical objects or
devices that provide benefits
for customers through
ownership or use.

FIGURE 1.3

Basic Differences Between
Goods and Services
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Checking in: People are part of
the product in hotel services, so

customer satisfaction depends

on both employee performance
and the behavior of the other

customers.

intangible: something that
is experienced and cannot be
touched or preserved.

purchaser of services yourself, you know that "while your main interest is in the final
output, the way in which you are treated during service delivery can also have an
important impact on your satisfaction.

Service Products as Intangible Performances Although services often include
tangible elements—such as sitting in an airline seat, eating a meal, or getting damaged
equipment repaired—the service performance itself is basically an intangible. The
benefits of owning and using a manufactured product come from its physical
characteristics (although brand image may convey benefits, too). In services, the benefits
come from the nature of the performance. The notion of service as a performance that
cannot be wrapped up and taken away leads to the use of a theatrical metaphor for
service management, visualizing service delivery as similar to the staging of a play with
service personnel as the actors and customers as the audience.

Some services, such as rentals, include a physical object like a car or a power tool.
But marketing a car rental performance is very different from attempting to market the
physical object alone. For instance, in car rentals, customers usually reserve a particular
category of vehicle, rather than a specific brand and model. Instead of worrying about
styling, colors, and upholstery, customers focus on price, location and appearance of
pickup and delivery facilities, extent of insurance coverage, cleanliness and maintenance
of vehicles, provision of free shuttle buses at airports, availability of 24-hour reservations
service, hours when rental locations are staffed, and quality of service provided by cus-
tomer-contact personnel. By contrast, the core benefit derived from owning a physical
good normally comes specifically from its tangible elements, even though it may pro-
vide intangible benefits, too. An interesting way to distinguish between goods and ser-
vices is to place them on a scale from tangible dominant to intangible dominant (illus-
trated in Figure 1.4).

Customer Involvement in the Production Process Performing a service
involves assembling and delivering the output of a combination of physical facilities
and mental or physical labor. Often, customers are actively involved in helping create
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the service product, either by serving themselves (as in using a laundromat or ATM)
or by cooperating with service personnel in settings such as hair salons, hotels,
colleges, or hospitals. As we "will see in Chapter 2, services can be categorized
according to the extent of contact that the customer has with the service
organization.

People as Part of the Product In high-contact services, customers not only come
into contact with service personnel, but they may also rub shoulders with other
customers (literally so, if they ride a bus or subway during the rush hour).The difference
between service businesses often lies in the quality of employees serving the customers.
Similarly, the type of customers who patronize a particular service business helps to
define the nature of the service experience. As such, people become part of the product
in many services. Managing these service encounters—especially those between
customers and service employees—is a challenging task.

Greater Variability in Operational Inputs and Outputs The presence of
personnel and other customers in the operational system makes it difficult to
standardize and control variability in both service inputs and outputs. Manufactured
goods can be produced under controlled conditions, designed to optimize both
productivity and quality, and then checked for conformance with quality standards long
before they reach the customer. (Of course, their subsequent use by customers will vary
widely, reflecting customer needs and skills, as well as the nature of the usage occasion.)
However, when services are consumed as they are produced, final "assembly" must take
place under real-time conditions, which may vary from customer to customer and even
from one time of the day to another. As a result, mistakes and shortcomings are both
more likely and harder to conceal. These factors make it difficult for service
organizations to improve productivity, control quality, and offer a consistent product. As

FIGURE 14

Vaue Added by Tangible
versus Intangible Elements in
Goods and Services

variability: alack of
consistency in inputs and
outputs during the service
production process.
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a former packaged goods marketer observed some years ago after moving to a new
position at Holiday Inn:

We can't control the quality of our product as well as a Procter and Gamble control engi-
neer on a production line can. . . . Wlien you buy a box of Tide, you can reasonably be
99 and 44/100ths percent sure that this stuff will work to get your clothes clean. When
you buy a Holiday Inn room, you're sure at some lesser percentage that it will work to
give you agood night's sleep without any hassle, or people banging on the walls and all
the bad things that can happen in a hotel.°

Not al variations in service delivery are necessarily negative. Modern service busi-
nesses are recognizing the value of customizing at least some aspects of the service offer-
ing to the needs and expectations of individual customers. In some fields, like health
care, customization is essential.X®

Harder for Customers to Evaluate Most physical goods tend to be relatively high in
"search attributes."These are characteristics that a customer can determine prior to
purchasing a product, such as color, style, shape, price, fit, feel, and smell. Other goods and
some services, by contrast, may emphasize "experience attributes" that can only be
discerned after purchase or during consumption (e.g., taste, wearability, ease of handling,
quietness, and personal treatment). Finaly, there are "credence attributes'—characteristics
that customers find hard to evaluate even after consumption. Examples include surgery
and auto repairs, where the results of the service delivery may not be readily visible.™*

No Inventories for Services Because a service is a deed or performance, rather
than a tangible item that the customer keeps, it is "perishable" and cannot be
inventoried. Of course, the necessary facilities, equipment, and labor can be held in
readiness to create the service, but these simply represent productive capacity, not the
product itself. Having unused capacity in a service business is rather like running water
into a sink without a stopper. The flow is wasted unless customers (or possessions
requiring service) are present to receive it. When demand exceeds capacity, customers
may be sent away disappointed, since no inventory is available for backup. An important
task for service marketers, therefore, is to find ways of smoothing demand levels to
match capacity.

Importance of the Time Factor Many services are delivered in real time.
Customers have to be physically present to receive service from organizations such as
airlines, hospitals, haircutters, and restaurants. There are limits as to how long customers
are willing to be kept waiting and service must be delivered fast enough so that
customers do not waste time receiving service. Even when service takes place in the
back office, customers have expectations about how long a particular task should take to
complete—whether it is repairing a machine, completing a research report, cleaning a
suit, or preparing a legal document.Today's customers are increasingly time sensitive and
speed is often a key element in good service.

Different Distribution Channels Unlike manufacturers that require physical
distribution channels to move goods from factory to customers, many service businesses
either use electronic channels (as in broadcasting or electronic funds transfer) or
combine the service factory, retail outlet, and point of consumption at a single location.
In the latter instance, service firms are responsible for managing customer-contact
personnel. They may also have to manage the behavior of customers in the service
factory to ensure smoothly running operations and to avoid situations in which one
person's behavior irritates other customers who are present at the same time.
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AN INTEGRATED APPROACH TO SERVICE
MANAGEMENT

This book is not just about service marketing. Throughout the chapters, you'll find con-
tinuing reference to two other important functions: service operations and human
resource management. Imagine yourself as the manager of a repair garage. Or think big,
if you like, as the CEO of a major airline. In either instance, you need to be (1) con-
cerned on a day-to-day basis that your customers are satisfied, (2) your operational sys-
tems are running smoothly and efficiently, and (3) your employees are not only working
productively but are also doing a good job either of serving customers directly or of
helping other employees to deliver good service. Even if you see yourself as a middle
manager with specific responsibilities in marketing, operations, or human resources,
your success in your job will often involve the understanding of these other functions
and periodic meetings with colleagues working in these areas. In short, integration of
activities between functions is the name of the game. Problems in any one of these three
aress may signal financial difficulties ahead.

The Eight Components of Integrated Service Management

When discussing strategies to market manufactured goods, marketers usually address
four basic strategic elements: product, price, place (or distribution), and promotion (or
communication). Collectively, these four categories are often referred to as the "4Ps" of
the marketing mix.*®> However, the distinctive nature of service performances, especially
such aspects as customer involvement in production and the importance of the time
factor, requires that other strategic elements be included. To capture the nature of this
challenge, we will be using the "8Ps" of integrated service management, which
describe eight decision variables facing managers of service organizations.

Our visual metaphor for the 8Ps is the racing "eight," a lightweight boat or shell
powered by eight rowers, made famous by the Oxford and Cambridge boat race that
has taken place annually on the River Thames near London for almost 150 years. Today,
similar races involving many different teams are a staple of rowing competitions around
the world, as well as a featured sport in the Summer Olympics. Speed comes not only
from the rowers' physical strength, but aso from their harmony and cohesion as part of
ateam. To achieve optimal effectiveness, each of the eight rowers must pull on his or her
oar in unison with the others, following the direction of the coxswain, who is seated in
the stern. A similar synergy and integration between each of the 8Ps is required for suc-
cess in any competitive service business (Figure 1.5).The cox—who steers the boat, sets

PRODUCT T PROCESS
ELEMENTS L E
PLACE - - PRODUCTIVITY
CYBERSPACE = - AND QUALITY
AND TIME - 4 PEOPLE
PROMOTION B -

AND EDUCATION PHYSICAL

PRICE AND EVIDENCE

OTHER USER

OUTLAYS

integrated service
management: the
coordinated planning and
execution of those
marketing, operations, and
human resources activities
that are essential to a service
firm'ssuccess.

FIGURE 1.5

The Eight Components of
Integrated Service
Management



14 PART ONE « UNDERSTANDING SERVICES

product elements: all
components of the service
performance that create value
for customers.

place, cyberspace, and
time: management decisions
about when, where, and how
to deliver services to
customers.

process: aparticular
method of operations or
series of actions, typically
involving steps that need to
occur in a defined sequence.

productivity: how
efficiently service inputs are
transformed into outputs
that add value for customers.

quality: the degree to which
a service satisfies customers
by meeting their needs,
wants, and expectations.

people: customers and
employees who are involved
in service production.

promotion and
education: all
communication activities and
incentives designed to build
customer preference for a
specific service or service
provider.

the pace, motivates the crew, and keeps a close eye on competing boats in the race—is a
metaphor for management.

Product Elements Managers must select the features of both the core product and
the bundle of supplementary service elements surrounding it, with reference to the
benefits desired by customers and how well competing products perform.

Place, Cyberspace, and Time Delivering product elements to customers involves
decisions on both the place and time of delivery and may involve physical or electronic
distribution channels (or both), depending on the nature of the service being provided.
Messaging services and the Internet allow information-based services to be delivered in
cyberspace for retrieval by telephone or computer wherever and whenever it suits the
customer. Firms may deliver service directly to their customers or through intermediary
organizations like retail outlets owned by other companies, which receive a fee or
percentage of the selling price to perform certain tasks associated with sales, service, and
customer-contact. Customer expectations of speed and convenience are becoming
important determinants in service delivery strategy.

Process Creating and delivering product elements to customers requires the design
and implementation of effective processes. A process describes the method and sequence
in which service operating systems work. Badly designed processes are likely to annoy
customers because of slow, bureaucratic, and ineffective service delivery. Similarly, poor
processes make it difficult for front-line staff to do their jobs well, result in low
productivity, and increase the likelihood of service failures.

Productivity and Quality These elements, often treated separately, should be seen as
two sides of the same coin. No service firm can afford to address either element in
isolation. Improved productivity is essential to keep costs under control but managers
must beware of making inappropriate cuts in service levels that are resented by customers
(and perhaps by employees, too). Service quality, as defined by customers, is essential for
product differentiation and for building customer loyalty. However, investing in quality
improvement without understanding the trade-off between incremental costs and
incremental revenues may place the profitability of the firm at risk.

People Many services depend on direct, personal interaction between customers and
a firm's employees (like getting a haircut or eating at a restaurant). The nature of these
interactions strongly influences the customer's perceptions of service quality.™
Customers oftenjudge the quality of the service they receive largely on their assessment
of the people providing the service. Successful service firms devote significant effort to
recruiting, training, and motivating their personnel, especially—but not exclusively—
those who are in direct contact with customers.

Promotion and Education No marketing program can succeed without an
effective communication program. This component plays three vital roles: providing
needed information and advice, persuading target customers of the merits of a specific
product, and encouraging them to take action at specific times. In service marketing,
much communication is educational in nature, especially for new customers.
Companies may need to teach these customers about the benefits of the service, where
and when to obtain it, and how to participate effectively in service processes.
Communications can be delivered by individuals, such as salespeople and trainers, or
through such media as TV, radio, newspapers, magazines, billboards, brochures, and Web
sites.
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Physical Evidence The appearance of buildings, landscaping, vehicles, interior
furnishing, equipment, staff members, signs, printed materials, and other visible cues al
provide tangible evidence of a firm's service style and quality. Service firms need to
manage physical evidence carefully because it can have a profound impact on
customers' impressions. In services with few tangible elements, such as insurance,
advertising is often employed to create meaningful symbols. For instance, an umbrella
may symbolize protection, and a fortress, security.

Price and Other User Outlays This component addresses management of the
outlays incurred by customers in obtaining benefits from the service product.
Responsibilities are not limited to the traditional pricing tasks of establishing the selling
price to customers, which typically include setting trade margins and establishing credit
terms. Service managers also recognize and, where practical, seek to minimize other
cogts and burdens that customers may bear in purchasing and using a service, including
additional financial expenditures, time, mental and physical effort, and negative sensory
experiences.

Unking Service Marketing, Operations, and Human Resources

As shown by the component elements of the 8Ps model, marketing cannot operate
in isolation from other functional areas in a successful service organization.
Operations specialists, who usually have responsibility for productivity improvements
and quality control, manage the processes required to create and deliver the service
product. Similarly, employees are recruited and trained by human resource managers.
Even those who have customer-contact responsibilities often report to operations
managers.

In future chapters, we will be raising the question of how marketers should relate to
and involve their colleagues from other functional areas—especially operations and
human resources—in planning and implementing marketing strategies. Firms whose
managers succeed in developing integrated strategies will have a better chance of sur-
viving and prospering. Those that fail to grasp these implications, by contrast, are likely
to be outmaneuvered by competitors that are more adept at responding to the dramatic
changes affecting the service economy.

You can expect to see the 8Ps framework used throughout this book. Although
any given chapter is likely to emphasize just one (or a few) of the eight components,
you should always keep in mind the importance of integrating the component(s)
under discussion with each of the others when formulating an overall strategy. For a
quick clue about the principal focus of each chapter, find the boat diagram on the
opening page of the chapter. You'll see that each oar represents one of the 8Ps. Note
which of the eight oars are highlighted for the chapter you are studying. Oars high-
lighted in dark blue indicate those components that will be covered extensively in a
particular chapter, while a medium blue highlight identifies one that receives rela-
tively brief coverage. If an oar remains white, it signals that this component is not fea-
tured in the chapter.

THE EVOLVING ENVIRONMENT OF SERVICES

We've already noted that the service sector is in an almost constant state of change.
What are the forces that drive its growth, shape its composition, and determine the basis
for competition? As shown in Figure 1.6, numerous factors are at work. They can be
divided into five broad groups: government policies, social changes, business trends,
advances in information technology, and internationalization and globalization.

WHY STUDY SERVICES?

physical evidence: visua
or other tangible clues that
provide evidence of service
quality,

price and other user
outlays: expenditures of
money, time, and effort that
customers incur in
purchasing and consuming
services.

15
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FIGURE 1.6
Factors Stimulating the
Transformation of the
Service Economy

Government Policies

Actions by governmental agencies at regional, national, and international levels con-
tinue to shape the structure of the service economy and the terms under which com-
petition takes place. Traditionally, many service industries were highly regulated.
Government agencies mandated price levels, placed geographic constraints on distribu-
tion strategies, and, in some instances, even defined the product attributes. Since the late
1970s, there has been a trend in the United States and Europe toward complete or par-
tial deregulation in several major service industries. In Latin America, democratization
and new political initiatives are creating economies that are much less regulated than in
the past. Reduced government regulation has already eliminated or minimized many
constraints on competitive activity in such industries as airfreight, airlines, railroads,
trucking, banking, securities, insurance, and telecommunications. Barriers that had pre-
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vented new firms from entering the industry have been dropped in many instances:
Geographic restrictions on service delivery have been reduced, there is more freedom
to compete on price, and existing firms have been able to expand into new markets or
new lines of business.

However, reduced regulation is a mixed blessing. Fears have been expressed that if
successful firms become too large, through a combination of internal growth and acqui-
sitions, there may eventually be a decline in the level of competition. Conversely, lifting
restrictions on pricing benefits customers in the short run as competition lowers prices
but leaves insufficient profits for needed future investments. For instance, fierce price
competition among American domestic airlines led to huge financial losses within the
industry during the early 1990s, bankrupting several airlines. This made it difficult for
unprofitable carriers to invest in new aircraft and raised troublesome questions about
service quality and safety.”® Profitable foreign airlines, such as British Airways and
Singapore Airlines, gained market share by offering better service on international
routes instead of engaging in damaging price wars.

Another important action taken by many national governments has been privatiza-
tion of what were once government-owned services. The term "privatization," first
widely used in the United Kingdom, describes the policy of transforming government
organizations into investor-owned companies. Privatization has been moving ahead
rapidly in many European countries, as well as in Canada, Australia, New Zealand, and
more recently in some Asian and Latin American nations. The transformation of opera-
tions like national airlines, telecommunication services, and utilities into private enter-
prise services has led to restructuring, cost cutting, and a more market-focused posture.

When privatization is combined with a relaxing of regulatory barriers to allow
entry of new competitors, the marketing implications can be dramatic, with foreign
competitors moving into markets that were previously closed to outside investment.
Thus, French companies specializing in water treatment have purchased and modern-
ized many of the privatized water utilities in Britain, while American companies have
invested in a number of British regional electrical utilities. In turn, British
Telecommunications has responded vigorously to new competition at home and made
numerous investments around the world, including a strategic alliance with AT& T for
delivery of global services to international companies.

Privatization can also apply to regional or local government departments. At the
local level, for instance, services such as trash removal and recycling have been shifted
from the public sector to private firms. Not everyone is convinced that such changes are
beneficial to al segments of the population. When services are provided by public agen-
cies, there are often cross subsidies, designed to achieve broader social goals. With priva-
tization, there are fears that the search for efficiency and profits will lead to cuts in ser-
vice and price increases. The result may be to deny less affluent segments the services
they need at prices they can afford. Such fears fuel the arguments for continued regula-
tion of prices and terms of service in key industries such as health care, telecommunica-
tions, water, electricity, and passenger rail transportation.

Not al regulatory changes represent a relaxation of government rules. In many
countries, steps continue to be taken to strengthen consumer protection laws, safeguard
employees, improve health and safety, and protect the environment. These new rules
often require service firms to change their marketing strategies, their operational proce-
dures, and their human resource policies.

Finally, national governments control trade in both goods and services.
Negotiations at the World Trade Organization have led to a loosening of restrictions on
trade in some services, but not all. Some countries are choosing to enter into free-trade
agreements with their neighbors. Examples include the North American Free Trade
Agreement (NAFTA) concluded between Canada, Mexico, and the United States;
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Mercosur and Pacto Andino in South America; and, of course, the European Union,
whose membership may soon be expanded beyond the current 15 countries.

Social Changes

The demand for consumer services—and the ways in which people use them—have
been strongly influenced by a host of social changes. More people are living alone than
before and there are more households containing two working adults (including
telecommuters who work from in-home offices); as a result, more people find them-
selves short on time. They may be obliged to hire firms or individuals to perform tasks
like childcare, housecleaning, laundry, and food preparation that were traditionally per-
formed by a household member. Per capita income has risen significantly in real terms
for many segments of the population (although not al have benefited from this trend).
Increasing affluence gives people more disposable income and there has been an
observed trend from purchasing new physical possessions to buying services and expe-
riences. In fact, some pundits have begun speaking of the "experience economy."*®

A combination of changing lifestyles, higher incomes, and declining prices for
many high-technology products has meant that more and more people are buying com-
puters, thus enabling them to use the Internet to send and receive e-mail and access
Web sites from around the world. In the meantime, the rapid growth in the use of
mobile phones and other wireless equipment means that customers are more "con-
nected" than ever before and no longer out of touch once they leave their homes or
offices.

Another important social trend has been increased immigration into countries such
as the United States, Canada, and Australia. These countries are becoming much more
multicultural, posing opportunities—and even requirements—for service features
designed to meet the needs of non-traditional segments now living within the domes-
tic market. For instance, many immigrants, even if they have learned to speak the lan-
guage of their new country, prefer to do business in their native tongues and appreciate
those service organizations that accommodate this preference by offering communica-
tions in multiple languages.

Business Trends

Over the past 25 years, significant changes have taken place in how business firms oper-
ate. For instance, service profit centers within manufacturing firms are transforming
many well-known companies in fields such as computers, motor vehicles, and electrical
and mechanical equipment. Supplementary services once designed to help sell equip-
ment—including consultation, credit, transportation and delivery, installation, training,
and maintenance—are now offered as profit-seeking services in their own right, even to
customers who have chosen to purchase competing equipment. Several large manufac-
turers (including General Electric, Ford, and DaimlerChrysler) have become important
players in the global financial services industry as a result of developing credit financing
and leasing divisions. Similarly, many manufacturers now base much of their competi-
tive appeal on the capabilities of their worldwide consultation, maintenance, repair, and
problem-solving services. In fact, service profit centers contribute a substantial propor-
tion of the revenues earned by such well-known "manufacturers" as IBM, Hewlett-
Packard, and Xerox.

The financial pressures confronting public and nonprofit organizations have forced
them to develop more efficient operations and to pay more attention to customer needs
and competitive activities. In their search for new sources of income, many "non-busi-
ness' organizations are developing a stronger marketing orientation that often involves
rethinking their product lines; adding profit-seeking services such as shops, retail cata-
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logs, restaurants, and consultancy; becoming more selective about the market segments
they target; and adopting more realistic pricing policies.”’

Government or legal pressures have forced many professional associations to
remove or relax long-standing bans on advertising and promotional activities. Among
the types of professionals affected by such rulings are accountants, architects, doctors,
lawyers, and optometrists, whose practices now engage in much more vigorous com-
petitive activity. The freedom to engage in advertising, promotion, and overt selling
activities is essential in bringing innovative services, price cuts, and new delivery systems
to the attention of prospective customers. However, some critics worry that advertising
by lawyers, especially in the United States, simply encourages people to file more and
more lawsuits, many of them frivolous.

With increasing competition, often price-based, has come greater pressure for firms
to improve productivity. Demands by investors for better returns on their investments
have aso fueled the search for new ways to increase profits by reducing the costs of ser-
vice delivery. Historically, the service sector has lagged behind the manufacturing sector
in productivity improvement, but there are encouraging signs that some services are
beginning to catch up. Using technology to replace labor (or to permit customer self-
service) is one cost-cutting route that has been followed in many service industries.
Reengineering of processes often results in speeding up operations by cutting out
unnecessary steps. However, managers need to be aware that cost-cutting measures, dri-
ven by finance and operations personnel without regard for customer needs, may lead to
a perceived deterioration in quality and convenience.

Recognizing that improving quality was good for business and necessary for effec-
tive competition has led to a radical change in thinking. Traditional definitions of qual-
ity (based on conformance to standards defined by operations managers) were replaced
by the new imperative of letting quality be customer driven. This had enormous impli-
cations for the importance of service marketing and the role of customer research in
both the service and manufacturing sectors.’® Numerous firms have invested in research
to determine what their customers want in every dimension of service, in quality
improvement programs designed to deliver what customers want, and in ongoing mea-
surement of how satisfied their customers are with the quality of service received.
However, maintaining quality levels over time is difficult and customer dissatisfaction
has risen in recent years.

Franchising has become widespread in many service industries, not only for con-
sumer services but also for business-to-business services. It involves the licensing of
independent entrepreneurs to produce and sell a branded service according to tightly
specified procedures. Because these entrepreneurs must invest their own capital, fran-
chising has become a popular way to finance the expansion of multi-site service chains
that deliver a consistent service concept. Large franchise chains are replacing (or absorb-
ing) a wide array of small, independent service businesses in fields as diverse as book-
keeping, car hire, dry-cleaning, haircutting, photocopying, plumbing, quick service
restaurants, and real estate brokerage services. Among the requirements for success are
creation of mass media advertising campaigns to promote brand names nationwide (and
even worldwide), standardization of service operations, formalized training programs, an
ongoing search for new products, continued emphasis on improving efficiency, and dual
marketing programs directed at both customers and franchisees.

Finally, changes have occurred in service firms' hiring practices. Traditionally, many
service industries were very inbred. Managers tended to spend their entire careers
working within a single industry, even within a single organization. Each industry was
seen as unique and outsiders were suspect. Relatively few managers possessed graduate
degrees in business although they might have held an industry-specific diploma in a
field such as hotel management or health care administration. In recent years, however,
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FIGURE 17
Singapore Airlines Promotes
Both Its People and Its High-
Tech Entertainment
Technology

competition and enlightened self-interest have led companies to recruit more highly
educated managers who are willing to question traditional ways of doing business and
able to bring new ideas from previous work experience in another industry. Some of
the best service companies are known for being very selective in hiring employees,
seeking individuals who will share the firm's strong service quality culture and be able
to relate to customers well. Within many firms, intensive-training programs are now
exposing employees, at al levels, to new tools and concepts.

Advances in Information Technology

New and improved technologies are radically altering the ways in which many ser-
vice organizations do business with their customers, as well as altering what goes on
behind the scenes. Many types of technology have important implications for service,
including biotechnology, power and energy technology, methods technology (how
people work and how processes are organized), materials technology, physical design
technology, and information technology. In some cases, technology enables service
firms to substitute automation for service personnel. But in other instances, as sug-
gested in recent advertising for Singapore Airlines (Figure 1.7), traditional personal
service and new technology may go hand in hand to create an enhanced experience
for customers.

Perhaps the most powerful force for change in service businesses comes from infor-
mation technology, reflecting the integration of computers and telecommunications.
Digitization allows text, graphics, video, and audio to be manipulated, stored, and trans-
mitted in the digital language of computers. Faster and more powerful software enables
firms to create relational databases that combine information about customers with
details of al their transactions and then to "mine" these databases for insights into new
trends, new approaches to segmentation, and new marketing opportunities. Greater
bandwidth, made possible by innovations such as fiber-optic cables, allows fast transmis-
sion of vast amounts of information so that customer-contact personnel can interact
almost instantly with a central database, no matter where they are located. The creation
of wireless networks and the miniaturization of electronic equipment—from cell
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phones to laptops and scanners—allow sales and customer service personnel to keep in
touch while on the move. Companies operating information-based services, such as
financial service firms, have seen the nature and scope of their businesses totally trans-
formed by the advent of global electronic delivery systems.

In recent years, the development of the Internet and its best-known component,
the World Wide Web, have provided not only an important new medium of communi-
cation between service organizations and their customers, but also the potential for cre-
ating radically new business models for delivery of services. Properly designed and con-
figured, such Internet-based services offer unprecedented speed and reach. For instance,
by taking advantage of the Internet, Amazon.com became a global operation injust a
few short years, marketing its huge array of books, music, and other items through its
Web site and using modern business logistics to ship purchases quickly to customers all
over the world.

However, for many "dot.com" companies, including Amazon, profitability has
proved elusive and numerous start-up firms have failed. In some cases, the problem lies
m development of inappropriate e-commerce business models that failed to generate
sufficient revenues to cover expenses.’® Greater competition than anticipated, failure to
understand customer needs and expectations, poor execution, technology failures, insuf-
ficient working capital, and higher operating costs than predicted have al contributed
to such failures. Underlying such failures is often a lack of understanding of some of the
key principles of service marketing and management.

Technological change affects many other types of services, too, from airfreight to
hotels to retail stores. Express package firms such asTNT, DHL, FedEx, and UPS recog-
nize that the ability to provide real-time information about customers' packages has
become as important to success as the physical movement of those packages.
Technology does more than enable creation of new or improved services. It may also
facilitate reengineering of such activities as delivery of information, order-taking and
payment; enhance a firm's ability to maintain more consistent service standards; permit
creation of centralized customer service departments; allow replacement of personnel
by machines for repetitive tasks; and lead to greater involvement of customers in opera-
tions through self-service technology. All in al, technology is an important theme run-
ning through this book. It's covered in detail in Chapter 16.

Internationalization and Globalization

The internationalization of service companies is readily apparent to any tourist or
business executive traveling abroad. More and more services are being delivered
through national or global chains. Brand names such as Air Canada, Burger King,
Body Shop, Hertz, Kinko's, and Mandarin Hotels have spread far from their original
national roots. In some instances, such chains are entirely company owned. In other
instances, the creator of the original concept has entered into partnership with out-
side investors. Airlines and airfreight companies that were formerly just domestic in
scope now have extensive foreign route networks. Numerous financial service firms,
advertising agencies, hotel chains, fast-food restaurants, car rental agencies, and
accounting firms now operate on several continents. Some of this growth has been
internally generated, but much has also come about through acquisitions of other
companies.

A strategy of international expansion may be driven by a search for new markets or
by the need to respond to existing customers who are traveling abroad in increasing
numbers. A similar situation prevails in business-to-business services. When companies
set up operations in other countries, they often prefer to deal with a few international
suppliers rather than numerous local firms.

WHY STUDY SERVICES'

21


http://dot.com

22

PART ONE ¢ UNDERSTANDING SERVICES

The net effect of such developments is to increase competition and to encourage
the transfer of innovation in both products and processes from country to country.
Developing a strategy for competing effectively across different countries is becoming a
major marketing priority for many service firms. Franchising offers a way to enable a
service concept developed in one nation to be delivered around the world through dis-
tribution systems owned by local investors. For example, FedEx and UPS have
expanded into numerous countries by purchasing local courier firms.

Many well-known service companies around the world are American-owned;
examples include Citicorp, McDonald's, and Accenture (Andersen Consulting). The
upscale Four Seasons hotel chain is Canadian. North Americans are often surprised to
learn that Dunkin' Donuts and Holiday Inn are both owned by British companies,
while France's Groupe Accor owns Motel 6 and Red Roof Inns and the Hoyts chain
of movie theaters is Australian owned. An alternative to mergers and takeovers is
strategic alliances, where several firms working in the same or complementary indus-
tries in different countriesjoin forces to expand their geographic reach and product
scope. The airline and telecommunication industries are good examples.

Managing in a Continually Changing Environment

It has been said that the only person in the world who really appreciates a change is a
wet baby. However, the willingness and ability of managers in service firms to respond
to the dramatic changes affecting the service economy will determine whether their
own organizations survive and prosper or are defeated by more agile and adaptive com-
petitors. On the positive side, these changes are likely to increase the demand for many
services, and the opening of the service economy means that there will be greater com-
petition for that demand. In turn, more competition will stimulate innovation, notably
through the application of new and improved technologies. Both singly and in combi-
nation, these developments will require managers of service organizations to focus more
sharply on marketing strategy.

A STRUCTURE FOR MAKING SERVICE
MANAGEMENT DECISIONS

As mentioned previously, this text has a strategic focus. The 8Ps of integrated service
strategy are tools that service managers can use to develop effective strategies for mar-
keting and managing many different types of services. The service decision framework
reproduced in Figure 1.8 (and described in more depth in the introduction to Part 1)
outlines some of the key questions managers need to ask. Figure 1.8 also indicates
which of the 8Ps are particularly relevant in each instance. Your challenge is to learn to
ask the right questions and to learn to use the resulting answers to develop a viable strat-
egy, employing different elements of the 8Ps as appropriate.

The framework begins with a question that lies at the heart of marketing and busi-
ness strategy in general: What business are we in? Determining the nature of the busi-
ness goes beyond just specifying the industry with which a specific service is usually
associated. Astute managers recognize that competition may come from outside that
industry as well as within it. Hence they ask: With what other goods and services do we
compete?" The answers may show that there are several different ways for customers to
satisfy their needs.The need for forward thinking in decision making requires that man-
agers also ask themselves, "What forces for change do we face?' But perhaps the most
valuable insights come from determining what solutions a service offers to customers.
Only when service marketers understand what problems customers are trying to solve
through use of their products can we truly say that they know what business they are in.
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What Business Are We In?
= With what industry is our service associated?
» With what other goods and services do we compete?
= What forces for change do we face?
* What solutions do we offer to meet customers' needs?

‘ What Service Processes Can Be Who Are Our Customers
| — Used in Our Operation? R and How Should We -
‘ (pmes;) Relate to Them?
‘ ‘ What Should Be the Core and Supplementary
— - Elements of Our Service Product? -— .
| L (Product Elements)
| =
| | How Should We Communicate
| What Price Should We Charge What Our Service Has to Offer?
'” for e Sarviops Promotion and Education &
| | (Price and Other User Outlays) (Promal e )

(Physical Evidence)

How Can We Balance
—— Productivity and Quality? i

(Productivity and Quality)

‘ | What Are the Options for

Delivering Our Service?
i" “|  (Place, Cyberspace, and Time)
| (Physical Evidence)

. | How Should We Match Demand and
' \ Productive Capacity?

[ What Are Appropriate Roles for
i People and Technology? TSN -

| ‘ (People)

How Can Our Firm Achieve
Service Leadership?

The question, Who are our customers and how should we relate to them? is also cen-
tral to the study and practice of marketing. Recognizing that most readers of this book
already have some familiarity with marketing, we try to build on this prior understand-
ing rather than repeating the basics of introductory marketing theory and practice.
Hence we leave detailed discussion of customers to Part 11 of the book and focus there
on what is distinctive about service consumption.

One of the keys to strategy formulation in services, not normally addressed in goods
marketing, is the question: What service processes can be used in our operation? As we show
in this text, the importance of this question goes beyond operational issues. Marketers must
understand how the processes used to create and deliver service affect their customers,
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Relating the 8Ps to the
Service Management
Decision Framework
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influence the nature of the service product, and shape the options for delivering this ser-
vice. Human resource managers must understand how the choice of processes influences
skill requirements andjob descriptions for employees, including the nature of their interac-
tions with customers. We examine the issue of service processes in depth in Chapter 2.

Conclusion

Why study services? Modern economies are driven by service businesses, both large and
small. Services are responsible for the creation of a substantial majority of new jobs, both
skilled and unskilled, around the world. The service sector includes a tremendous vari-
ety of different industries, including many activities provided by public and nonprofit
organizations. It accounts for over half the economy in most developing countries and
for over 70 percent in many highly developed economies.

As we've shown in this chapter, services differ from manufacturing organizations in
many important respects and require a distinctive approach to marketing and other
management functions. As a result, managers who want their enterprises to succeed
cannot continue to rely solely on tools and concepts developed in the manufacturing
sector. In the remainder of this book, we'll discuss in more detail the unique challenges
and opportunities faced by service businesses. It's our hope that you'll use the material
from this text to enhance your future experiences not only as a service employee or
manager, but also as a customer of many different types of service businesses!

Study Questions and Exercises

1. Business schools have traditionally placed more emphasis on manufacturing
industries than on service industries in their courses. Why do you think this is so?
Does it matter?

2. Why is time so important in services?

3. What are the implications of increased competition in service industries that have
been deregulated?

4. Give examples of how computer and telecommunications technologies have
changed services that you use in your professional or personal life.

5. Choose a service company you are familiar with and show how each of the eight
elements (8Ps) of integrated service management applies to the company.

6. Is the risk of unethical business practices greater or lesser in service businesses
than in manufacturing firms? Explain your answer.

7. Why do marketing, operations, and human resources have to be more closely
linked in services than in manufacturing? Give examples.

8. Answer the four questions associated with "What business are we in?" from
Figure 1.8 for Southwest Airlines, Charles Schwab, Aggreko, Intrawest, and eBay.

Endnotes

1. The gross domestic product (GDP) and gross national product (GNP) are both widely
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Under standing Service Processes

Susan Munro, Service Consumer

Susan Munro, a final-year business student, had breakfast and then
clicked onto the Internet to check the local weather forecast. It pre-
dicted rain, so she grabbed an umbrella before leaving the apartment
and walking to the bus stop for her daily ride to the university. On the
way, she dropped a letter in a mailbox. The bus arrived on schedule. It
was the usual driver, who recognized her and gave a cheerful greeting
as she showed her commuter pass. The bus was quite full, carrying a
mix of students and office workers, so she had to stand.

Arriving at her destination, Susan left the bus and walked to the
College of Business. Joining a throng of other students, she took a seat
in the large classroom where her finance class was held. The professor
lectured in a near monotone for 75 minutes, occasionally projecting
charts on a large screen to illustrate certain calculations. Susan
reflected that it would be just as effective—and far more convenient—
if the course were transmitted over the Web or recorded on videotapes
that students could watch at their leisure. She much preferred the mar-
keting course that followed because this professor was a very dynamic
individual who believed in having an active dialog with the students.
Susan made several contributions to the discussion and felt that she
learned a lot from listening to others' analyses and opinions.

She and three friends ate lunch at the recently modernized Student
Union. The old cafeteria, a gloomy place that served boring food at high
prices, had been replaced by a well-lit and colorfully decorated new food
court, featuring a variety of small kiosks. These included both local sup-
pliers and brand-name fast-food chains, which offered choices of sand-
wiches, as well as health foods and a variety of desserts. Although she

had wanted a sandwich, the line of waiting customers at the sandwich
shop was rather long, so Susan joined her friends at Burger King and
then splurged on a caffe latte from the adjacent Hav-a-Java coffee
stand. The food court was unusually crowded today, perhaps because of
the rain now pouring down outside. When they finally found a table, they
had to clear off the dirty trays. "Lazy slobs!" commented her friend Mark,
referring to the previous customers.

After lunch, Susan stopped at the cash machine, inserted her
bank card, and withdrew some money. Remembering that she had a
job interview at the end of the week, she telephoned her hairdresser
and counted herself lucky to be able to make an appointment for later
in the day because of a cancellation by another client. Leaving the
Student Union, she ran across the rain-soaked plaza to the Language
Department. In preparation for her next class, Business Spanish, she
spent an hour in the language lab, watching an engaging videotape of
customers making purchases at different types of stores, then repeat-
ing key phrases and listening to her own recorded voice. "My accent's
definitely getting better!" she said to herself.

With Spanish phrases filling her head, Susan headed off to visit
the hairdresser. She liked the store, which had a bright, trendy decor
and well-groomed, friendly staff. Unfortunately, the cutter was running
late and Susan had to wait 20 minutes, which she used to review a
chapter for tomorrow's human resources course. Some of the other
waiting customers were reading magazines provided by the store.
Eventually, it was time for a shampoo, after which the cutter proposed
a slightly different cut. Susan agreed, although she drew the line at the
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suggestion to lighten her hair color. She sat very still, watching the
process in the mirror and turning her head when requested. She was
pleased with the result and complimented the cutter on her work.
Including the shampoo, the process had lasted about 40 minutes. She
tipped the cutter and paid at the reception desk.

The rain had stopped and the sun was shining as Susan left the
store, so she walked home, stopping on the way to pick up clothes from
the cleaners. This store was rather gloomy, smelled of cleaning sol-
vents, and badly needed repainting. She was annoyed to find that
although her silk blouse was ready as promised, the suit she would
need for her interview was not. The assistant, who had dirty fingernails,
mumbled an apology in an insincere tone without making eye contact.
Although the store was convenient and the quality of work quite good,
Susan considered the employees unfriendly and not very helpful.

Back at her apartment building, she opened the mailbox in the
lobby. Her mail included a bill from her insurance company, which
required no action since payment was deducted automatically from
her bank account. There was also a postcard from her optometrist,
reminding her to schedule a new eye exam. Susan made a mental
note to call for an appointment, anticipating that she might need a
revised prescription for her contact lenses. She was about to discard
the junk mail when she noticed a flyer promoting a new dry-cleaning
store and including a coupon for a discount. She decided to try the
new firm and pocketed the coupon.

Since it was her turn to cook dinner, she looked in the kitchen to
see what food was available. Susan sighed—there wasn't much. Maybe
she would make a salad and call for delivery of a large pizza.
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Learning Objectives

After reading this chapter, you should
be able to

appreciate the value of classification
in services marketing

understand useful ways of classifying
differences between various types of
services

define a service process

describe four different types of
service processes and their strategic
implications

recognize that the nature of a
customers contact with a service
varies according to the underlying
process
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HOW DO SERVICES DIFFER FROM
ONE ANOTHER?

The service sector is amazingly varied, and the variety of transactions made by Susan
Munro represents only a small sample of al the services directed at individual con-
sumers. As a review of the listings in the Yellow Pages will show, there are also many
business services directed at corporate purchasers. It's surprising how many managers in
service businesses consider their industries to be unique—or at least distinctively differ-
ent. Certainly, there are distinctions to be drawn, but it would be a mistake to assume
that any one service used by Susan has nothing in common with any of the others she
might use.

In Chapter 1, we looked at some of the ways in which services might differ from
goods. In this chapter, our focus is on developing useful ways of grouping services into
categories that share managerially relevant characteristics, especially as they relate to
marketing strategy. In particular, we examine the nature of the processes—a key element
among the 8Ps—by which services are created and delivered. We find that important
insights can be gained by looking for similarities between "different” service industries.
The more service managers can identify meaningful parallels to their own firms' situa-
tions, the better their chances of beating the competition by borrowing good ideas from
other businesses. One hallmark of innovative service firms is that their managers have
been willing to look outside their own industries for useful ideas that they can try in
their own organizations.We start our search for useful categorization schemes by exam-
ining how goods have traditionally been classified.

The Value of Classification Schemes

Classification schemes are the primary means used by researchers to organize items into
different classes or groups for the purpose of systematic investigation and theory devel-
opment. They are as useful in management research as in pure science. Marketing prac-
titioners have long recognized the value of developing distinctive strategies for different
types of goods. One of the most famous classification schemes divides goods into con-
venience, shopping, and specialty categories, according to how frequently consumers
buy them and how much effort they are prepared to put into comparing alternatives
and locating the right product to match their needs.? This scheme helps managers
obtain a better understanding of consumer expectations and behavior and provides
insights into the management of retail distribution systems. This same classification can
also be applied to retail service institutions, from financial service providers to hair
salons.

Another major classification is between durable and nondurable goods. Durability
is closely associated with purchase frequency, which has important implications for the
development of both distribution and communications strategies. Although service per-
formances are intangible, the durability of benefits is relevant to repurchase frequency.
For example, you probably purchase a haircut less often than you buy a caffe latte (at
least if you are a typical student or a coffee connoisseur).

Yet another classification is consumer goods (those purchased for personal or
household use) versus industrial goods (those purchased by companies and other orga-
nizations). This classification relates not only to the types of goods purchased—although
there is some overlap—but also to methods for evaluating competing alternatives, pur-
chasing procedures, size of purchase orders, and actual usage. Once again, this classifica-
tion is transferable to services. For example, you may be the only one involved in a deci-
sion about whether to purchase America Online (AOL) or another Internet provider
for your own computer, but a corporate decision about what online services to select
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for employees may involve managers and technical specialists from several departments.
Business-to-business services, as the name suggests, include a large group of services tar-
geted at corporate customers and may range from executive recruiting to security and
from payroll management to sandblasting.

Although these goods-based classification schemes are helpful, they don't go far
enough in highlighting the key strategic issues. We need to classify services into market-
ing-relevant groups, looking for points of similarity among different service industries.
We can use the insights from these classifications to focus on marketing strategies that
are relevant to specific service situations.

Core Products versus Supplementary Services

Many service products consist of a "bundle" that includes a variety of service elements
and even some physical goods. It's important to distinguish between the core product that
the customer buys and the set of supplementary services that often accompany that prod-
uct. For instance, the core product of the lodging industry is a bed for the night,
whether that bed is located in a youth hostel dorm or in a luxury room at a five-star
hotel. Youth hostels don't offer many additional services beyond reservations, basic
meals, and simple washing facilities. By contrast, as shown in Figure 2.1, a luxury hotel
will offer many additional services to enhance its guests' visits. Some of these services
will be offered free and others will carry a charge, but they are al secondary to the core
service of overnight sleeping accommodation that defines the lodging industry.

When we speak of services in this chapter, we are referring to the core service that
the customer is buying—such as taking an airline flight, attending a concert, hiring an
accounting firm to prepare an audit of a company's accounts, or purchasing a home-
owner's insurance policy. A cluster of supplementary services that are intended to add
value to the core also accompanies most services. Examples include meals and baggage

A Bed for the
Night in an

Elegant Private
Room with
Bathroom

FIGURE 2.1

Core Product and
Supplementary Services for a
Luxury Hotel
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tangible: capable of being
touched, held, or preserved
in physical form over time.

intangibility: adistinctive
characteristic of services that
makes it impossible to touch
or hold on to them in the
same manner as physical
goods.

TABLE 2.1
Selected Ways of Classifying
Services

service on an airline flight, refreshments at a concert, professional advice from an expe-
rienced auditor, or a helpful booklet from an insurance company with suggestions on
how to protect your home.

How Might Services Be Classified?

The traditional way of grouping services is by industry. Service managers may say,
"We're in the transportation business" (or hospitality, banking, telecommunications, or
repair and maintenance).These groupings help us define the core products offered by
the firm and understand both customer needs and competition. However, they may not
capture the true nature of each business because service delivery can differ widely even
within a single category (i.e., food can be provided to customers in settings that range
from airport Taco Bells to four-star restaurants).

Various proposals have been made for classifying services.®> Among the meaningful
ways in which services can be grouped or classified are those listed in Table 2.1.

Degree of Tangibility or Intangibility of Service Processes Does the service
do something physical and tangible (like food services or dry cleaning), or do its
processes involve a greater amount of intangibility (like teaching or telephoning)?
Different levels of intangibility in service processes shape the nature of the service
delivery system and also affect the role of employees and the experience of customers.
Susan's burger was a very tangible outcome of Burger King's service process. But the
effects of Susan's experiences in her finance and marketing classes are highly intangible
and thus much more difficult to evaluate.

Direct Recipient of the Service Process Some services, like haircutting or public
transportation, are directed at customers themselves. Customers also seek services (like
dry cleaning) to restore or improve objects that belong to them, but they remain
uninvolved in the process of service delivery and do not consume the benefits until
later. The nature of the service encounter between service suppliers and their customers
varies widely according to the extent to which customers themselves are integrally
involved in the service process. Contrast Susan's extended interactions with the
haircutter and her brief encounter with the mailbox on her way to school.

Place and Time of Service Delivery When designing delivery systems, service
marketers must ask themselves whether customers need to visit the service organization
at its own sites (as Susan did with the university, the hair salon, and the cleaners) or
whether service should come to the customer (like the Internet weather information
service and the pizza delivery to her apartment). Or perhaps the interaction can occur
through physical channels like mail (as with her insurance) or electronic channels (as
with her ATM banking transaction).These managerial decisions involve consideration
of the nature of the service itself, where customers are located (both home and
workplace may be relevant), their preferences relating to time of purchase and use, the
relative costs of different alternatives, and—in some instances—seasonal factors.

degree of tangibility or intangibility of service processes

direct recipient of the service process

place and time of service delivery

customization versus standardization

nature of the relationship with customers

extent to which demand and supply are in balance

extent to which facilities, equipment, and people are part of the service experience
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Customization versus Standardization Services can be classified according to the
degree of customization or standardization involved in service delivery. An
important marketing decision is whether al customers should receive the same service
or whether service features (and the underlying processes) should be adapted to meet
individual requirements. Susan's insurance policy is probably one of several standard
options.The bus service is standardized, with a fixed route and schedule (unlike a taxi),
but passengers can choose when to ride and where to get on and off. By encouraging
student discussion and debate, Susan's marketing professor is offering a more customized
course than her finance professor. Her haircut is customized (although other women
may wear the same style), and although her future eye exam will follow standardized
procedures, the optometrist's analysis of the results will result in a customized
prescription for new contact lenses to correct her vision.

Nature of the Relationship with Customers Some services involve a formal
relationship, in which each customer is known to the organization and all transactions
are individually recorded and attributed (like Susan's bank or optometrist). But in
other services, unidentified customers undertake fleeting transactions and then
disappear from the organization's sight (for instance, the phone company has no record
of her call from the pay phone). Some services lend themselves naturally to a
"membership" relationship, in which customers must apply tojoin the "club" and their
subsequent performance is monitored over time (as in insurance or college
enrollment). Other services, like buses, hair salons, dry cleaners, and restaurants, need to
undertake proactive efforts to create an ongoing relationship. Although the bus
company does not record Susan's rides, it could keep records of all monthly pass
holders so that it can mail out passes every month, plus a newsletter describing service
improvements or route and schedule changes. Sometimes companies create special
club memberships or frequent user programs to reward loyal customers. For instance,
both the hair salon and the dry cleaner could record customers' names and addresses
and periodically make them special offers. Similarly, Internet sites can be designed to
record visits from a specific user address.

customization: tailoring
service characteristics to
meet each customer's specific
needs and preferences.

standardization: reducing
variation in service opera-
tions and delivery.

To enjoy the services of a
Whitewater rafting company,
you have to go to a suitable
river at the right time of the
year.
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Extent to which Demand and Supply Are in Balance Some service industries
face steady demand for their services, whereas others encounter significant
fluctuations. When the demand for service fluctuates widely over time, capacity must
be adjusted to accommodate the level of demand or marketing strategies must be
implemented to predict, manage, and smooth demand levels to bring them into
balance with capacity. Some demand fluctuations are tied to events that marketers can't
control. For example, more students eat lunch in the Student Union at Susan's
university on a rainy day, resulting in a long line at the sandwich shop and a shortage
of empty tables.

Extent to which Facilities, Equipment, and People Are Part of the Service
Experience Customers' service experiences are shaped, in part, by the extent to
which they are exposed to tangible elements in the service delivery system. The bus
that Susan rides is very tangible; so are her classrooms, the table and chairs in the
food court, and theVCR in the language lab. In contrast, the physical evidence of
her insurance company may be limited to occasional letters, and she may see little
more of her bank than monthly statements and the ATM that she uses at the Student
Union.

The cheerful bus driver humanizes Susan's bus ride. She appears to think better of
her dynamic marketing professor than of her dull finance professor. She likes her trendy
hair salon and the friendly cutter but not the smelly dry-cleaning store and its
unfriendly employees, even though the quality of cleaning is good. When the cleaner
fails to deliver her suit on time and, coincidentally, she receives a discount coupon in the
mail from a competitor, she's ready to switch.

The service classification strategies we've just discussed can help managers address
the following questions: What does our service operation actually do? What sorts of
processes are involved in creating the core product that we offer to customers? And
speaking of customers, where do they fit into our operation? The answers will differ,
depending on the nature of the underlying service process required to create and
deliver a particular service. So now we turn to the most fundamental of the 8Ps of
integrated service management—the processes by ‘'which service products are created
and delivered.

SERVICE AS A PROCESS

Marketers don't usually need to know the specifics of how physical goods are manufac-
tured—that responsibility belongs to the people who run the factory. However, the sit-
uation is different in services. Because their customers are often involved in service pro-
duction and may have preferences for certain methods of service delivery, marketers do
need to understand the nature of the processes through which services are created and
delivered. Furthermore, they should be involved in any decisions to change the nature
of a given process if that change will affect customers.

A process is a particular method of operation or a series of actions, typically involv-
ing multiple steps that often need to take place in a defined sequence. Think about the
steps that Susan went through at the hair salon: phoning in advance to make an appoint-
ment, arriving at the store, waiting, having a shampoo, discussing options with the cut-
ter, having her hair cut and styled, tipping, paying, and finally leaving the store. Service
processes range from relatively simple procedures involving only a few steps—such as
filling a car's tank with fuel—to highly complex activities like transporting passengers
on an international flight.

The characteristics of the processes that might be used in a particular service oper-
ation necessarily reflect the nature of the business. Within certain constraints, the choice
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What Business Are We in?

Who Are Our Customers
and How Should We e
Relate to Them?

What Should Be the Core and Supplementary
Elements of Our Service Product? '

What Price Should We Charge How Do We Communicate
for Our Service? What Our Service Has to Offer?

- What Are the Options for How Can We Balance
Delivering Our Service? Productivity and Quality ?

How Should We Match Demand and
Productive Capacity?

What Are Appropriate Roles for
People and Technology?

How Can Our Firm Achieve
Service Leadership?

of processes may aso be shaped by customer expectations and preferences. Looking at
the processes currently used is only part of the story, since alternative processes may be
available for exploration. As indicated by our service decision framework (Figure 2.2),
it's important for marketers to understand: (1) whether the service is directed at cus-
tomers themselves or at their possessions, (2) whether service entails delivery of tangible
or intangible actions, (3) the sequence in which different elements of service delivery
need to be organized, and (4) the role played by information.

The answers to be gained from such analysis can help managers to identify the ser-
vice benefits offered by the service product, consider options for improving productiv-
ity and quality, clarify how customer involvement relates to design of service facilities,
evaluate alternative channels for service delivery, and determine if there will be prob-
lems in balancing demand for the service against our organization's productive capacity.
Finaly, understanding these service processes helps managers to evaluate the strategic
roles that might be played by people and technology.

FIGURE 2.2

Service Decision Framework
as It Relates to Processes
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people processing: services
that involve tangible actions
to people's bodies.

TABLE 2.2
Understanding the Nature of
the Service Act

Categorizing Service Processes

A process involves transforming input into output. But what is each service organiza-
tion actually processing and how does it perform this task? Two broad categories are
processed in services: people and objects. In many cases, ranging from passenger trans-
portation to education, customers themselves are the principal input to the service
process. In other instances, the key input is an object like a malfunctioning computer or
a piece of financial data. In some services, as in al manufacturing, the process is physical
and something tangible takes place. But in information-based services, the process can
be almost entirely intangible.

By looking at services from a purely operational perspective, we see that they can
be categorized into four broad groups.Table 2.2 shows a four-way classification scheme
based on tangible actions either to people's bodies or to customers' physical possessions
and intangible actions to people's minds or to their intangible assets.*

Each of these four categories involves fundamentally different forms of processes,
with vital implications for marketing, operations, and human resource managers. We
refer to the categories as people processing, possession processing, mental stimulus pro-
cessing, and information processing. Although the industries within each category may
appear at first sight to be very different, analysis will show that they do, in fact, share
important process-related characteristics. As a result, managers in one industry may be
able to obtain useful insights by studying another one and then creating valuable inno-
vations for their own organization.

1. People processing involves tangible actions to people's bodies. Examples of
people-processing services include passenger transportation, haircutting, and
dental work. Customers need to be physically present throughout service deliv-
ery to receive its desired benefits.

Who or What Is the Direct Recipient of the Service?
What Is the Nature
of the Service Act?

People Possessions

Tangible Actions

Intangible Actions

(People Processing)

Services directed at people's bodies:

Passenger transportation
Health care

Lodging

Beauty salons

Physical therapy

Fitness centers
Restaurants/bars
Haircutting

Funeral services

(Mental Stimulus Processing)

Services directed at people's minds:

Advertising/PR

Arts and entertainment
Broadcasting/cable
Management consulting
Education

Information services
Music concerts
Psychotherapy

Religion

Voice telephone

(Possession Processing)
Services directed at physical possessions:
Freight transportation
Repair and maintenance
Warehousing/storage
Janitorial services

Retail distribution
Laundry and dry cleaning
Refueling
Landscaping/lawn care
Disposal/recycling

(Information Processing)
Services directed at intangible assets:
Accounting

Banking

Data processing

Data transmission
Insurance

Legal services
Programming

Research

Securities investment
Software consulting
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2. Possession processing includes tangible actions to goods and other physical
possessions belonging to the customer. Examples of possession processing
include airfreight, lawn mowing, and cleaning services. In these instances, the
object requiring processing must be present, but the customer need not be.

3. Mental stimulus processing refers to intangible actions directed at people's
minds. Services in this category include entertainment, spectator sports, theater
performances, and education. In such instances, customers must be present men-
tally but can be located either in a specific service facility or in a remote location
connected by broadcast signals or telecommunication linkages.

4. Information processing describes intangible actions directed at a customer's
assets. Examples of information-processing services include insurance, banking,
and consulting. In this category, little direct involvement with the customer may
be needed once the request for service has been initiated.

Let's examine why these four different types of processes often have distinctive implica-
tions for marketing, operations, and human resource strategies.

People Processing

From ancient times, people have sought out services directed at themselves (e.g., being
transported, fed, lodged, restored to health, or made more beautiful). To receive these
types of services, customers must physically enter the service system. Because they are
an integral part of the process, they cannot obtain the benefits they desire by dealing at
arm's length with service suppliers. They must enter the service factory, which is a
physical location where people or machines (or both) create and deliver service benefits
to customers. Sometimes, of course, service providers are willing to come to customers,
bringing the necessary tools of their trade to create the desired benefits in the cus-
tomers' choice of locations.

If customers want the benefits that a people-processing service has to offer, they
must be prepared to cooperate actively with the service operation. For example, Susan
cooperates with her hair stylist by sitting still and turning her head as requested. She will
dso have to be part of the process when she visits the optometrist for her next eye
exam. The level of involvement required of customers may entail anything from board-
ing a city bus for a five-minute ride to undergoing a lengthy course of unpleasant treat-
ments at a hospital. In between these extremes are such activities as ordering and eating
a meal; having one's hair washed, cut, and styled; and spending some nights in a hotel
room. The output from these services (after a period of time that can vary from minutes
to months) is a customer who has reached her destination or satisfied his hunger or is
now sporting clean and stylishly cut hair or has had a good night's sleep away from
home or is now in physically better health.

It's important for managers to think about process and output in terms of what
happens to the customer (or the physical object being processed) because it helps them
to identify what benefits are being created. Reflecting on the service process itself helps
to identify some of the nonfinancial costs—such as time, mental and physical effort, and
even fear and pain—that customers incur in obtaining these benefits.

Possession Processing

Often, customers ask a service organization to provide treatment for some physical posses-
sion—which could be anything from a house to a hedge, a car to a computer, or a dress to
a dog. Many such activities are quasi-manufacturing operations and do not always involve
simultaneous production and consumption. Examples include cleaning, maintaining, stor-
ing, improving, or repairing physical objects—both live and inanimate—that belong to the

possession processing:
tangible actions to goods and
other physical possessions
belonging to customers.

mental stimulus process-
ing: intangible actions
directed at peoples minds.

information processing:
intangible actions directed at
customers' assets.

service factory: the physi-
cd site where service opera-
tions take place.
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customer in order to extend their usefulness. Additional possession-processing services
include transport and storage of goods; wholesale and retail distribution; and installation,
removal, and disposal of equipment—in short, the entire value-adding chain of activities
that may take place during the lifetime of the object in question.

Customers are less physically involved with this type of service than with people-
processing services. Consider the difference between passenger and parcel transporta-
tion. In the former you have to go along for the ride to obtain the benefit of getting
from one location to another. But with package service, you drop the package off at a
mailbox or post office counter (or request a courier to collect it from your home or
office) and wait for it to be delivered to the recipient. In most possession-processing ser-
vices, the customer's involvement is usually limited to dropping off the item that needs
treatment, requesting the service, explaining the problem, and later returning to pick up
the item and pay the bill (like Susan's visit to the cleaners to pick up her blouse and
suit). If the object to be processed is something that is difficult or impossible to move,
like landscaping, installed software, heavy equipment, or part of a building, the service
factory must come to the customer, with service personnel bringing the tools and
materials necessary to complete thejob on-site.

The service process could involve applying insecticide in a house to get rid of ants,
trimming a hedge at an office park, repairing a car, installing software in a computer,
cleaning ajacket, or giving an injection to the family dog. The output in each instance
should be a satisfactory solution to the customer's problem or some tangible enhance-
ment of the item in question. In Susan's case, the cleaners disappointed her because her
suit wasn't ready when promised.

Mental Stimulus Processing

Services that interact with people's minds include education, news and information,
professional advice, psychotherapy, entertainment, and certain religious activities.
Anything touching people's minds has the power to shape attitudes and influence
behavior. So, when customers are in a position of dependency or there is potential for
manipulation, strong ethical standards and careful oversight are required.

Receiving these services requires an investment of time on the customer's part.
However, recipients don't necessarily have to be physically present in a service factory—
just mentally in communication with the information being presented.There's an inter-
esting contrast here with people-processing services. Passengers can sleep through a
flight and still arrive at their desired destination. But if Susan falls asleep in class or
during an educational TV broadcast, she will not be any wiser at the end than at the
beginning!

Services like entertainment and education are often created in one place and trans-
mitted by television, radio, or the Internet to individual customers in distant locations.
However, they can also be delivered to groups of customers at the originating location
in a facility such as a theater or lecture hall. We need to recognize that watching a live
concert on television in one's home is not the same experience as watching it in a con-
cert hall in the company of hundreds or even thousands of other people. Managers of
concert halls face many of the same challenges as their colleagues in people-processing
services. Similarly, the experience of participating in a discussion-based class through
interactive cable television lacks the intimacy of people debating one another in the
same room.

Because the core content of all services in this category is information based
(whether music, voice, or visual images), it can easily be converted to digital bits or ana-
log signals; recorded for posterity; and transformed into a manufactured product, such as
a compact disc, videotape, or audiocassette, which may then be packaged and marketed
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much like any other physical good. These services can thus be "inventoried" because
they can be consumed at a later date than when they were produced. For instance,
Susans Spanish videotape can be used over and over again by students visiting the lan-
guage lab.

Information Processing

Information processing, one of the buzzwords of our age, has been revolutionized by
computers. But not al information is processed by machines. Professionals in a wide
variety of fieldsalso use their brains to perform information processing and packaging.
Information is the most intangible form of service output, but it may be transformed
into more enduring, tangible forms as letters, reports, books, tapes, or CDs. Among the
sarvices that are highly dependent on the effective collection and processing of infor-
mation are financial services and professional services like accounting, law, marketing
research, management consulting, and medical diagnosis.

The extent of customer involvement in both information and mental stimulus pro-
cessing is often determined more by tradition and a personal desire to meet the supplier
face to face than by the needs of the operational process. Strictly speaking, personal con-
tact is quite unnecessary in industries like banking or insurance. Why subject your firm to
dl the complexities of managing a people-processing service when you could deliver the
same core product at arm's length? As a customer, why go to the service factory when
theré's no compelling need to do so? Susan appears comfortable dealing at arm's length
with both her bank and her insurance company, using a self-service ATM for her bank-
ing transactions and receiving mail communications from her insurance company.

Habit and tradition often lie at the root of existing service delivery systems and ser-
vice usage patterns. Professionals and their clients may say they prefer to meet face to
face because they feel that in this way they learn more about each other's needs, capa-
bilities, and personalities. However, experience shows that successful personal relation-
ships, built on trust, can be created and maintained purely through telephone or e-mail

contact.

Customers don't need to be
present while their cars are
being serviced.
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DIFFERENT PROCESSES POSE DISTINCTIVE
MANAGEMENT CHALLENGES

The challenges and tasks facing managers who work in each of the four different service
categoriesjust described are likely to vary to some extent. The classification of processes
displayed earlier is central in understanding these differences and developing effective
service strategies. Not only does it offer insights into the nature of service benefits in
each instance, but it aso provides an understanding of the behavior that is required of
customers. As suggested in Figure 2.2, there are also implications for designing the ser-
vice delivery system, balancing demand and capacity, applying technology to service
processes, and managing people as part of the service product.

Balancing Productivity and Quality Concerns

Managers need to recognize that operational processes, however important, are basically
just a means to an end. The key is to understand the specific benefits that a service pro-
vides for its users. Many firms bundle together lots of different activities as part of their
effort to provide good service. But innovation in service delivery requires constant
attention to the processes underlying delivery of the core product—a bed for the night
in the lodging industry, fast transportation of people in the airline industry, or cleaning
and pressing clothes in the laundry industry.

New processes may allow service organizations to deliver the same (or improved)
benefits to customers through distinctly different approaches. But firms need to be clear
about their objectives and the implications for customers. Sometimes, adopting a new
process improves productivity by cutting costs at the expense of service quality. In other
instances, customers are delighted to encounter faster, simpler, and more convenient
procedures. So, operations managers need to beware of imposing new processes, in the
name of efficiency, on customers who prefer the existing approach (particularly when
the new approach replaces personal service by employees with automated procedures
that require customers to do much of the work themselves). By collaborating with mar-
keting personnel, operations specialists will improve their chances of designing new
processes that deliver the benefits desired by customers in user-friendly ways. Among
other things, customers may need to be educated about the benefits of new procedures
and how to use them.

How Customer Involvement Affects Design of the Service Factory

Every service has customers (or hopes to find some), but not every service interacts
with them in the same way. Customer involvement in the core activity may vary
sharply for each of the four categories of service process. Nothing can alter the fact
that people-processing services require the customer to be physically present in the
service factory. If you're currently in New York and want to be in London tomorrow,
you simply can't avoid boarding an international flight and spending time in ajet high
above the Atlantic. If you want your hair cut, you can't delegate this activity to some-
body else's head—you have to sit in the haircutter's chair yourself. If you have the mis-
fortune to break your leg, you will personally have to submit to the unpleasantness of
having the bone X-rayed, reset by an orthopedic surgeon, and then encased in a pro-
tective cast for several weeks.

When customers visit a service factory, their satisfaction will be influenced by such
factors as:

>- encounters with service personnel,
*- appearance and features of service facilities—both exterior and interior,
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>e interactions with self-service equipment, and
>e characteristics and behavior of other customers.

If customers are required to be physically present throughout service delivery, the
process must be designed around them from the moment they arrive at what we call the
"service factory." The longer they remain at that site, the more likely they are to need
other services, including hospitality basics like food, beverages, and toilets. Service deliv-
ery dtes that customers visit must be located and designed with their convenience in
mind. Furthermore, the nature of the facilities offers important physical evidence of the
service itsalf. If the service factory is ugly, noisy, smelly, confusingly laid out, and in an
inconvenient location, customers are likely to have negative impressions. Marketing
managers need to work closely with their counterparts in operations to design facilities
that are both pleasing to customers and efficient to operate. At Susan's college, the
redesigned food court at the Student Union replaced a cafeteria that provided a less
attractive experience (as well as worse food). The exterior of a building creates impor-
tant firstimpressions, whereas the interior can be thought of as the "stage" on which the
service performance is delivered. The interior of Susan's hair salon appeals to her but
that of the dry cleaner does not.

Marketers need to work with human resource managers, too. Here the task is to
ensure that those employees who are in contact with customers present an acceptable
appearance and have both the personal and technical skills needed to perform well.The
workers at the dry-cleaning store Susan uses appear to lack such skills. If service deliv-
ery requires customers to interact with employees, both parties may need some basic
training or guidance on how to work together cooperatively to achieve the best results.
If customers are expected to do some of the work themselves—as in self-service—facil-
ities and equipment must be user-friendly.

Evaluating Alternative Channels for Service Delivery

Unlike the situation in people-processing services, managers responsible for possession
processing, mental stimulus processing, and information processing need not oblige
their customers to visit a service factory. Instead, they may be able to offer a choice of
sverd alternative delivery channels: (1) letting customers come to a user-friendly fac-
tory, (2) limiting contact to a small retail office that is separate from the factory, (3) com-
ing to the customer's home or office, and (4) conducting business at arm's length.

Let's consider the cleaning and pressing of clothes—a possession-processing ser-
vice—as an example. One approach is to do your laundry at home. If you lack the nec-
essary machines, you can pay to use a laundromat, which is essentially a self-service
cleaning factory. If you prefer to leave the task of laundry and dry cleaning to profes-
sionas, as Susan chose to do with her best clothes, you can go to a retail store that serves
as a drop-off location for dirty clothes and a pickup point for newly cleaned items.
Sometimes, cleaning is conducted in a space behind the store; at other times, the cloth-
ing is transported to an industrial operation some distance away. Home pickup and
delivery is available in some cities, but this service tends to be expensive because of the
extra costs involved. Innovation in service delivery sometimes takes the form of chang-
ing the delivery location to offer customers greater convenience (see the box,
"Entrepreneur Sells Mobile Oil Changes").

Both physical and electronic channels allow customers and suppliers to conduct
service transactions at arm's length. For instance, instead of shopping at the mall, you can
study a printed catalog and order by telephone for mail delivery; or you can shop on the
Internet, entering your orders electronically after reviewing your choices at aWeb site.
Information-based items, like software, research reports, or real estate listings can be
downloaded immediately to your own computer.

39



40 PART ONE ¢« UNDERSTANDING SERVICES

Entrepreneur Sells Mobile
Oil Changes

His market is busy delivery fleets
and people on the go

By MIKE KARATH

Saff Writer

HYANNIS—Andrew Todoroff discovered oil on Cape Cod.

For people who don't have time to take their car in for an oil
change, Todoroff brings the auto shop to them.

About two years ago he opened Lube On Location, which ser-
vices commercial fleets and personal autos across the Cape. It pro-
vides oil changes for $26.95; tire rotation for $21.15; wiper blades
starting at $15 and air filter changes starting at $12, tax included.

In the next several months he will add a vacuum system to his
van and offer complete interior cleanings for about $30.

Todoroff popped up from beneath a red Mazda recently after
finishing an oil change in the parking lot of a Main Street Hyannis
business. A drop of motor oil ran down his face as he wiped his
hands.

"The woman who owns the car, her husband called and said
she wasn't really taking care of it," Todoroff said. "I had been doing
work on his truck, so he asked if | could do his wife's car while she
was at work." He added, "People at the bank saw me doing her car,
and | got more business from it."

Lube On Location specializes in fleets like courier companies.
Todoroff services them early in the morning while the trucks are
being loaded and in the late afternoon while they are being
unloaded.

"He saves me aton of money," said Edward Matz, fleet man-
ager of Cape Allied Transit in West Yarmouth, a courier service.
"Just in manpower alone he saves me a lot because | don't have to
pay a guy to take the truck to a station, sit and wait for an oil
change.”

Matz said Todoroff is so "efficient and clean" with the com-
pany's 70 trucks that he hired him for the company's New
Hampshire and Rhode Island terminals as well.

Todoroff is registered with the state Environmental Protection
Agency to carry waste oil, which is burned at a Hyannis car dealer-
ship's waste oil furnace. He also has a general insurance policy that
covers accidents or spills.

Todoroff, 27, a Poughkeepsie, N.Y., native is married and is the
father of a one-year-old son and another on the way. In 1989 he
moved to the Cape to be near his brother.

Source: Reprinted with permission from the Cape Cod Times, 28 March 1998, C-9.

He had been working as a cook and a carpet cleaner when a
friend suggested he start an auto maintenance business.

"I've always worked on my own cars," Todoroff said. "He got
me thinking about it, and soon after that, | read about a guy in
Entrepreneur magazine who manufactures equipment to do oil
changes on location."

Todoroff sold his car to buy used equipment he saw in a trade
magazine classified ad.

The business has about 600 clients, Todoroff said, but he
would not disclose his yearly sales. He plans to hire his first
employee in May as sales continue to climb.

Despite Todoroff's success, skeptics like John Paul, a
spokesman for the American Automobile Association in Rockland,
don't see on-location businesses as a hot new trend.

"I don't know if you're going to see it take off," Paul said.
"The idea never really caught on in this part of the country
because it is contingent on good weather. I'd also say that if it
wasn't for places like Jiffy Lube, it would be a service whose time
had come."

But Todoroff may have the edge over those businesses. Jiffy
Lube in Hyannis charges $28 including tax for an individual oil
change. That is $1.39 more than what Lube On Location
charges.

"My target customer during the day is someone who doesn't
want to waste a Saturday to get an oil change done," Todoroff said.
"They have such busy work weeks that when the weekend comes,
they'd rather go for a ride or spend their time doing something fun
or interesting."

Service on the go
Lube On Location oil change includes:

Change oil and oil filter, lube ail fittings; check and fill
antifreeze, automatic transmission fluid, power steering
fluid, brake fluid, windshield washer fluid; check battery,
wipers, belts, radiator hoses, air pressure in tires, and head-
lights.

Price: $26.95 (including tax)

Jiffy Lube in Hyannis:

Change oil and oil filter, lube the chassis, check and top off
all fluids except antifreeze, vacuum interior, check tires, and
clean front and rear outside windows.

Price: $28.34 (including tax)
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Today's managers need to be creative, because information technology and modern
package transportation services offer many opportunities to rethink the place and time
of service delivery. Some manufacturers of small pieces of equipment allow customers
to bypass retail dealers when a product needs repair. Instead, a courier will pick up the
defective item, ship it to a repair site, and return it a few days later when it has been
fixed. Electronic distribution channels offer even more convenience because transporta-
tion time can be eliminated. For instance, using telecommunication links, engineersin a
central facility (which could even be on the other side of the world) may be able to
diagnose problems in defective computers and software at distant customer locations
and send signals to correct the defects. As we noted in Chapter 1, advances in telecom-
munications and in the design of user-friendly terminals have played an important role
in creating new services and new delivery channels for existing services.

Rethinking service delivery procedures for all but people processing may allow a
firm to get customers out of the factory and transform a high-contact service into a
low-contact one. When the nature of the process makes it possible to deliver service at
arm's length, the design and location of the factory can focus on purely operational pri-
orities. For example, some industry observers predict that the traditional bank branch
will eventually cease to exist and we will conduct most of our banking and credit union
transactions through ATMs, telephones, or personal computers (PCs) and modems.The
chances of success in such an endeavor will be enhanced when the new procedures are
user-friendly and offer customers greater convenience.

Balancing Demand and Capacity

In general, services that process people and physical objects are more likely to face
capacity limitations than those that are information based. Radio and television trans-
missions, for instance, can reach any number of homes within their receiving area or
cable distribution network. In recent years, capacity in such industries has been vastly
increased by greater computer power, digital switching, and the replacement of coaxial
cables with broadband fiber-optic ones.Yet technology has not found similar ways to
increase the capacity of those service operations that process people and their physical
possessions without bigjumps in cost. As a result, managing demand effectively is essen-
tid to improve productivity in services that involve tangible actions. Either customers
must be given incentives to use the service outside peak periods or capacity must be
allocated in advance through reservations. For example, a golf course may employ both
of these strategies by discounting greens fees during off-peak hours and requiring reser-
vations for the busier tee times.

Sharp fluctuations in demand pose a problem for many organizations, although
manufacturing firms can inventory supplies of their product as a hedge against fluctua-
tions in demand. This strategy enables manufacturers to enjoy the economies derived
from operating factories at steady production levels. Few service businesses can easily do
the same. For example, the potential income from an empty seat on an airliner is lost
forever once that flight takes off. Hotel rooms are equally perishable, and the productive
capacity of an auto repair shop is "wasted if no cars come in for servicing on a day when
the shop is open. Conversely, when demand for service exceeds supply, the excess busi-
ness may be lost. If someone cannot get a seat on one flight, another carrier gets the
business or the trip is canceled. In other situations, customers may be forced to wait in
line until sufficient productive capacity is available to serve them.

Unfortunately, in people-processing services there are limits to how long customers
will wait in line. They have other things to do and become bored, resentful, tired, and
hungry. Susan was not willing to wait for a sandwich at the food court, so she chose a
burger instead. One strategy for reducing or eliminating the need for waiting is to insti-
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tute a reservations system, but the times offered should be realistic. (Note that Susan's
hair salon offered appointments but was not running on schedule the day that she vis-
ited it.) In contrast, physical possessions rarely suffer if they have to wait (unless they are
highly perishable). In this case, customers are most concerned with the cost and incon-
venience associated with delays. For example, Susan worries about what she'll do if her
only suit is not returned from the dry cleaner in time for herjob interview!

Applying Technology to Service Processes

In Chapter 1, we mentioned six types of technologies that have important implications
for services: biotechnology, power and energy technology, methods technology (how
people work and how processes are organized), materials technology, physical design
technology, and information technology. The extent to which any of these technologies
can be applied to the core product of a specific service business depends on the process
underlying the creation and delivery of that product.

People-Processing Services Because customers interact directly with the physical
organization, this category of service is particularly concerned with the physical design
of front-stage facilities and supporting equipment, as well as with the materials
employed to construct them and the power sources used to drive them. Customer
satisfaction with these facilities may be as important as internal operational concerns.
For instance, the new food court at Susan's university, featuring a variety of different
food vendors, represents innovation in physical design and in food preparation and
delivery methods for institutional food services. It not only looks more appealing but
also offers more choice. As such, the food court probably attracts more customers than
the old cafeteria. But improved physical features alone may not suffice for an
organization to achieve its productivity and quality goals. The right choice of methods
technologies plays a key role in determining how employees, customers, and physical
elements interact on-site to create the desired service.

Many technologies have been refined to serve the needs of specific industries. All
transportation industries are shaped by new developments in power technologies, since
these affect speed, fuel consumption, and both noise and air pollution. Hospitals are the
beneficiaries of advances in the physical design of new equipment needed to diagnose
and treat patients, as well as biotechnology. Methods of treatment in health care are con-
stantly evolving, too, requiring both human and technical skills that are often practiced
in a team setting. Restaurants have improved their productivity by investing in new
food-related technologies (such as preprocessed meals and improved strains of vegeta-
bles derived from biotechnology research) as well as in devices to simplify food prepara-
tion and cooking.

Possession-Processing Services These services also emphasize power, design,
materials, and methods technologies, since the core products tend to involve physical
activities ranging from transport to storage, from installation to cleaning, and from
fueling to repair. But there's a key difference between people and "things." Unlike
human beings, whose size and shape are more or less a given, physical possessions can be
redesigned to make them easier to service. In fact, the first and best service that
manufacturers and architects can give their customers is to design serviceability into
physical goods and facilities. Unfortunately, this goal is often ignored. There are many
examples of equipment that is difficult to package and transport; machines that have to
be totally disassembled by an expert to replace a simple part; electronic controls that
only an 11-year-old video-game specialist understands how to operate; and buildings
that are hard to clean and maintain.
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Mental Stimulus-Processing Services Strategic developments in this category are
driven primarily by information technology (IT). Advances in telecommunications,
from cellular phones to satellite links and addressable cable TV, have opened up
significant new possibilities for the information, news, entertainment, and education
industries. However, making the most of advances in IT often requires development of
innovative equipment that is, in turn, dependent on advances in physical design and
materials technologies. For instance, miniaturization of power sources (such as tiny
batteries) facilitates creation of smaller and lighter devices like flat screens, lightweight
modems, portable faxes, cellular telephones, and pocket-size hard disks. Combining
portability with wireless networks frees users from the constraints of fixed-site
installations and dramatically extends the usefulness of the Internet and World Wide
Web. In turn, making use of new applications requires changes in methods technology
for both employees and customers.

Information-Processing Services As with services in the previous category,
advances in information-processing services depend heavily on IT. For instance, IT-
based telemedicine allows health care providers to transmit real-time patient
information—including scans, X rays, and data from monitoring equipment—to a
distant expert who can provide immediate consultation and advise local providers on
what treatments to offer. Once again, these IT advances are closely allied to physical
design, materials, and methods technologies.

Making the Most of Information Technology It's clear that infor mation-based
services (a term that covers both mental stimulus processing and information
processing) have the most to gain from advances in information technology, because
they allow the operation to be physically separate from customers. Modern
telecommunications and computer technologies enable customers to connect through a
computer (or other input-output devices, such as an ATM) with the service provider's
system in another location. For example, customers of a brokerage firm, such as
Charles Schwab or E-trade, can connect to the company through the Internet and then
manage their own portfolios, keying in orders for buying and selling stocks on their
own computers.

The Internet offers new ways to deliver service for a broad array of industries.
Many Web sites, however, offer an example of marketing goods through service rather
than marketing a core service product. Consider Figure 2.3. In the case of Flooz.com,
the core product—financial services—can be delivered directly via e-mail. In the case of
Lands End, by contrast, the site offers only supplementary services, including informa-
tion about the goods sold by the company and the opportunity to order and pay for
them online. Actual delivery of the clothing sold by Lands' End requires the use of phys-
ical channels.

Severa of the services used by Susan Munro employ IT applications designed not
only to link customers in one location with providers in another, but also to enable cus-
tomers to perform self-service. For instance, she accessed an Internet site to get a
weather forecast, and withdrew money from an ATM. In the case of her Business
Spanish course, technology allowed Susan to learn from viewing videotapes that were
probably recorded elsewhere several years earlier. The ability to offer customers self-
service through automated equipment (such as ATMs), intelligent telephones, and
the Internet is of growing importance for service marketing strategy.’

Radio and television provide many examples of how technology has transformed
the nature of the core product and its delivery system. From studio symphony perfor-
mances to electronic churches and call-in gardening advice programs, broadcasting—
and now interactive cable—has created new ways to bring advice, entertainment, cul-

information-based ser-
vices; dl services in which
the principal value comes
from the transmission of
data to customers (includes
both mental stimulus pro-
cessing and information pro-
cessing).
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ture, and spiritual enlightenment to widely scattered audiences. In many countries, edu-
cation is offered through electronic channels as an alternative to the traditional mode of
face-to-face presentations in a physical classroom.

Entire virtual universities are springing up, such as the University of Phoenix in
the United States. One of the oldest and most extensive efforts of this nature is the
Open University (OU) in Great Britain. The OU has been offering degree programs
to students nationwide through the electronic campus of the British Broadcasting
Corporation (BBC) for over 30 years. Anyone can watch or hear the broadcast pro-
grams, of course, but students also receive printed course material and videotapes
through the mail and communicate with tutors by mail, e-mail, or telephone. In a
number of courses, real-time class discussions between instructors and students take
place by telephone and a few even use videoconferencing. Yet these techniques still
cannot provide al the features and benefits of education on a physical campus, where
much of the learning takes place outside the classroom. So, to provide some of the
advantages of traditional education, the OU encourages advanced students to partici-
pate in short residential programs, often held on a real college campus during vacation
periods.

Thanks to advances in technology, distance education has become international
in scope. It offers particular potential in Africa, where only 3 percent of 18 to 25 year
olds enroll in college and few have any business experience. In 1997, theWorld Bank
launched the African Virtual University, which enables students in 16 African coun-
tries to take courses and seminars taught by professors from universities around the
world. Instructors deliver lectures in front of cameras in their own classrooms and
the video is routed via fiber optics, ISDN lines, or satellite to an uplink in
Washington, D.C. From there it is transmitted by satellite to various locations in
Africa, where a student in Ghana can talk with the instructor in real time via stan-
dard telephone lines while students in Kenya, Tanzania, and Zimbabwe listen to the
dialog.
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Managing People as Part of the Service Product

The more involved customers become in the service delivery process, the more visible
service personnel and other customers become (this is the people element of the 8Ps). In
many people-processing services, customers meet lots of employees and often interact
with them for extended periods of time. They are also more likely to run into other cus-
tomers. After al, many service facilities achieve their operating economies by serving large
numbers of customers simultaneously. When other people become a part of the service
experience, they can enhance it or detract from it. Direct involvement in service produc-
tion means that customers evaluate the quality of employees' appearance and social skills,
as well as their technical skills—concerns that are important for human resource managers
and front-line supervisors. And because people also make judgments about their fellow
customers, managers find themselves trying to shape customer behavior, too.

Service businesses of this type tend to be harder to manage because of the human
element. Susan enjoyed the comments made by other students in her marketing class.
But at the food court, lazy customers had failed to clear their table. Even though they
had already left, their behavior still detracted in a small way from the experience of
Susan and her friends. The poor attitude and appearance of the employee at the dry
cleaner compounded the problem of delays in cleaning Susan's suit and may lead to the
loss of her business in the future. As a manager, how would you get customers to clear
their tables after eating at the food court? How would you make the staff at the dry
cleaner more friendly?

Conclusion

We've seen in this chapter that although not al services are the same, many do have
important characteristics in common. Rather than focusing on broad distinctions
between goods and services, it's more useful to identify different categories of services
and to study the marketing, operations, and human resource challenges that they raise.

... Lands' End's clothing
products require a physical
channel to reach the
customer.
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The four-way classification scheme in this chapter focuses on different types of
service processes. Some services require direct physical contact with customers (hair-
cutting and passenger transport); others center on contact with people's minds (educa-
tion and entertainment). Some involve processing of physical objects (cleaning and
freight transport); others process information (accounting and insurance). As you can
now appreciate, the processes that underlie the creation and delivery of any service
have a major impact on marketing and human resources. Process design (or redesign) is
not just a task for the operations department. Both managers and employees must
understand underlying processes (particularly those in which customers are actively
involved) in order to run a service business that is both efficient and user-friendly. In a
growing number of situations, those processes are being reshaped by advances in infor-
mation technology.

Study Questions and Exercises

1. Identify each of the services used by Susan Munro.
a. What needs is she attempting to satisfy in each instance?
b. What alternative product or self-service could solve her need in each instance?

c. What similarities and differences are there between the dry-cleaning store and
the hair salon? What could each learn from the other?

2. Review Susan's day and identify which of the 8Ps are evident in her dealings
with different services.

3. Make a list of al the services that you have used during the past week and
categorize them by type of process.

4. List the different types of service factories that you visit in the course of a typical
month and how many times you visit each one.

5. Review each of the different ways in which services can be classified. How
would you explain the usefulness of these systems to the manager of a health and
fitness center?

6. ldentify the strategies used by your long-distance phone company or favorite
restaurant to manage demand.

7. What do you see as the major ethical issues for those responsible for creating and
delivering mental-stimulus-processing services?

8. How have other customers affected your service experiences either positively or
negatively?
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The Service Customer

All successful service firms are customer oriented. To the greatest
possible extent, these companies try to build their operations
around the customer rather than forcing customers to conform to a
predefined operating model. They also recognize that not all cus-
tomers have similar needs, that their firm's services will appeal
more to certain types of customers than others, and that customers
differ in terms of their potential value to the firm. The four chapters
in Part Il are built around increasing your understanding of the ser-
vice customer. Figure 111 emphasizes those elements of the service
management decision framework that relate to the question: Who
areour customers and how should we relate to them?
Understanding the nature of the processes used to create
and deliver services is the key to designing service encounters
and creating appealing experiences for customers. Marketers
need to work with their colleagues in operations to answer the

guestion: Where should customers fit in our service operation? In

people-processing services, customers themselves are an integral
part of the process and must physically remain in the company's
facilities (e.g., a hotel, an airliner, or a hospital) for the duration of
service delivery. Other types of services may have the opportunity
to select processes that will substantially reduce contact with
customers. Before a firm chooses a particular process, marketers
should address the question: Do customers and prospects
prefer high or low levels of contact with service personnel and
facilities? The answer to this question may help guide decisions on

whether to offer self-service options. We discuss these issues in
Chapter 3.

Many marketing decisions—including those involving product
elements, pricing, promotion and education, and service delivery—
are related to the question: How do customers evaluate, purchase,
and use our services? And how satisfied are they? We need to
learn what alternatives customers consider, how they evaluate ser-
vices, what criteria they use in making their decisions, where and
when they make purchases, whether there are differences among
customers in how they use a specific service, and what factors lead
to satisfaction or dissatisfaction. The purchase decision process for
services is one of the key topics addressed in Chapter 4, which also
addresses how customer expectations are formed and introduces
the technique of mapping the service experience from the cus-
tomer's perspective.

Managers must understand their customers' behavior in order
to design services that best fulfill identified needs. But they should
also realize that not all customers are equally desirable to a firm.
Some current customers are likely to offer greater value than oth-
ers. And not all prospects are attractive either. Thus marketers
should ask: What are the key characteristics of the market seg-
ments that we target? The more a firm knows about its existing
customers, the better it will be able to answer the question: Which
customer relationships are worth developing and preserving?
Chapter 5 reviews the concept of market segmentation, introduces
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FIGURE 11.1
Service Management
Decisions Involving
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How Can Our Firm Achieve
Service Leadership?

the concept of relationship marketing, and covers strategies for develop an effective service recovery strategy—the topic of
building customer loyalty. Chapter 6—they should be able to respond with specifics to the

Finally, managers need to recognize that service delivery does question: What should we do when customers' expectations are
not always go perfectly from the customer's perspective. To not met?

49



Managing Service Encounters

Banking Moves from High Touch

to High Tech

Developments in technology often offer radically new ways for a busi-
ness to create and deliver its services, particularly those core and sup-
plementary services that are information-based.® But it's not always
easy to insert a new, technology-based model of service delivery into a
traditional operation with an established culture and customers who
are used to doing things in a certain way. Sometimes it may be easier
to create an entirely new operation that is largely independent of the
parent company. In an effort to attract new business and take advan-
tage of cost-saving advances in Internet technology, First USA Bank
created a separate Internet subsidiary with an unusual sounding
name. WingspanBank.com was launched in mid-1999 with the slogan
"If your bank could start over, this is what it would be." A similar strat-
egy was used ten years earlier by Britain's Midland Bank (how HSBC
Bank) when it launched First Direct, the world's first all-telephone
bank. First Direct attracted worldwide attention within the financial
service industry as the first bank to operate 24 hours a day, 7 days a
week.?

Customers who undertake home banking by computer or by
phone have a different type of relationship with their bank than those
who continue to visit a traditional retail bank branch. The former bene-
fit from place and time convenience, dealing with bank personnel at
arm's length, using a computer or telephone (supplied by the cus-
tomers or their employers), rather than entering a service factory. The

only physical banking encounters these customers experience are
with ATMs (automated teller machines), which can be found in numer-
ous convenient locations and do not necessarily belong to the bank
with which the user has an account. If there is a problem, a customer's
first option is to send an e-mail or to telephone a 24-hour customer
service center.

Customers' impressions of First Direct, therefore, reflect how fast
the phone is answered (standards require 75 percent of all calls to be
answered in 20 seconds or less), the courtesy and professionalism of
the employee's voice, and the speed with which desired transactions
can be completed. By contrast, customers' impressions of Wingspan
are likely to be determined by the appearance and ease of use of the
bank's Web site. To obtain assistance, Wingspan customers can send
e-mails, use 24/7 free telephone service to reach Customer Care
Advisors, or send a letter by regular mail. Industry experts have given
Wingspan high marks. The company's site received a "Best of the
Web" ranking from Forbes and a "Five-Star Rating for the Best
Financial Supermarket" from Kiplinger's Personal Finance. And
according to Money magazine, "WingspanBank.com is the best bank-
ing embodiment yet of the ‘clicks and mortar' strategy."® G6mez.com,
an Internet quality measurement firm that evaluates a wide array of
online services against a variety of criteria, gave WingspanBank.com
high ratings among virtual banks.”


http://WingspanBank.com
http://WingspanBank.com
http://G6mez.com
http://WingspanBank.com
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L earning Objectives
After reading this chapter, you should
be able to

explain the different levels of
customer contact and their impact
on service design and delivery

discuss critical incidents and their
implications for customer
satisfaction

understand the elements of the total
service system

describe why service delivery can be
viewed as a form of theater

recognize the potential role of
customers as coproducers of services

appreciate how new technologies
may offer alternative ways of creating
and delivering services
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customer -contact
personnel: those service
employees who interact
directly with individual
customers either in person or
through mail and
telecommunications.

WHERE DOES THE CUSTOMER FIT
IN THE SERVICE OPERATION?

As we described in the opening vignette, different forms of banking operations
involve customers in different ways. Compared to Web- or telephone-based service
delivery, visiting a branch requires more personal and more time-consuming con-
tacts. Customers can only visit a branch during certain hours and may have to travel
some distance to get there. They are exposed to the exterior and interior of the
building, may spend time waiting in a line with other customers, and deal face-to-
face with an employee (who, in many banks, will be behind a security grill or glass
screen).

Many people enjoy the social interaction of visiting a bank branch, especially if they
don't trust machines and know the staff members who serve them. According to the U.S.
banking industry, a third of al banking customers use only "high-contact" banking in a
staffed branch, a third combine branch banking with remote banking by telephone and
computer, and a third use predominantly the "low-contact” remote banking options.®
The proportion of customers who prefer to bank electronically can be expected to grow
as younger, more technology-oriented customers enter the market and at least some of
the technophobes evolve, with education and experience, toward greater acceptance of
new banking channels.

Contact with the Service Organization

An important theme in this chapter is that "high-contact” encounters between cus-
tomers and service organizations differ sharply from "low-contact" ones. The four
process-based service categories described in Chapter 2 prescribe the minimum level of
customer contact needed to obtain service in each instance. However, many service
organizations may provide far higher levels of contact than is necessary to deliver the
service in question. Sometimes these high-contact levels reflect customer preferences
for person-to-person service with customer-contact personnel. In many instances,
though, they result from a management decision to continue relying on traditional
approaches, instead of reengineering existing service processes to create innovative,
lower-contact approaches.

Variability is a fact of life in situations where customers differ widely and service
personnel interact with those customers on a one-on-one basis.® The longer and
more actively that customers are involved in the process of service delivery, the
greater the likelihood that each customer's experience will be somewhat different
from that of other customers (and from previous experiences by the same customer).
Not all variations are bad; in fact, many customers seek a tailored approach that
recognizes them as individuals with distinctive needs. The challenge is for employees
to be flexible, treating each person as an individual rather than as a clone.”

Many service problems revolve around unsatisfactory incidents between customers
and service personnel. In an effort to simplify service delivery, improve productivity, and
reduce some of the threats to service quality, a number of firms are using technology to
minimize or even eliminate contact between customers and employees. Thus, face-to-
face encounters are giving way to telephone and e-mail encounters. Meantime, personal
service is being replaced by self-service, often through computers, kiosks, or easy-to-use
machines.® Web sites are beginning to replace voice telephone contacts for some types
of service transactions.®

This chapter builds on our earlier discussion of processes in Chapter 2 and introduces
the concept of a spectrum of customer contact with the service organization that ranges
from high to low. We'll show how the extent of customer contact affects the nature of the
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service encounter as well as strategies for achieving productivity and quality improvements.
As you review the contents of the chapter, including its examples, you should ask your-
sdf how a strategy of reducing (or increasing) the level of customer contact might impact
decisions relating to product elements, place, cyberspace, and time, promotion and education,
people, and physical evidence. You should also recognize how the material in this chapter
relates to the service decision framework (see Figure I1.1 on page 49). By gaining a bet-
ter understanding of where customers fit in different types of service operation and their
preferences for high or low levels of contact with personnel and facilities, you'll begin to
answer the broader question: Who are our customers and how should we relate to them?

Service Encounters: Differing Levels of Customer Contact

A service encounter is a period of time during which customers interact directly with a service encounters a
service.’® In some instances, the entire service experience can be reduced to a single period of time during which
encounter, involving ordering, payment, and execution of service delivery on the spot. In customers interact directly
other cases, the customer's experience includes a sequence of encounters. This can mean with a service.

an extended process that may be spread out over a period of time, involve a variety of
employees, and even take place in different locations (think about flying on a passenger
airline). Although some researchers use the term "encounter” simply to describe personal
interactions between customers and employees, realistically we aso need to think about

. o . ) ) levels of customer
encounters involving interactions between customers and self-service equipment.

contact: the extent to which
As the level of customer contact with the service operation increases, there are likely to customers interact directly

be more and longer service encounters. So in Figure 3.1, we've grouped services into three with elements of the service
levels of customer contact, representing the extent of interaction with service person- organization.

Emphasizes
Encounters
with Service Personnel

+ Telephone Eaniﬁg
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* Car Repair
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* Insurance

/

/ « Home Banking

Emphasizes ~" » Mail-Based Repairs
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with Equipment

7l +» Internet-Based Services
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FIGURE 3.1

Levds of Customer Contact
with Service Organizations
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high-contact services:
services that involve
significant interaction among
customers, service personnel,
and equipment and facilities.

medium-contact services:
services that involve only a
limited amount of contact
between customers and
elements of the service
organization.

low-contact services:
services that require minimal
or no direct contact between
customers and the service
organi zation.

nel, physical service elements, or both.You'll notice that traditional retail banking, tele-
phone banking, and home banking by Web site are al in different locations on the chart.

High-contact services tend to be those in which customers visit the service facil-
ity in person. Customers are actively involved with the service organization and its per-
sonnel throughout service delivery (e.g., hairdressing or medical services). All people-
processing services (other than those delivered at home) are high contact. Services from
the other three process-based categories may aso involve high levels of customer contact
when, for reasons of tradition, preference, or lack of other alternatives, customers go to
the service site and remain there until service delivery is completed. Examples of services
that have traditionally been high contact but can be low contact today because of tech-
nology include retail banking, purchase of retail goods, and higher education.

Medium-contact services entail less interaction with service providers. They
involve situations in which customers visit the service provider's facilities (or are visited
at home or at a third-party location by the firm's employees) but either do not remain
throughout service delivery or else have only modest contact with service personnel.The
purpose of such contacts is often limited to: (1) establishing a relationship and defining a
service need (e.g., management consulting, insurance, or personal financial advising,
where clients make an initial visit to the firm's office but then have relatively limited
interactions with the provider during service production), (2) dropping off and picking
up a physical possession that is being serviced, or (3) trying to resolve a problem.

Low-contact services involve very little, if any, physical contact between cus-
tomers and service providers. Instead, contact takes place at arm's length through the
medium of electronic or physical distribution channels—a fast-growing trend in today's
convenience-oriented society. Both mental stimulus-processing (e.g., radio, television)
and information-processing services (e.g., insurance) fal naturally into this category.
Also included are possession-processing services in which the item requiring service can

If your bank
could start over, this is
what it would be

FIGURE 3.2

Unconventional Advertising foran &
Unconventional Bank
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be shipped to the service site or subjected to "remote fixes" delivered electronically to
the customers' premises from a distant location (increasingly common for resolving soft-
ware problems). Finally, many high-contact and medium-contact services are being
transformed into low-contact services as customers engage in home shopping, conduct
their insurance and banking transactions by telephone, or research and purchase prod-
ucts through the World Wide Web.*?

Advertising for low-contact, Web-based services often promotes speed and conve-
nience. For instance, WingspanBank.com contrasts the old and new approaches: "In the 60
seconds it takes to find a parking spot at your old bank, you can get an answer on your loan
application. . . . leave your car in the garage.Y our new bank's in the den" (see Figure 3.2).

MANAGING SERVICE ENCOUNTERS

Many services (especially those classified as high contact) involve numerous encounters
between customers and service employees, either in person or remotely by phone or
e-mail. Service encounters may also take place between customers and physical facilities
or equipment. In low-contact services, customers are having more and more encounters
with automated machines that are designed to replace human personnel.

To highlight the risks and opportunities associated with service encounters,
Richard Normann, a Paris-based Swedish consultant, borrowed the metaphor
"moment of truth” from bullfighting. Normann writes: moment of truth: a point
in service delivery where
customers interact with
service employees or Hf-
service equipment and the
outcome may afect
perceptions of service quality.

\WAe could say that the perceived quality is realized at the moment of truth, when the
service provider and the service customer confront one another in the arena. At that
moment they are very much on their own. . . . It is the skill, the motivation, and the
tools employed by the firm's representative and the expectations and behavior of the client
which together will create the service delivery process.

In bullfighting, what is at stake is the life of either the bull or the matador (or pos-
sibly both). The moment of truth is the instant at which the matador deftly days the bull
with his sword—hardly a very comfortable analogy for a service organization s intent on
building long-term relationships with its customers! Normann's point, of course, is that
it's the life of the relationship that is at stake. Contrary to bullfighting, the goal of rela-
tionship marketing—which we will explore in Chapter 5—is to prevent one unfortu-
nate (mis)encounter from destroying what is already, or has the potential to become, a
mutually valued, long-term relationship.

Jan Carlzon, the former chief executive of Scandinavian Airlines System, used the
"moment-of-truth" metaphor as a reference point for transforming SAS from an oper-
ations-driven business into a customer-driven airline. Carlzon made the following com-
ments about his airline:

Last year, each of our 10 million customers came into contact with approximately five SAS critical incident: a specific
employees, and this contact |asted an average of 15 secondseach time. Thus, SASis" created" encounter between customer
50 million times a year, 15 seconds at a time. These 50 million "moments of truth" are the and service provider in which
moments that ultimately determine whether SASwill succeed or fail asa company. They are the outcome has proved
the moments when we must prove to our customers that SAS is their best alternative. especially satisfying or
dissatisfying for one or both
Critical Incidents in Service Encounters parties.

Critical incidents are specific encounters between customers and service businesses
that are especially satisfying or dissatisfying for one or both parties.The critical incident technique (CIT): a
tech_nlque (CIT) is a meth(_)dology for coIIect.lng and categorizing §uch |nC|dents. in methodology for collecting,
service encounters. Conducting such an analysis offers an opportunity to determine categorizing, and analyzing
what incidents during service delivery are likely to be particularly significant in deter- critica incidents that have
mining whether or not customers are satisfied. The types of encounters classified as crit- occurred between customers
ical incidents differ depending on whether the service is high or low contact in nature. and service providers.

critical incident
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Critical Incidentsin
High-Contact Services

In a study of critical incidents in the airline, hotel, and restaurant
businesses, customers were instructed to think of a time when they
had a particularly satisfying (dissatisfying) interaction with a ser-
vice employee. They then answered the following questions:

> When did the incident happen?
> \What specific circumstances led up to this situation?
5* Exactly what did the employee say or do?
> \What resulted that made you feel the interaction was sat-
isfying (dissatisfyingp
A total of 699 incidents was recorded, split roughly equally
between satisfying and unsatisfying incidents. They were then cat-

FIGURE 3.3

egorized into three groups: (1) employee response to service fail-
ures, (2) employee responses to requests for customized service,
and (3) unprompted and unsolicited employee actions.

When employees responded to critical incidents involving a
service failure, analysis showed that the outcomes were twice as
likely to be dissatisfactory for customers as satisfactory. The
reverse was true when customers asked employees to adapt the
service in some way to meet a special need or request. In the third
grouping, relating to unexpected events and employee behavior,
satisfactory and unsatisfactory outcomes were equally matched.
Figure 3.4 displays reports on specific incidents, as described in
the customers' own words.

Customer Reports on Critical Incidents Involving Service Employees

GROUP 1 SAMPLE INCIDENTS: EMPLOYEE RESPONSE TO SERVICE DELIVERY FAILURES

Incident

Salisfactory

Dissatisfactory

A. Response to Unavailable Service

They lost my room reservation but the manager gave me
the V.LP. svite for the same price.

We had made advance reservations at the hotel. When we
arrived we found we had no rgom—no expianation, no apologies,
and no assistance in finding another hatel.

B. Response to Unreasonably Slow Service

Even though ! didn't make any complaint about the hour
and a half wait, the waitress kept apologizing and said
that the bill was on the house.

The aitine employees continually gave us erroneous information;
a one-hour delay turned into a six-hour wait,

C. Response to Other Core Service Failures

My shrimp cockiail was half frozen. The waitress
apologized, and didn't charge me for any of my dinner.

One of my suitcases was all dented and looked as though
it had been dsopped from 30,000 feet. When | tried to
make a claim for my damaged luggage, the employee
insinuated that | was lying and trying to rip them off.

GROUP 2 SAMPLE INCIDENTS: EMPLOYEE RESPONSE TO CUSTOMER KEEDS AND REQUESTS

A. Response to *Special Needs™ Customers

The flight attendant helped me calm and care for my
airsick chiid,

My young son, flying alone, was to be assisted by the stewardess
from start to finish. At the Albany airport she left him alone in the
airpoet with no one to escort him to his connecting flight.

Source: Mary Jo Bitner, Bernard H. Boorns, and Mary Stanfield Tetreault, “The Senvice Encounter: Diagnosing Favorable and Unfavorabls Incidents,” Journat of Marketing, 54 (January

19905 T1-84.



CHAPTER THREE « MANAGING SERVICE ENCOUNTERS

Incident

Satisfactory Dissatisfactory
B. Response to Customer Preferences
The front desk clerk called around and found me tickets The waltress refused to move me from a window table on a hot
to the Mariners' opening game. day, because there was nothing left in her section.
It was snowing outside—car broke down. | checked 10 The airline wouldn't let me bring my scuba gear on board coming
hotels and there were no rooms. Finally, one understood back from Hawaii even though | brought it over as carry-on
my situation and offered to rent me a bed and set it up in luggage.

one of their small banquet rooms.
C. Response to Admitted Customer Error

| lost my glasses on the plane; the stewardess found them We missed our flight because of car trouble. The service clerk
and they were delivered to my hotel free of charge. wouldn't help us find a flight on an alternative airline.

D. Response to Potentially Disruptive Others
The manager kept his eye on an obnoxious guy at the bar, The hotel staff wouldn't deal with the noisy people partying
to make sure that he didn't bother us. in the hall at 3 am.

GROUP 3 SAMPLE INCIDENTS: UNPROMPTED AND UNSOLICITED EMPLOYEE ACTIONS

A. Attention Paid to Customer
The waiter treated me like royalty. He really showed he The lady at the front desk acted as if we were bothering
cared about me. her. She was watching TV and paying more attention to

the TV than the hotel guests.
B. Truly Out-of-the-Ordinary Employee Behavior

We always fravel with our teddy bears. When we got back | needed a few more minutes to decide on a dinner. The waitress
to our room at the hotel we saw that the maid had said, “If you would read the menu and not the road map, you
arranged our bears very comfortably in a chair. The bears would know what you want to order.”
were holding hands.

C. Employee Behaviors in the Context of Cultural Norms
The busboy ran after us to return a $50 bill my boyfriend had The waiter at this expensive restaurant treated us like dirt
dropped under the table. because we were only high school kids on a prom date.

D. Gestalt Evaluation

The whole experience was so pleasant ... everything went The flight was a nightmare. A one-hour layover went to three-and-
smoothly and perfectly. one-half hours. The air conditioning didn't work. The pilots and

stewardesses were fighting because of an impending flight
attendant strike. The landing was extremely rough. To top it all off,
when the plane stopped, the pilots and stewardesses were the
first ones off.

E. Performance Under Adverse Circumstances

The counter agent was obviously under stress, but kept
his cool and acted very professionally.
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CIT in High-Contact Environments Most CIT research has focused on interpersonal
interactions between customers and employees in high-contact service environments. In
these situations, critical incidents tend to center around customer perceptions of employee
attitudes and actions. For example, a lengthy wait for dinner in a restaurant would be
classified as a critical incident because it represents a service delivery failure. But if an
employee attempts to improve the situation by providing information about the cause of the
wait and offering free drinks as compensation, customers may feel that the outcome was
satisfactory even though the service delivery was problematic.

The findings reported in the boxed example come from a study of critical incidents
described by customers who had particularly satisfying or dissatisfying experiences
when using high-contact airline, hotel, or restaurant services. Note the 12 different

Critical Incidents in
Low-Contact Services

A recent study used an online survey to examine critical
incidents related to encounters with self-service technologies
including ATMs, Internet shopping services, pay-at-the pump
terminals, automated telephone services, package track-
ing, automated car rental pick-up and return, and online broker-
age services. Study participants were instructed to think of
a time when they had a particularly satisfying (dissatisfying)
interaction with an SST. They then answered the following
questions:

> Which self-service technology are you focusing on?
> Was this a satisfying or dissatisfying experience?

FIGURE 3.4

> Please describe what happened during the incident. What
specific details do you recall that made this experience
memorable to you?

A total of 823 incidents was recorded, with 56 percent classi-
fied as satisfactory encounters and 44 percent classified as dissat-
isfactory encounters. There were three categories of satisfying
encounters: (1) solved an intensified need, (2) better than the alter-
native, and (3) did its job. Four types of dissatisfying encounters
were identified: (1) technology failure, (2) process failure, (3) poor
design, and (4) customer-driven failure. Figure 3.4 displays reports
on specific incidents related to encounters with SSTs, as described
in the customers’ own words.

Satisfying and Dissatisfying Encounters with Self-Service Technologies

SATISFYING INCIDENTS

Group Number and Name Ilustrative Quotes of Total
1. Solved intensified need “My ride to work didn't show up, and | had no money in my pocket. | had 11%

20 minutes to get to work. | went to the cash machine and got some cash

for the cab ride. ... | made it to work 10 minutes late instead of not at all.”
2. Better than the alternative 66%
2A. Easy to use “The page's forms were clear and easy to use. | had no difficulty deciding on 16%

my purchase and going ahead with the order.” (regarding purchasing roses

through the 1-800-FLOWERS Internet page)

2B. Avoid service personnel “| like shopping on the Internet because there is no salesperson to bribe you.” 3%
2C. Saved time “| was on my way to a friend’s house and was low on gas. | was in a huge 30%

hurry, so using the pay at the pump saved me a lot of time.”

Source: Matthew L. Meuter, Amy L. Ostrom, Robert |. Roundtree, and Mary Jo Bitner, “Understanding Customer Satistaction with Technology-Based Service Encounters,” Journal of

Marketing, 64 (Summer 2000): 50-84.
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types of incidents and examples of the language used by customers to describe both
positive and negative interactions with service employees.

While customers' reactions are important, managers must also understand the
employee's view of the situation. Thoughtless or poorly behaved customers can often
cause needless problems for service personnel who are trying hard to serve them well.
Dissatisfaction with a succession of negative incidents can even drive good employees
to quit their jobs. A CIT study that examined hundreds of critical incidents from an
employee perspective®® showed that more than 20 percent of dl incidents that employ-
ees found unsatisfactory could be attributed to problem customers, whose bad behav-
ior included drunkenness, verbal and physical abuse, breaking laws or company poli-
cies, and failing to cooperate with service personnel. As you know if you've ever been

SATISFYING INCIDENTS

Percentage
Group Number and Name Illustrative Quotes of Total
2D. When | want “[1} was having a videotape of a house | was interested in putting an offer [on] 8%
and was very anxious to get the tape so | could make my decision. [it was]
convenient to be able to check on [the] parcel's whereabouts any time of day
or night.”
2E. Where | want “I can check out [library] books by phone without having to drive all the way 5%
down to the library to renew them."”
2F. Saved money “| called around to several car agencies and was unable to get a price that was 6%
within my range. | decided to try Alamo online. | entered the information and
came up with a price that was $20 less per week than when | had called them.”
3. Did its job “I needed gas. .. [, which involved] inserting the card, selecting credit, pumping 21%
the gas, and then asking for a receipt. | received the gas | needed and wanted,
and got a receipt.”
DISSATISFYING INCIDENTS
Percentage
Group Number and Name Ilustrative Quotes of Total
4. Technology failure “ATM broke down. It kept my card. | had to have the card reissued.” 43%
5. Process failure “After a month passed from placing my original order, | e-mailed the customer 17%
service center at Disney with my order confirmation number. They had lost my
order. | reordered, only to be sent the incorrect merchandise twice.”
6. Poor design 36%
6A. Technology design “I was trying to order books from a book club online. The system was confusing, 17%
problem and | ordered two of the same fitle without knowing it.”
6B. Service design “I did not realize that some (ATM) machines put limits on how much you can get 19%
problem out. The machine did not tell me | went over my limit for the day. It just spit my
card back out so | kept trying different amounts until | was able to get some cash
MH
7. Customer-driven failure “I was attempting to get money from an ATM and couldn't remember my [personal 4%

identification] number. | was leaving in one hour before the bank opened for
mainland Japan, and the machine took my card.”
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service operations
system: that part of the
total service system where
inputs are processed and the
elements of the service
product are created.

service delivery system:
that part of the total service
system where final"assembly"
of the elements takes place
and the product is delivered
to the customer; it includes
the visible elements of the
service operation.

service marketing
system: that part of the
total service system where
the firm has any form of
contact with its customers,
from advertising to billing; it
includes contacts made at the
point of delivery.

front stage: those aspects of
service operations and
delivery that are visible or
otherwise apparent to
customers.

backstage (or technical
core): those aspects of
service operations that are
hidden from customers.

FIGURE 3.5

The Service Business as a
System

a front-line employee in a service business, it's simply not true that "the customer is
always right.”

CIT in Low-Contact Environments In low-contact services, encounters
between customers and service businesses may not directly involve employees.
Technology has provided new opportunities for self-service, where delivery takes place
electronically through interactions with equipment rather than people. Examples of
these self-service technologies (SSTs) include bank ATMs, automated package
tracking, pay-at-the-pump terminals at gas stations, automated kiosks for airline
tickets, and Internet investment transactions. In these types of encounters, employees
are not present to compensate for problems or customize the service experience. A
study of critical incidents in low-contact service environments highlights the necessity
of educating customers about effective use of SSTs and training them to "self-recover"
when a service failure has occurred. The boxed example on pages 58—59 describes
service encounters that were identified as especially satisfying/dissatisfying incidents in
low-contact, self-service environments.

SERVICE AS A SYSTEM

The types of relationships a service business has with its customers (and the kinds of
misbehaviors that will be encountered during service delivery) depend to a great extent
on the level of contact customers have with the firm. Whether a service is high,
medium, or low contact becomes a major factor in defining the total service system,
which includes the service operations system (where inputs are processed and the
elements of the service product are created), the service delivery system (where final
"assembly" of these elements takes place and the product is delivered to the customer),
and the service marketing system (which embraces al points of contact with cus-
tomers, including advertising, billing, and market research) (see Figure 3.5).

Parts of this system are visible (or otherwise apparent) to customers; other parts are
hidden in what is sometimes referred to as the technical core, and the customer may not
even know of their existence.'® Some writers use the terms “front office" and "back
office” in referring to the visible and invisible parts of the operation. Others talk about
"front stage" and "backstage,” using the analogy of theater to dramatize the notion
that service is a performance.’® We like this analogy—sometimes referred to as "dra-
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Source; Adapted from Langeard et al.!”



Service Process
Category

People processing

Mental stimulus
processing

Level of Contact

High contact

High contact

Low contact

CHAPTER THREE

Drama Implications

Because the actors and audience are in close contact, the setting
and front stage performances affect customers' perceptions of
service quality. Important theater aspects include design and
ambience of the setting, appearance and behavior of the actors,
props, costumes, and scripts. Other audience members (customers)
can influence one another's service experience and the perceived
quality of the service performance.

If actors and audience are in close physical proximity, then many of
the drama implications for people-processing services may apply.

If the performance is conducted at arm's length, audience members

do not typically interact with each other. The physical appearances of
the actors and setting are less important. Scripts may still be useful in
ensuring that actors and audience members play their parts correctly.

Possession processing Medium contact The performance can either take place at the service firm or at
the audience members' home or business. Contact between actors
and audience may be limited to the start and end of the service. (At
these contact points, the drama elements described for people-

processing services do apply but on a less substantial level.)

Low contact In some circumstances—for instance, lawn mowing and office
janitorial services—the service performance may occur without the
audience present. The outcomes of such services are usually
tangible and may be used as a proxy for judging the quality of the

service performance.

There is minimal contact between actors and audience members.
Both the act and the recipient (intangible assets) are intangible, and
the performance usually occurs in the absence of the customer.
Because of these factors, only the outcomes can be assessed, not
the process; however, even the outcome may be difficult for
customers to evaluate.

Information Low contact

processing

Source: Adapted from Stephen J. Grove, Raymond P. Fisk, and Joby John, "Services as Theater: Guidelines and Implications," in Teresa A.
Schwartz and Dawn lacobucci. Handbook of Sen/ice Marketing and Management (Thousand Oaks, CA: Sage Publications, 2000), p. 31.

maturgy”—and will be using it throughout the book. The extent to which theatrical
elements exist depends largely on the nature of the service process. Table 3.1 summa-
rizes the drama implications for the four categories of service processes identified in
Chapter 2.

Service Operations System

Like a play in a theater, the visible components of service operations can be divided into
those relating to the actors (or service personnel) and those relating to the stage set (or
physical facilities, equipment, and other tangibles). What goes on backstage is of little
interest to customers. Like any audience, they evaluate the production on those ele-
ments they actually experience during service delivery and on the perceived service
outcome. Naturally, if the backstage personnel and systems (e.g., billing, ordering,
account keeping) fail to perform their support tasks properly in ways that affect the
quality of front stage activities, customers will notice. For instance, restaurant patrons
will be disappointed if they order fish from the menu but are told it is unavailable or
find that their food is overcooked. Other examples of backstage failures include receiv-
ing an incorrect hotel bill due to a keying error, not receiving course grades because of
a computer failure in the college registrar's office, or being delayed on a flight because
the aircraft has been taken out of service for engine repairs.

MANAGING SERVICE ENCOUNTERS

TABLE 3.1
Theatrical Considerations
for Different Types of
Services
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USTOMER

The proportion of the overall service operation that is visible to customers varies
according to the level of customer contact. Since high-contact services directly
involve the physical person of the customer, customers must enter the service "fac-
tory" (although there may still be many backstage activities that they don't see) or ser-
vice workers and their tools must leave the backstage and come to the customers'
chosen location. Examples include roadside car repair by automobile clubs and phys-
ical fitness trainers who work with clients at their homes or offices. Medium-contact
services, by contrast, require customers to be less substantially involved in service
delivery. Consequently, the visible component of the service operations system is
smaller.

Low-contact services usually strive to minimize customer contact with the service
provider, so most of the service operations system is confined to a remotely located
backstage (sometimes referred to as a technical core); front stage elements are normally
limited to mail and telecommunications contacts. Think for a moment about the tele-
phone company that you use. Do you have any idea where its exchange is located? If
you have a credit card, it's likely that your transactions are processed far from where you
live.

Service Delivery System

Service delivery is concerned with where, "when, and how the service product is de-
livered to the customer. As shown earlier in Figure 3.5, this subsystem embraces not
only the visible elements of the service operating system—buildings, equipment, and
personnel—but may also involve exposure to other customers.

Service providers traditionally had direct interactions with their customers. But to
achieve goals ranging from cost reduction and productivity improvement to greater
customer convenience, many services that don't need the customers to be physically
present in the factory now seek to reduce direct contact. Midland Bank's creation of
First Direct is a prime example of this trend. As a result, the visible component of the
service operations system is shrinking in many industries as electronic technology or
redesigned physical flows are used to drive service delivery from higher to lower levels
of contact.

Self-service delivery often offers customers greater convenience than face-to-face
contact. Machines such as automated petrol pumps, ATMs, or coin-operated food and
drink dispensers can be installed in numerous locations and made accessible 24 hours a
day, 7 days a week. Electronic food retailing sites like wine.com and tabasco.com pro-
vide extensive product information and a greater selection of specialty items than most
bricks and mortar outlets can offer.?’ Cafeteria service allows customers to see menu
items before making their selection. Self-guided museum tours allow visitors to enjoy
an exhibition at their own pace. Online college courses allow students to complete
work at their own pace in an off-campus location.

But there are potential disadvantages to self-service delivery, too. The shift from
personal service (sometimes referred to as "high touch") to self-service ("high tech")
sometimes disturbs customers. So a strategy of replacing employees by machines or
other self-service procedures may require an information campaign to educate cus-
tomers and promote the benefits of the new approach. It also helps to design user-
friendly equipment, including free telephone or e-mail access to an employee who can
answer questions and solve problems. Of course, not al self-service is installed in remote
locations. Cafeterias and self-guided museum tours are examples of customers taking on
tasks that would otherwise have to be assigned to service personnel. Later in this chap-
ter, we'll discuss the role of the customer as a coproducer of service in collaboration
with the service provider.



http://wine.com
http://tabasco.com
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Using the theatrical analogy, the distinction between high-contact and low-contact
services can be likened to the differences between live theater on a stage and a drama
created for television. That's because customers of low-contact services normally never
see the "factory” where the work is performed; at most, they will talk with a service
provider (or problem solver) by telephone. Without buildings and furnishings or even
the appearance of employees to provide tangible clues, customers must make judgments
about service quality based on ease of telephone access, followed by the voice and
responsiveness of a telephone-based customer service representative.

When service is delivered through impersonal electronic channels, such as self-
service machines, automated telephone calls to a central computer, or via the cus-
tomer's own computer, there is very little traditional "theater"” left to the performance.
Some firms compensate for this by giving their machines names, playing recorded
music, or installing moving color graphics on video screens, adding sounds, and creat-
ing computer-based interactive capabilities to give the experience a more human
feeling. Another option is to design a retail Web site to resemble a display in a store
window. Some virtual companies now offer real-time, interactive e-mail communica-
tions between shoppers and customer service personnel. Consider Flooz.com, a
provider of electronic gift certificates that can be spent online at more than 60 stores
(see page 44). If a customer logs onto the Flooz.com site and accesses the "Live Help”
link at the top of the home page, there is an immediate response similar to the one
quoted below:

A Floozcom Customer Care Representative will be with you momentarily!
Please feel free to continue browsing below.

JasonMa has arrived to help you!

JasonMa says, "Thank youfor accessing Live Chat. My name isfason.
May | please have your e-mail address so | can better assist you?"

Responsibility for designing and managing service delivery systems has tradition-
aly fallen to operations managers. But marketing needs to be involved, too, because

What Options Do You Use for
Delivery of Bank Services?
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5. Use the keys on a telephone to interact with the bank in
Not everyone is comfortable with the trend toward low-contact ser- response to voice commands (or a telephone screen display).
vices, which is why some firms give their customers a choice. For . .
) : : . 6. Conduct home banking through your own computer, using a
instance, many retail banks now offer an array of service delivery .
. ; . . . . modem and special software.
options. Consider this spectrum of alternatives. Which options do _ _
you currently use at your bank? Which would you like to use in the 7. Conduct transactions by computer through the World Wide Web.
future? And which are currently available? 8. Complete banking transactions by mobile phone or PDA (per-
1. Visit the bank in person and conduct transactions with a bank sonal digital assistant).
clerk. In each instance, what factors explain your preference? Do they

2. Use postal service to send deposits or request new check-
books.

relate to the type of transactions you need to conduct or a situa-
tional element like the weather or time of day? Are you influenced

by your feelings of liking (or disliking) human contact in a banking

context? Or is there some other explanation? What advice would
4. Conduct transactions by telephone with a customer service  yoy give to your bank for how to serve you better?

3. Use an ATM.

representative.


http://Flooz.com
http://Flooz.com
http://Flooz.com
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understanding customer needs and concerns is important to ensure that the delivery
system works well.

The Dramaturgy of Service Delivery

As we've pointed out earlier, the theater is a good metaphor for services because ser-
vice delivery consists of a series of events that customers experience as a performance.”
It's a particularly useful approach for high-contact service providers (e.g., physicians,
educators, restaurants, and hotels) and for businesses that serve many people simultane-
ously rather than providing individualized service (e.g., professional sports, hospitals,
and entertainment). Figure 3.6 shows the relative importance of theatrical dimensions
for different types of service businesses. As you can see, watch repair services have very
few front stage theatrical components compared to services like airlines and spectator
sports.

Service facilities contain the stage on which the drama unfolds. Sometimes the set-
ting changes from one act to another (e.g., when airline passengers move from the
entrance to the terminal to the check-in stations and then on to the boarding lounge
and finally step inside the aircraft). The stage may have minimal "props,” as in a typical
post office, or elaborate scenery, as in some modern resort hotels. Many service dramas
are tightly scripted (as in the way that service is delivered in a formal restaurant setting),
while others are improvisational in nature (like teaching a university class).

Some services are more ritualized than others. In highly structured environments
like dental services, "blocking" may define how the actors (in this case, receptionists,
dental hygienists, technicians, and dentists) should move relative to the stage (the den-
tist's office), items of scenery (furniture and equipment), and other actors.

Not all service providers require customers to attend performances at the com-
pany's "theater." In many instances, the customer's own facilities provide the stage where
the service employees perform with their props. For example, outside accountants are
often hired to provide specialized services at a client's site. (While this may be conve-
nient for customers, it isn't aways very appealing for the "visiting accountants,” who

e e e S ]

CONTACT
Low High
(1) (2)

Car repair Physician
N Low Watch repair Barber
7] Shoe repair Lawyer
3
ri (4)
§ : Airlines
< High . Spectator sports

Restaurants

Audience Size = number of people receiving the
service simultaneously.

F_I GURE 3.6 Contact = amount of time front stage/amount of
Relative Importance of time backstage.

Theatrical Dimensions

Source: Stephen J. Grove and Raymond P. Fisk, "The Dramaturgy of Service Exchange: An Analytical Framework for Services Marketing,"
in Emerging Perspectives of Services Marketing, L. L. Berry, I. L. Shostack, and G. D. Upah, eds. (Chicago: American Marketing
Association, 1983), 45-49. Reprinted with Permission.
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sometimes find themselves housed in rat-infested basements or inventorying frozen
food for hours in a cold storage locker!®®) Telecommunication linkages offer an alterna-
tive performance environment, allowing customers to be involved in the drama from a
remote location—a delivery option long awaited by those traveling accountants, who
would probably much prefer to work for their clients from the comfort of their own
offices via modems and computers.

Front stage personnel are members of a cast, playing roles as actors in a drama, and sup-
ported by a backstage production team. In some instances, they are expected to wear spe-
cial costumes when on stage (like the protective clothing—traditionally white—worn by
dental professionals, the fanciful uniforms often worn by hotel doormen, or the more
basic brown ones worn by UPS drivers) .When service employees wear distinctive apparel,
they stand out from personnel at other firms. In this respect, uniform designs can be seen
as a form of packaging that provides physical evidence of brand identity. In many service
companies, the choice of uniform design and colors is carefully integrated with other cor-
porate design elements. Many front stage employees must conform to both a dress code
and grooming standards (e.g., Disney's rule that employees can't wear beards).

Depending on the nature of their work, employees may be required to learn and
repeat specific lines ranging from announcements in several languages to a singsong
sales spiel (just think of the last telemarketer who called you!) to a parting salutation of
"Have a nice day!"Just like the theater, companies often use scripting to define actors'
behavior as well as their lines. Eye contact, smiles, and handshakes may be required in
addition to a spoken greeting. McDonald's has an extensive handbook that prescribes
employee behavior worldwide—even down to the width of the smile, according to
some who've worked in the shadow of the golden arches. Other rules of conduct may
include bans on smoking, eating and drinking, or gum chewing while on duty.

Role and Script Theories

Role and script theories offer some interesting insights for service providers. If we view
service delivery as a theatrical experience, then both employees and customers act out
their parts in the performance according to predetermined roles.

Roles Grove and Fisk define a role as "a set of behavior patterns learned through
experience and communication, to be performed by an individual in a certain social
interaction in order to attain maximum effectiveness in goal accomplishment."?® Roles
have also been defined as combinations of social cues, or expectations of society, that guide
behavior in a specific setting or context.’® In service encounters, employees and
customers each have roles to play. The satisfaction of both parties depends on role
congruence, or the extent to which each person acts out his or her prescribed role
during a service encounter. Employees must perform their roles to customer expectations
or risk dissatisfying or losing customers dl together. And customers, too, must "play by the
rules,” or they risk causing problems for the firm, its employees, and even other customers.

Scripts are sequences of behavior that both employees and customers are expected to
learn and follow during service delivery. Scripts are learned through experience, education,
and communication with others.?” Much like a movie script, a service script provides
detailed actions that customers and employees are expected to perform. The more experi-
ence a customer has with a service company, the more familiar the script becomes. Any
deviations from this known script may frustrate both customers and employees and can
lead to high levels of dissatisfaction. If a company decides to change a service script (e.g., by
using technology to turn a high-contact service into a low-contact one), service personnel
and customers should be educated about the new script and the benefits it provides.

Some scripts are highly structured and allow service employees to move through
their duties quickly and efficiently (e.g., flight attendants' scripts for economy class).This

role: a combination of socia
cues that guides behavior in a
specific setting or context.

role congruence: the
extent to which both
customers and employees act
out their prescribed roles
during a service encounter.

scripts: learned sequences of
behaviors obtained through
personal experience or
communications with others.
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approach helps to overcome two of the inherent challenges facing service firms—how
to reduce variability and ensure uniform quality. The risk is that frequent repetition
may lead to mindless service delivery that ignores customers' needs.

Not all services involve tightly scripted performances. For providers of highly cus-
tomized services—like doctors, educators, hair stylists, or consultants—the service
script is flexible and may vary by situation and by customer.When customers are new
to a service, they may not know what to expect and may be fearful of behaving incor-
rectly. Organizations should be ready to educate new customers about their roles in ser-
vice delivery, since inappropriate behaviors can disrupt service delivery and make cus-
tomers feel embarrassed and uncomfortable.

A well-planned script should provide a full description of the service encounter
and can help identify potential or existing problems in a specific service process. Figure

N

L

m Dental Hygienist > o

Receptionist

1. Phone for appointment
3. Arrive at dental office

6. Sit in waiting room
8. Enter room; sit in
dental chair

17. Rinse mouth

22, Rise from chair
24. Leave treatment room

26. Pay bill

28. Take appointment card

30. Leave dental office

4. Greet patient; verify 5. Review notes on patient
purpose; direct to waiting |
room; notify hygienist [
of arrival |

2. Confirm needs and set daie ‘
|

7. Greet patient and lead way to
treatment room
9. Verify medical and dental history; ask about
any issues since previous visit
10. Place protective covers over patient’s clothes
11. Lower dental chair; put on own protective |
face mask, gloves, and glasses
12. Inspect patient’s teeth (option to ask
questions)
13. Place suction device in patient's mouth
14. Use high-speed equipment and hand tools to
clean teeth in sequence
15. Remove suction device, complete cleaning
process
16. Raise chair to sitting position; ask patient
to rinse
18. Remove and dispose of mask and gloves;
remove glasses
19. Complete notes on treatment; return patient
to receptionist
20. Remove covers from patient
21. Give patient free toothbrush; offer advice on
personal dental care for future
23. Thank patient and say good-bye
25. Greet patient; confirm '
treatment received;
present bill
27. Give receipt; agree on
date for next appointment;
document agreed-on date
29. Thank patient and say
good-bye
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3.7 shows a script for teeth cleaning and a simple dental examination, involving three
players—the patient, the receptionist, and the dental hygienist. Each has a specific role to
play. In this instance, the script is driven primarily by the need to execute a technical
task both proficiently and safely (note the mask and gloves). The core service of exam-
ining and cleaning teeth can only be accomplished satisfactorily if the patient cooper-
ates in an experience that is at best neutral and at worst uncomfortable or even painful.

Several script elements refer to information flows. Confirming appointments avoids
delays for customers and ensures effective use of dental professionals' time. Obtaining
patient histories and documenting analysis and treatment are vital for maintaining com-
plete dental records and also for accurate billing. Payment on receipt of treatment
improves cash flow and avoids the problem of bad debts. Adding greetings, statements of
thanks, and good-byes displays friendly good manners and helps to humanize what most
people see as a slightly unpleasant experience.

By examining existing scripts, service managers may discover ways to modify the
nature of customer and employee roles to improve service delivery, increase productivity,
and enhance the nature of the customer's experience. As service delivery procedures evolve
in response to new technology or other factors, revised scripts may need to be developed.

Service Marketing System

In addition to the service delivery system described above, other elements also contribute
to the customer's overall view of a service business.These include communication efforts
by the advertising and sales departments, telephone calls and letters from service person-
nel, billings from the accounting department, random exposures to service personnel and
facilities, news stories and editorials in the mass media, word-of-mouth comments from
current or former customers, and even participation in market research studies.
Collectively, the components just cited—plus those in the service delivery sys-
tem—add up to what we call the service marketing system. This represents al the dif-
ferent ways the customer may encounter or learn about the organization in question.
Because services are experiential, each of these elements offers clues about the nature
and quality of the service product. Inconsistency between different elements may
weaken the organization's credibility in the customers' eyes. Figure 3.8 depicts the

Service Delivery System Other Contact Points
Service Operations System Other Advertising
Customers Sales Calls
Interior and Market Research
Exterior Surveys
Faciliti
o Billing/Statements
Technical The Miscellaneous Mail,
Core Equipment Customer Phone Calls, Faxes, efc.

Random Exposures to
Facilities/Vehicles

Chance Encounters
with Service Personnel

Word-of-Mouth FIGURE 3.8

The Service Marketing
System for a High-Contact
Service

Other
Backstage Front Stage Customers
(invisible) (visible)
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FIGURE 3.9

The Service Marketing
System for a Low-Contact
Service
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service marketing system for a high-contact service like a hotel, dental office, or full-
service restaurant.

As you know from your own experience, the scope and structure of the service
marketing system often vary sharply from one type of organization to another.
Figure 3.9 shows how things change when we are dealing with a low-contact ser-
vice, such as a credit card account. The significance of this approach to conceptualiz-
ing service creation and delivery is that it represents the customer's view, looking at
the service business from the outside, as opposed to an internally focused operations
perspective.

Physical Evidence

Many service performances are hard to evaluate. As a result, customers often look for
tangible clues about the nature of the service. For instance, what impression is created
in your mind if you see a damaged vehicle belonging to an express delivery service
broken down by the side of the road? Or observe a poorly groomed flight attendant
traveling to (or from) the airport wearing a frayed and dirty uniform? Or visit a friend
in a hospital where the grounds and buildings are beautifully maintained, the interior
decor cheerful rather than institutional, and the friendly staff wearing smart, spotlessly
clean uniforms?

Physical evidence provides clues about service quality, and in some cases it will
strongly influence how customers (especially inexperienced ones) evaluate the ser-
vice.Thus managers need to think carefully about the nature of the physical evidence
provided to customers by the service marketing system. We'll be addressing this ele-
ment of the 8Ps in more depth in Chapters 8 and 10, but Table 3.2 provides an initial
checklist of the main tangible and communication elements to which customers
might be exposed. Of course, the number of elements that are visible will vary
depending on whether service delivery involves high or low customer contact. In
low-contact services, additional physical evidence may be communicated through
advertising, using video footage on TV or printed illustrations in newspapers, maga-
zines, or brochures.
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1. Service personnel. Contacts with customers may be face-to-face, by telecommunications (telephone, fax, telegram,
telex, electronic mail), or by mail and express delivery services.
These personnel may include
Sales representatives
Customer service staff
« Accounting/billing staff
« Operations staff who do not normally provide direct service to customers (e.g., engineers, janitors)
« Designated intermediaries whom customers perceive as directly representing the service firm
2. Service facilities and equipment
« Building exteriors, parking areas, landscaping
« Building interiors and furnishings
« Vehicles
« Self-service equipment operated by customers
« Other equipment
3. Nonpersonal communications
« Form letters
« Brochures/catalogs/instruction manuals/Web sites
« Advertising
« Signage
* News stories/editorials in the mass media
4. Other people
« Fellow customers encountered during service delivery
« Word-of-mouth comments from friends, acquaintances, or even strangers

THE CUSTOMER AS COPRODUCER

In some service environments, customers play a relatively passive role, waiting to be
served. So long as they can state their needs clearly and pay promptly when billed, they
play a minimal role in the process of service delivery (think about leaving clothes at a
laundry). But sometimes customers are expected to actively participate in the produc-
tion process—one of the distinctive features of service management that we noted in
Chapter 1. Customer participation refers to the actions and resources supplied by cus-
tomers during service production and/or delivery; it includes customers' mental, physi-
ca, and emotional inputs.?® Table 3.3 illustrates the differing levels of participation
required of customers across an array of service businesses.

Service Firms as Teachers

Although service providers attempt to design the ideal level of customer participation
into the service delivery system, in reality it is customers' actions that determine the
actual amount of participation. Underparticipation causes customers to experience a
decrease in service benefits (a student learning less or a dieter losing less weight). If cus-
tomers overparticipate, they may cause the firm to spend more resources customizing a
service than was originally intended (a request for customization of a hamburger at a
fast-food restaurant). Service businesses must teach their customers what roles to play to
optimize participation levels during service production and consumption.

The more work that customers are expected to do, the greater their need for infor-
mation about how to perform for best results. The necessary education can be provided
in many different ways. Brochures and posted instructions are two widely used
approaches. Automated machines often contain detailed operating instructions and dia-
grams (unfortunately, these are sometimes only intelligible to the engineers who wrote
them).Thoughtful banks place a telephone beside their ATMs so that customers can call
area person for help and advice at any time if they are confused about the on-screen
instructions. Advertising for new services often contains significant educational content.

TABLE 3.2

Tangible Elements and
Communication
Components in the Service
Marketing System
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TABLE 3.3

Levels of Customer
Participation Across
Different Services

servicepreview: a
demonstration of how a
service works to educate
customers about the roles
they are expected to perform
in service delivery.

Low (Customer Presence
Required During Service Delivery)

Products are standardized

Service is provided
regardless of any individual
purchase

Payment may be the only
required customer input

Examples:
Consumer services
Bus travel

Motel stay

Movie theater

Moderate (Customer Inputs
Required for Service Creation)

Client inputs customize a
standard service

Provision of service requires
customer purchase

Customer inputs (information,
materials) are necessary for an
adequate outcome, but the
service firm provides the service

Hair cut
Annual physical exam
Full-service restaurant

High (Customer Coproduces
the Service Product)

Active client participation
guides the customized service

Service cannot be created apart
from the customer's purchase
and active participation

Customer inputs are mandatory
and coproduce the outcome

Marriage counseling
Personal training
Weight-reduction program

Business-to-business

services
Uniform cleaning service Agency-created advertising campaign ~ Management consulting
Pest control Payroll service Executive management seminar

Interior greenery maintenance Independent freight transportation Install wide area network (WAN)

Source: Adapted from Mary Jo Bitner, William T. Faranda, Amy R. Hubbert, and valarie A. Zeithaml, "Customer Contributions and Roles in
Service Delivery," International Journal of Service Industry Management 8, no. 3 (1997}: 193-205.

In many businesses, customers look to employees for advice and assistance and are
frustrated if they can't obtain it. Service providers, ranging from sales assistants and cus-
tomer service representatives to flight attendants and nurses, must be trained to help them
improve their teaching skills. As a last resort, people may turn to other customers for help.

Schneider and Bowen suggest giving customers a realistic service preview in advance
of service delivery to provide them with a clear picture of the role they will play in service
coproduction.  For example, a company might show a video presentation to help cus-
tomers understand their role in the service encounter.This technique is used by some den-
tists to help patients understand the surgical processes they are about to experience and
indicate how they should cooperate to help make things go as smoothly as possible.

Customers as Partial Employees

Some researchers argue that firms should view customers as "partial employees,” who can
influence the productivity and quality of service processes and outputs.®® This perspec-
tive requires a change in management mindset, as Schneider and Bowen make clear:

If you think of customers as partial employees, you begin to think very differently about what

you hope customerswill bring to the service encounter. Now they must bring not only expec-

tations and needs but also relevant service production competencies that will enable themto
fill theroleof partial employees. The service management challenge deepensaccordingly.

Schneider and Bowen suggest that customers who are offered an opportunity to
participate at an active level are more likely to be satisfied—regardless of whether or not
they actually choose the more active role—because they like to be offered a choice.
Managing customers as partial employees requires using the same human resource
strategy as managing a firm's paid employees and should follow these four steps:

1. Conduct a"job analysis" of customers' present roles in the business and compare
it against the roles that the firm would like them to play.

2. Determine if customers are aware of how they are expected to perform and have
the skills needed to perform as required.
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3. Motivate customers by ensuring that they will be rewarded for performing well
(e.g., satisfaction from better quality and more customized output, enjoyment of
participating in the actual process, a belief that their own productivity speeds the
process and keeps costs down).

4. Regularly appraise customers' performance. Ifit is unsatisfactory, seek to change
their roles and the procedures in which they are involved. Alternatively, consider
"terminating” these customers (nicely, of course!) and ook for new ones.

Effective human resource management starts with recruitment and selection. The
same approach should hold true for "partial employees." So if coproduction requires
specific skills, firms should target their marketing efforts to recruit new customers who
have the competency to perform the necessary tasks.®? After all, many colleges do just
this in their student selection process!

Conclusion

Service encounters cover a spectrum from high contact to low contact. Their position
on this spectrum is often determined by the nature of the operational processes used in
service creation and delivery. With the growing trend to deliver information-based ser-
vices through electronic channels, many service encounters are shifting to a lower-
contact mode, with important implications for the nature of the customer experience.

In dl types of services, understanding and managing service encounters between cus-
tomers and service personnel are central to creating satisfied customers who are willing to
enter into long-term relationships with the service provider. Critical incidents occur
when some aspect of the service encounter is particularly satisfactory or unsatisfactory.

Service businesses can be divided into three overlapping systems. The operations
system consists of the personnel, facilities, and equipment required to run the service
operation and create the service product. Only part of this system, called "front stage,” is
visible to the customer.The delivery system incorporates the visible operations elements
and the customers, who sometimes take an active role in helping to create the service
product as opposed to being passively waited on. The higher the level of contact, the
more we can apply theatrical analogies to the process of "staging" service delivery in
which employees and customers play roles, often following well-defined scripts. In
high-contact services, customers are exposed to many more tangible clues and experi-
ences than they are in medium-contact and low-contact situations. Finally, the market-
ing system includes not only the delivery system, which is essentially composed of the
product and distribution elements of the traditional marketing mix, but also additional
components such as billing and payment systems, exposure to advertising and sales peo-
ple, and word-of-mouth comments from other people.

In some instances, customers act as service coproducers, or "partial employees,"”
whose performance will affect the productivity and quality of output. Under these cir-
cumstances, service managers must be sure to educate and train customers so that they
have the skills needed to perform well during al types of service encounters.

Study Questions and Exercises

1. What actions could a senior bank executive take to encourage more customers to
bank by phone, mail, Internet, or through ATMs rather than visiting a branch?

2. What are the backstage elements of (8) an insurance company, (b) a car repair facility,
(c) ahotel, (d) an airline, (¢) a university, (f) a funeral home, (g) a consulting firm, (h)
a television station? Under what circumstances would it be appropriate to allow
customers to see some of these backstage elements and how would you do it?
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. What roles are played by front stage service personnel in low-contact

organizations? Are these roles more or less important to customer satisfaction
than in high-contact services?

. Use Figures 3.8 and 3.9, plus Table 3.2, to develop a profile of the service

marketing system for a variety of services—hospital, airline, consulting engineer
or legal service, college, hotel, dry cleaner, credit union, automobile service
center, or post office. (You can base your profiles on your own experience or
interview other customers.)

. What is the difference between a moment of truth, a service encounter, and a

critical incident?

. Describe a critical incident that you have experienced with a self-service

technology during service delivery. If your incident was dissatisfying, what could
the service provider have done to improve the situation?

. Review Figure 3.3. As a manager, how would you try to prevent future

recurrence of the 12 unsatisfactory incidents? (Hint: Consider the underlying
cause of the problem for each incident and possible reasons for the inappropriate
response that upset the customer.)

. Develop two different customer scripts, one for a standardized service and one

for a customized service. What are the key differences between the two?

. Define the term "partial employee" and describe three recent situations in which

you were engaged in such a role.
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Customer Behavior
1N Service Environments

Understanding Technology Users—
From Mouse Potatoes to Media Junkies

Delivering services through the Internet is an appealing strategy for
many firms. However, not every prospective customer is enthusiastic
about this concept." As the consumer market for technology grows,
companies selling products from cellular phones to Internet services
are struggling to understand who their customers are and what moti-
vates them to buy. The failure of some highly publicized high-tech
goods and services, such as Kodak's PhotoCD and Web TV, has con-
vinced many marketers that new approaches are needed to help us
understand what makes technology users tick (or not tick, as the case
may be). For instance, traditional consumer research may identify who
bought a computer, but it won't specify which of four different house-
hold members use it and for what purposes.

Delivery of many information-based services depends not only
upon customers having access to relevant equipment—such as com-
puters, cell phones, and PDAs—but also on customers being willing
and able to use it to access the services in question. Consequently,
market researchers have been working to determine whether the pur-
chase process is different for such goods and services and to examine
how people actually use information technology in their home and
work environments.

Forrester Research Inc., a technology consulting firm based in
Cambridge, Massachusetts, has created a subscription research ser-
vice called Technographics that processes continuous survey data
from more than 375,000 online and off-line households in the United
States, Canada, and Europe. Forrester asks consumers about their
motivations, buying habits, and financial ability to buy technology-

related goods and services. Many big-name service providers, like
Sprint, Visa, and Bank of America, are willing to pay handsomely to
receive the results of these surveys. "Technology is not just changing
the way consumers spend time," says Technographics client Gil
Fuchsberg. "It's also changing the way nearly every company is mak-
ing, selling, and delivering products.”

To help companies identify the right target customers, Forrester
has defined 10 "technographical" categories ranging from the tech-
crazy "Fast Forwards" to the disinterested "Sidelined Citizens."

To get an idea of how this segmentation scheme works, consider
the Williams family. Cindy, age 46, is an administrative secretary in
Tulsa, Oklahoma. She and her husband Gary, 44, have one computer
they bought three years ago. They don't use this computer much
themselves and are not connected to the Internet (which makes them
unable to access online services). Their sons, ages 11 and 12, would
like an upgraded PC that is better for the computer-based games they
love, but their parents have no plans to get one. Because of the
Williams' status and income—two traditional segmentation vari-
ables—many researchers might identify them as promising technol-
ogy buyers.

But Forrester maintains such a conclusion would be misleading
because it fails to take into account the family's priorities as revealed
through their behavior. The firm believes that any high-tech firm
attempting to market sophisticated products to a family such as the
Williams would be wasting its money. Technographics classifies the
Williams as "Traditionalists"—family-oriented buyers who could afford



PRODUCT
ELEMENTS

Promotion -
and Education

new technology-based products but are not convinced that they're
worth buying. Why would the Williams be Traditionalists? The age of
their computer (three years old is ancient by tech standards) and the
lack of an Internet connection are two big clues. On the basis of this

information, marketers of high-tech goods and services might decide ==£>

to bypass the Williams in spite of their promising demographic profile.
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Learning Objectives

After reading this chapter, you should
be able to

recall the principles of segmentation,
particularly as they relate to
customer behavior

describe the three different types of
attributes that consumers use to
evaluate products and how they
relate to service offerings

discuss why service characteristics
like intangibility and quality control
problems affect consumer evaluation
processes

describe the relationship between
customer expectations and customer
satisfaction

explain the purchase process for
services

construct a simple flowchart
showing a service process from the
customers perspective
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mar ket segmentation: the
process of dividing a market
into different groups within
which dl customers share
relevant characteristics that
distinguish them from
customers in other segments.

segment: agroup of current
or prospective customers
who share common
characteristics, needs,
purchasing behavior, or
consumption patterns.

FIGURE 4.1

Segmenting Customers
Relative to Technology Use

FOCUSING ON THE RIGHT CUSTOMERS

In this chapter, we continue to address the question, Who are our customers and how
should we relate to them? We start by building on our opening vignette with a further
discussion of market segmentation (see Figure 4.1 for a depiction of Forrester
Research's Technographics approach) and then look at how people evaluate, purchase,
and use services.

More and more, firms are trying to decide which types of customers they can serve
well and make loyal, rather than trying to be all things to all people. However, relatively
few service businesses can survive by servingjust a single segment, especialy if, like
hotels, airlines, and restaurants, they have a lot of capacity to fill, hour after hour and day
after day during different seasons of the year. Managers facing this problem need to be
creative and try to attract new segments that will fit well with the firm's capabilities.

CAREER FAMILY ENTERTAINMENT
Fast Forwards New Age Nurturers Mouse Potatoes
These consumers Also big spenders They like the
are the biggest but focused on online world
spenders, and they're technology for for entertainment
early adopters of home uses, such and are willing
new technology for as a family PC. to spend for the
ml m‘ and latest in wm.
- personal use.
@
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o
Hand-shakers Traditionalists Media Junkies
i Older consumers— Willing to use Seek entertainment
» typically technology, but and can't find
= who don't touch slow to upgrade; much of it online;
@ their computers at not convinced prefer TV and
w work; they leave upgrades and other other, older
that to younger add-ons are worth media.
assistants. paying for.
Data: Forrester Research Inc.
|: More Affluent -Less Affluent
Source: Paul C. Judge, “Are Tech Buyers Different? Business Week, 26 January 1998, 65
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We hear the term "mass marketing" less and less these days. Instead the talk is of

"focus" or "targeting" or "mass customization.” Underlying such terms is the
notion of market segmentation, which calls for dividing any given market into dis-
tinctive groups or segments. Segmentation is a key concept in marketing, so if you
have not previously taken a marketing course, please review the key aspects of seg-

mentation in the box on pages 78—79.

As service providers explore innovative alternatives to creating and delivering ser-

mass customization:
offering a service with some
individualized product
elements to alarge number of
customers at a relatively low
price.

vices, especially those relating to the Internet and automated machines, they are discov-

Attracting Older Passengers
at Southwest Airlines

Like most airlines, Southwest Airlines can divide its passengers
into two broad groups: business travelers and leisure travelers.
Although business travelers fly far more frequently than most
leisure travelers, the latter help fill the aircraft outside commuting
hours and enable Southwest to offer more frequent service at lower
prices. A significant target segment within the broad leisure group
is older customers, who are growing in numbers as the population
ages and has the time and inclination to travel—and can afford to
do so at Southwest's very low fares.

However, many senior citizens are not experienced flyers. In
fact, some have never flown before in their lives. To encourage
these people to fly, Southwest has created a brochure titled
"Travel Tips for Seniors" (see the reproduced cover), which is edu-
cational in nature rather than promotional. It begins by pointing
out that the airline offers special fares to people aged 65 and
older, then continues with bullet-pointed tips on Packing and
Travel, Making Reservations, Checking In, and Travel Talk
Language. The brochure concludes with a map of the United
States, showing the cities that Southwest serves, plus the head
office address, the airline’s toll-free phone number, and its Web
site address.

Through such efforts, the airline seeks to demystify air travel;
help older people prepare for a journey by air; and explain each
step in what is, for an inexperienced traveler, a relatively complex
process. The brochure also explains the terms commonly used in
airline travel, many of which (such as preboardor gate agent) are
not often heard outside an airport. In this way, older travelers will
know what to expect and—equally important—what is expected
of them. Knowledge reduces anxiety, thus eliminating one of the
barriers to trying something new. To the extent that readers of the
brochure appreciate the advice, try a flight on Southwest, and enjoy
it, the airline can expect to create loyal customers and stimulate
positive word of mouth.

SOUTHWEST
AIRLINES

TRAVEL TIPS
FOR SENIORS

Dreaming of jetting away to explore the
history and fun of these United States?
Southwest Airlines would like to make
getting away as easy and fun as
possible for those age 65 or over by
offering some travel tips to Seniors who
are keen on life and life's adventures!
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needs: subconscious, desply
fdt desires that often concern
long-term exigtence and
identity issues.

ering that not al customers are equally receptive to new technologies.This situation has
led to development of segmentation schemes based on how willing and able customers
are to use the latest technologies, as illustrated by our discussion of the Technographics
framework developed by Forrester Research.

An individual's behavior often reflects personal attitudes and beliefs. Recent
research by Parasuraman shows that certain personal characteristics are associated with
customer readiness to accept new technologies. These attributes include innovativeness,
a positive view of technology, and a belief that technology offers increased control, flex-
ibility, and efficiency in people's lives. Factors that are negatively associated with
the adoption of technology include distrust, a perceived lack of control, feelings of
being overwhelmed by technology, and skepticism about whether the technology
will perform satisfactorily. Service providers must consider these factors before im-
plementing new technologies that may negatively affect customers' evaluations of the
service experience.

UNDERSTANDING CUSTOMER NEEDS
AND EXPECTATIONS

Customers buy goods and services to meet specific needs, and they evaluate the out-
comes of their purchases based on what they expect to receive. Needs, which may rep-
resent a useful basis for segmentation, are often deeply rooted in people's unconscious
minds and may concern long-term existence and identity issues. When people fed a
need, they are motivated to take action to fulfill it. In many instances, purchase of a good
or service may be seen as offering the best solution to meeting a particular need.
Subsequently, consumers may compare what they received against what they expected,
especidly if it cost them money, time, or effort that could have been devoted to obtain-
ing an alternative solution.

Review of Principles of
Market Segmentation

User characteristics may vary from one person to another,

Market segmentation is central to almost any professionally
planned and executed marketing'program. The concept of seg-
mentation recognizes that customers and prospects within a mar-
ket vary across a variety of dimensions and that not every seg-
ment constitutes a desirable target for the firm's marketing
efforts.

Market segments. A segment is composed of a group of
current and potential customers who share common characteris-
tics, needs, purchasing behavior, or consumption patterns.
Effective segmentation should group buyers into segments in
ways that result in as much similarity as possible on the relevant
characteristics within each segment but dissimilarity on those
same characteristics between each segment. Two broad cate-
gories of variables are useful in describing the differences
between segments. The first deals with user characteristics, the
second with usage behavior.

reflecting demographic characteristics (e.g., age, income, and edu-
cation), geographic location, and psychographics (the attitudes,
values, lifestyles, and opinions of decision makers and users).
Another important variable is the specific benefits that individuals
and corporate purchasers seek from consuming a particular good
or service.

Usage behavior relates to how a product is purchased and
used. Among such variables are when and where purchase and
consumption take place, the quantities consumed (*heavy users"
are always of particular interest to marketers), frequency and pur-
pose of use, the occasions under which consumption takes place
(sometimes referred to as “occasion segmentation”), and sensitivity
to such marketing variables as advertising, pricing, speed and other
service features, and availability of alternative delivery systems.

Target segment. After evaluating different segments in the
market, a firm should focus its marketing efforts by targeting one
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Types of Needs

Abraham Maslow identified five categories of human needs—physiological, safety, love,
esteem, and self-actualization—and proposed that basic needs like food and shelter must
be met before others can be fulfilled.® Although poverty, malnutrition, and lack of hous-
ing remain pressing issues around the world, including North America, physiological
needs have long ceased to be the sole issue for most residents of advanced industrialized
countries like the United States and Canada.

Greater prosperity means that increasing numbers of individuals are seeking to sat-
idy social and self-actualization needs. These needs create demand for more sophisti-
cated goods and services. For instance, travel and leisure services have been a major ben-
eficiary of increased disposable income, leading many firms to develop a variety of
enticing vacation packages. However, as customer needs and preferences continue to
evolve, the leisure industry needs to adapt its offerings accordingly.

In North America, as in other highly developed regions of the world, there is evi-
dence that many consumers are reaching the point where they have most of the phys-
ical goods they want and are now turning to services to fill new or still unmet needs.
Increased spending on more elaborate vacations, sports, entertainment, restaurant
meals, and other service experiences is assuming greater priority, even at the expense of
spending slightly less on physical goods. According to Daniel Bethamy of American
Express, consumers want "memorable experiences, not gadgets."* This shift in con-
sumer behavior and attitudes provides opportunities for those service companies that
understand and meet changing needs, continuing to adapt their offerings over time as
needs evolve. For example, some astute service providers have capitalized on the
increased interest in extreme sports by offering services like guided mountain climbs,
paragliding, white water rafting trips, and mountain biking adventures. And new finan-
cid services (like online investment brokers) have been introduced to cash in on con-
sumers' willingness to risk their financial futures by trading in the stock market.® The
notion of service experiences also extends to business and industrial situations; con-
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or more segments that fit well with the firm's capabilities and >- What do customers in each segment see as our firm's
goals. Target segments are often defined on the basis of several competitive advantages and disadvantages? Are the latter
variables. For instance, a hotel in a particular city might target correctable?

prospective guests who shared such user characteristics as
() traveling on business (demographic segmentation), (2) visiting
clients within a defined area around the hotel (geographic segmen-
tation), and (3) willing to pay a certain daily room rate (user
response).

Issues for research. When studying the marketplace, service
marketers should be looking for answers to such questions as:

we target?

>e |n what useful ways can the market for our firm's service
be segmented?

> \What are the needs of the specific segments that we have
identified?

>- Which of these segments best fits both our institutional
mission and our current operational capabilities?

>- In light of this analysis, which specific segment(s) should

>e How should we differentiate our marketing efforts from
those of the competition to attract and retain the types of
customers that we want?

*- What is the long-term financial value to us of a loyal cus-
tomer in each of the segments that we currently serve
(and those that we would like to serve)?

>e How should our firm build long-term relationships with
customers from the target segments? And what strategies
are needed to create long-term loyalty?
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sider the example of modern trade shows where exhibitors, including manufacturers,
set out to engage the customer's interest through interactive presentations and even

entertainment.®

Expectations and How They Are Formed

expectations: internal
standards that customers use
tojudge the quality of a
service experience.

Customers' expectations about what constitutes good service vary from one business
to another. For example, although accounting and veterinary surgery are both profes-
sional services, the experience of meeting an accountant to talk about your tax returns
tends to be very different from visiting a vet to get treatment for your sick pet.

Expectations are also likely to vary in relation to differently positioned service providers
in the same industry. While travelers expect no-frills service for a short domestic flight

Club Med Responds to
Changing Customer Needs

When Gilbert Trigano launched "Club Med" in the 1950s, the con-
cept of holiday villages, offering limitless food and innumerable
sporting activities in splendid natural surroundings at a single
price, was unique. It also reflected a significant change in social
behavior. Trigano recognized the emergence of a new, younger
segment among French and other European consumers, who were
influenced by growing affluence and American values rather than
traditional formality. The Club Med concept provided an attractive
form of escapism with its informality and friendly customer service
from an enthusiastic staff. The atmosphere attracted a crowd that
was primarily young, affluent, educated, and single. These people
enjoyed sports, travel, and exotic locations. It was a burgeoning
market.

By the late 1960s, Club Med, with its communal lifestyle—
which included shared huts, group activities, and large dining
tables designed to break down social barriers between guests—
had captured the spirit of the times. In the 1970s and 1980s, as
standards of living and status-seeking behavior continued to grow,
leisure became a much more important part of people's lives. Club
Med opened villages around the world and epitomized the ultimate
leisure experience: a relatively expensive holiday, either at the
beach or at winter ski villages in the mountains.

Yet 10 years later, problems began to emerge. The group's
financial situation weakened and there was widespread criticism
that the "Club concept" had become outdated. Critics claimed that
younger people were now more individualistic and no longer valued
the kinds of group activities for which Club Med was renowned.
Finding new young customers was becoming harder and harder.
Meantime, the Club's most loyal customers had grown older and
had different interests and needs. Rather than seeking ways to

have fun as "swinging singles," these guests were concerned
about what to do with their children on vacation. They were also
interested in achieving a healthy lifestyle, including nutritious food,
low-impact exercises, and other ways to restore physical and emo-
tional well-being. By 1990, the conspicuous consumption of the
1980s was also giving way to more emphasis on value for money.
The emergence of low-price, all-inclusive holiday package tours
was eroding Club Med's traditional customer base, yet the Club had
not lowered its own prices in response.

After huge losses in 1996, the Trigano family was ousted from
the daily running of the company, and Philippe Bourguignon—who
had turned Disneyland Paris around—was brought in to revive the
Club. In his words, "Club Med has tried to be everything for every-
one. But you have to make choices___" His plan was to enhance
value for money, attract a younger clientele, and extend the vaca-
tion season by providing services such as entertainment, sports,
and cafes throughout the year rather than simply during an annual
holiday. His approach was aimed at meeting the needs of two very
different kinds of segments—the younger, value-conscious market
that Club Med had not yet succeeded in winning over and the
mature group of customers who had been the backbone of Club
Med's past success but whose loyalty was now at risk.

To meet the needs of younger consumers, Bourguignon
immediately closed several unprofitable villages and converted a
number of others into lower-priced camps branded as "Club
Aquarius."The traditional Club Med concept has been redesigned
in order to be more responsive to the "creature comfort" require-
ments of older, existing customers. Many Club Med resorts now
cater to families and have special activities to keep children
occupied while parents enjoy a much-needed jog on the beach or
a massage in the spa.
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on a discount carrier, they would undoubtedly be very dissatisfied with that same level
of service on a full-service airline flying from Los Angeles to Sydney, or from Toronto to
Paris, even in economy class. Consequently, it's very important for marketers to under-
stand customer expectations of their own firm's service offerings—especially as they
relate to specific product elements.

When individual customers or corporate purchasing department employees evalu-
ate the quality of a service, they may be judging it against some internal standard that
existed prior to the service experience.” Perceived service quality results from cus-
tomers comparing the service they perceive they have received against what they
expected to receive. People's expectations about services tend to be strongly influenced
by their own prior experience as customers—with a particular service provider, with
competing services in the same industry, or with related services in different industries.
If they have no relevant prior experience, customers may base their prepurchase expec-
tations on factors like word-of-mouth comments, news stories, or the firm's marketing
efforts.

Over time, certain norms develop for what to expect from service providers
within a given industry. As we discussed in Chapter 3, roles and scripts help reinforce
these expectations for both customers and service employees. Norms are also affected
by customer experiences and supplier-controlled factors like advertising, pricing, and
the physical appearance of the service facility and its employees. For example,
Americans don't expect to be greeted by a doorman and a valet at a Motel 6, but they
certainly do at a Ritz-Carlton hotel, where service levels are known to be much
higher.

Customer expectations may also vary from one industry to another, reflecting
industry reputations and past experience. In many countries, people have lower expec-
tations of government service providers than they do of private companies.
Expectations may even vary within different demographic groups (e.g., between men
and women, older and younger consumers, or blue- versus white-collar workers).To
make things more complicated, expectations aso differ from country to country. For
instance, while it may be acceptable and unsurprising for a train to arrive several hours
late in some countries, rail schedules are so precise in Switzerland that the margin for
error is measured in seconds.

The Components of Customer Expectations

Customer expectations embrace several different elements, including desired service,
adequate service, predicted service, and a zone of tolerance that fdls between the desired
and adequate service levels.® The model shown in Figure 4.2 shows how expectations
for desired service and adequate service are formed.

Desired and Adequate Service Levels The type of service customers hope to
receive is termed desired service. It is a "wished for" level—a combination of what
customers believe can and should be delivered in the context of their personal needs.
However, most customers are realistic and understand that companies can't always
deliver the level of service they would prefer; hence, they also have a threshold level of
expectations, termed adequate service, which is defined as the minimum level of
service customers will accept without being dissatisfied. Among the factors that set this
expectation are situational factors affecting service performance and the level of service
that might be anticipated from alternative suppliers. The levels of both desired and
adequate service expectations may reflect explicit and implicit promises by the provider,
word-of-mouth comments, and the customer's past experience (if any) with this
organization.®

desired service: the
"wished for" levd of service
quality that a customer
believes can and should be
delivered.

adequate service: the
minimum level of service that
a customer will accept
without being dissatisfied.
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FIGURE 4.2
Factors That Influence
Customer Expectations of
Service

predicted service: the leve
of service quality a customer
believes a firm will actualy
deliver.

zone of tolerance: the
range within which
customers are willing to
accept variations in service
deivery.
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Personal Needs |—— Service Promises
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— Past Experience
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Source: Adapted from Valarie A. Zeithaml, Leonard A. Berry, and A. Parasuraman, "The Nature and Determinants of Customer Expectations
of Service," Journal of the Academy of Marketing Science 21, no. 1 (1993): 1-12.

Predicted Service Level The level of service that customers actually anticipate
receiving is known as predicted service, which directly affects how they define
"adequate service" on that occasion. If good service is predicted, the adequate level will
be higher than if poorer service is predicted. Customer predictions of service may be
situation specific. For example, from past experience, customers visiting a museum on a
summer day may expect to see larger crowds if the weather is poor than if the sun is
shining. So a 10-minute "wait to buy tickets on a cool, rainy day in summer might not
fal below their adequate service level.

Zone of Tolerance The inherent nature of services makes consistent service
delivery difficult across employees in the same company and even by the same service
employee from one day to another. The extent to which customers are willing to accept
this variation is called the zone of tolerance (shown in Figure 4.2). A performance
that falls below the adequate service level will cause frustration and dissatisfaction,
whereas one that exceeds the desired service level will both please and surprise
customers, creating the "customer delight" that we discussed earlier in this chapter.
Another way of looking at the zone of tolerance is to think of it as the range of service
within which customers don't pay explicit attention to service performance. When
service fals outside this range, customers will react either positively or negatively.

The zone of tolerance can increase or decrease for individual customers depending
on factors like competition, price, or importance of specific service attributes. These
factors most often affect adequate service levels (which may move up or down in
response to situational factors), while desired service levels tend to move up very slowly
in response to accumulated customer experiences. Consider a small-business owner
who needs some advice from her accountant. Her ideal level of professional service may
be a thoughtful response by the next business day. But if she makes the request at the
time of year when all accountants are busy preparing corporate and individual tax
returns, she will probably know from experience not to expect a fast response. Although
her ideal service level probably won't change, her zone of tolerance for response time
may be much broader because she has a lower adequate service threshold.
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HOW CUSTOMERS EVALUATE
SERVICE PERFORMANCES

Service performances—especially those that contain few tangible clues—can be diffi-
cult for consumers to evaluate. As a result, there is a greater risk of making a purchase
that proves to be disappointing. If a customer buys a physical good that proves unsatis-
factory, the product can usually be returned or replaced—although this action may
require extra effort on the customer's part. These options are not as readily available
with services, although some services can be repeated. Consider the four process-based
categories of service introduced in Chapter 2. In the case of possession-processing services,
repeating the performance may be an acceptable option. For example, a cleaning service
can reclean an office if a customer complains about the quality of thejob. By contrast,
people-processing services that are performed on people's bodies may be hard to reverse. A
bad haircut must be grown out, and the consequences of a faulty surgical operation or a
poorly done tattoo may last a lifetime.

Mental stimulus-processing services like education, live entertainment, or sporting
events can also be difficult to "replace" if quality does not meet customers' expectations.
Theatergoers cannot realistically ask for their money back if actors perform their roles
poorly or the script is bad. Sports fans can't expect refunds if their favorite team plays
badly. (But they do find ways of letting the players know of their dissatisfaction! One
university recently prohibited people from booing in the football stadium when the
home team was playing poorly.) Similarly, universities don't usually compensate students
for poor quality classroom experiences. Even if a college let dissatisfied students repeat
classes free of charge with a different instructor, those students would still incur signifi-
cant extra time and psychological costs.

Finally, information-based services present risks for customers when service quality is
unsatisfactory. Banking or accounting errors may not be noticed until later, by which
time damage may have been done to a customer's reputation (e.g., a check was
returned rather than paid, or a faulty tax return was filed). Customers who receive a
questionable consulting recommendation or medical opinion have the option of
seeking a second opinion, but that will involve extra money, time, and even psycho-
logical costs.

A Continuum of Product Attributes

As we've pointed out, one of the basic differences between goods and services is that
services are harder for customers to evaluate. We also briefly mentioned that product
attributes could be divided into search, experience, and credence properties.** We'll
expand on the concept of these three categories here, since they provide a useful frame-
work for understanding how consumers evaluate different types of market offerings. All
products can be placed on a continuum ranging from "easy to evaluate" to "difficult to
evaluate" depending on whether they are high in search attributes, experience attrib-
utes, or credence attributes. As shown in Figure 4.3, most physical goods are located
toward the left of the spectrum, with services to the middle or right.

Search Attributes Physical goods tend to emphasize those attributes that allow
customers to evaluate a product before purchasing it. Features like style, color, texture,
taste, and sound allow prospective consumers to try out, taste test, or "test drive" the
product prior to purchase. These tangible attributes help customers understand and
evaluate what they will get in exchange for their money and reduce the sense of
uncertainty or risk associated with the purchase occasion. Goods such as clothing,
furniture, cars, electronic equipment, and foods are high in search attributes.

product attributes: all
features (both tangible and
intangible) of agood or
service that can be evaluated
by customers.

search attributes: product
characteristics that
consumers can readily
evaluate prior to purchase.
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FIGURE 4.3
How Product Attributes
Affect Ease of Evaluation

experience attributes:
product performance
fesatures that customers can
only evaluate during service
delivery.

credence attributes:
product characteristics that
customers may not be able to
evaluate even after purchase
and consumption.
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Source: Adapted from Valarie A. Zeithaml, "How Consumer Evaluation Processes Differ Between Goods and Services," in J. H. Donnelly
and W. R. George, Marketing of Services (Chicago: American Marketing Association, 1981).

Experience Attributes When attributes can't be evaluated prior to purchase,
customers must "experience" the service to know what they are getting. Holidays, live
entertainment performances, sporting events, and restaurants fal into the experience
attributes category. Although people can examine brochures, scroll through Web sites
describing the holiday destination, view travel films, or read reviews by travel experts, they
can't realy evaluate or feel the dramatic beauty associated with hiking in the Canadian
Rockies or the magic of scuba diving in the Caribbean until they actually experience
these activities. Nor can customers aways rely on information from friends, family, or
other personal sources when evaluating these and similar services, because different people
may interpret or respond to the same stimuli in different ways. Think about your own
experiences in following up on recommendations from friends to see a particular film.
Although you probably walked into the theater with high expectations, you may have felt
disappointed after viewing the film if you didn't like it as much as your friends did.

Credence Attributes Product characteristics that customers find impossible to
evaluate confidently even after purchase and consumption are known as credence
attributes, because the customer is forced to trust that certain benefits have been
delivered, even though it may be hard to document them. For example, relatively few
people possess enough knowledge about financial markets to assess whether their
stockbroker got the best possible returns on their invested funds. Patients can't usually
evaluate how well their dentists have performed complex dental procedures. And most
college students must simply have faith that their professors are providing them with a
worthwhile educational experience!

Strategic Responses to Difficulties in Evaluating Services

Most goods fall to the left of the continuum in Figure 4.3, since they are high in search
properties. Most services, however, tend to be located from the center to the right of the
continuum. The reason for this relates to two of the basic differences between goods and
services that we discussed in Chapter 1: intangibility of service performances and vari-
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ability of inputs and outputs (which often leads to quality control problems). These
characteristics present special challenges for service marketers, requiring them to find
ways to reassure customers and reduce the perceived risks associated with buying and
using services whose performance and value can't easily be predicted.

Intangibility of Service Performances Marketers whose products are high in
experience characteristics often try to provide more search attributes for their
customers. One approach is to offer a free trial. Some providers of online computer
services have adopted this strategy. For example, AOL offers potential users a free
software diskette and the chance to try its services without charge for a certain number
of hours. This reduces customers' concerns about entering into a paid contract without
first being able to test the service. AOL hopes that consumers will be "hooked" on its
Web services by the end of the free trial period.

Advertising is another way to help customers visualize service benefits. For
instance, the only tangible thing credit card customers get directly from the company is
a smal plastic card, followed at monthly intervals by an account statement. But that's
hardly the essence of the benefits provided by this low-contact service. Think about the
credit card advertisements you've seen recently. Did they promote the card itself or did
they feature exciting products you could purchase and exotic places to which you could
travel by using your card? Such advertisements stimulate consumer interest by showing
physical evidence of the benefits of credit card use.

Providers of services that are high in credence characteristics have an even greater
challenge. Their benefits may be so intangible that customers can't evaluate the quality
of what they've received even after the service has been purchased and consumed. In
this case, marketers often try to provide tangible cues to customers about their services.
Professionals like doctors, architects, and lawyers often display their degrees and other
certifications for the same reason—they want customers to "see" the credentials that
qualify them to provide expert service. Many professional firms have developed Web
dtes to inform prospective clients about their services, highlight their expertise, and
even showpiece successful past engagements.

Variability and Quality Control Problems The continuum of product attributes
in Figure 4.3 also has implications for another distinguishing service characteristic—the
degree of customer involvement in the production process. Products that are highest in
search attributes are most often physical goods that are manufactured in a factory with no
customer involvement, then purchased and consumed. Quality is much easier to control
in this situation since the elements of production can be more closely monitored and
failures spotted before the product reaches the customer. In fact, some manufacturers like
Motorola claim to be able to guarantee product quality at the so-called six-sigma level—
that is 99.999 percent! However, quality control for services that fdl in the experience
and credence ranges is complicated by customer involvement in production.

Evaluations of such services may be affected by customers' interactions with the
physical setting of the business, employees, and even other customers. For example, your
experience of a haircut may combine your impression of the hair salon, how well
you can describe what you want to the stylist, the stylist's ability to understand and
do what you've requested, and the appearance of the other customers and employees
in the salon. Stylists note that it's difficult for them to do a good job if customers are
uncooperative.

Many credence services have few tangible characteristics and rely on the expertise
of a professional service provider to provide a quality offering. In this case, providers
must be able to interact with customers effectively to produce a satisfactory product.
Problems can occur when this interaction doesn't produce an outcome that meets cus-
tomers' expectations, even though the service provider may not be at fault.
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Service providers must also work hard to maintain consistent levels of quality. This
is more difficult when production involves direct interaction with service employees,
whose performances are likely to vary from one day to another. But customers don't
want variations in quality, as Michael Flatley, the Irish founder, director, and lead
dancer of Lord of the Dance knows. As he said once in a television interview, "The peo-
ple who drive hundreds of miles to see this show . . . they don't want to know I'm
almost 39 . . . they don't want to know my legs are sore . . . they don't want to know |
go home and put my feet in ice.They just want to know that what they're seeing is the
best show ever—tonight, not tomorrow night!"*? Flatley's insistence on providing the
best performance possible every time has produced results—his company achieves
sold-out performances around the world, and audiences often show their appreciation
by giving the dancers a standing ovation. He has recently moved from dancing to pro-
ducing the shows, counting on the younger dancers to provide consistently thrilling

performances.

Progressive Insurance
Delights Its Customers

Progressive Insurance Corporation is one of the largest writers of
private passenger auto insurance in the United States. The firm
prides itself on providing extraordinary customer service—and its
accomplishments in this area are impressive. Its industry-leading
innovations have included Immediate Response, the first 24/7
claims service in the industry, and claims representatives traveling
in Immediate Response Vehicles (introduced in 1994) that can
come straight to the scene of an accident. Consider the following
scenario.

> The crash site in Tampa, Florida, was chaotic and tense. Two
cars were damaged and although the passengers weren't
bleeding, they were shaken up and scared. Lance Edgy, a
senior claim representative for Progressive, arrived on the
scene just minutes after the collision, bearing a clipboard, a
camera, and a cassette recorder. He calmed the victims and
advised them on medical care, repair shops, police reports,
and legal procedures. Edgy then invited William McAllister,
Progressive's policyholder, into an air-conditioned van
equipped with comfortable chairs, a desk, and two cellular
phones. Even before the tow trucks cleared away the
wreckage, Edgy had offered his client a settlement for the
market value of his totaled 1988 Mercury Topaz. McAllister,
who did not appear to have been at fault in this accident,
stated in amazement: "This is great—someone coming
right out here and taking charge. | didn't expect it at all.”

Progressive Insurance continues to find new ways to delight
its customers. Its Web site, progressive.com, recently won top hon-

ors for the second year in a row from G6émez.com (an Internet qual-
ity measurement firm). Progressive was cited for pleasantly sur-
prising its customers with consumer-friendly innovations and
extraordinary customer service.

William McAllister, the unfortunate auto accident victim in the
scenario described above, experienced something unusual. He
was actually delighted at the service provided by his insurance
company! But what is delight? Is it more than just a very high level
of satisfaction? One view is that achieving delight requires focus-
ing on what is currently unknown or unexpected by the customer.
In short, it's more than just avoiding problems—the “zero de-
fects" strategy. Managers of companies like Progressive that are
known for their commitment to quality believe that satisfaction
is not enough, making comments such as "we must take quality
beyond customer satisfaction to customer delight" and "sheer
survival means companies have to deliver more than customer
satisfaction.”

The results of a research project done by Oliver, Rust, and
Varki*® suggest that delight is a function of three components: (1)
unexpectedly high levels of performance, (2) arousal (e.g., sur-
prise, excitement), and (3) positive affect (e.g., pleasure, joy, or
happiness). Satisfaction is a function of positively disconfirmed
expectations (better than expected) and positive affect. These
researchers ask "If delight is a function of surprisingly unex-
pected pleasure, is it possible for delight to be manifest in truly
mundane services and products, such as newspaper delivery or
trash collecting?"

Source: Ronald Henkoff, "Service is Everybody's Business," Fortune, June 27, 1994; Progressive insurance Corporation Web site, www.progressive.com, January 2001.
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How Perceived Quality Relates to Satisfaction

The terms "quality" and "satisfaction" are sometimes used interchangeably. But some
researchers believe that perceived service quality isjust one component of customer
satisfaction, which also reflects price/quality trade-offs, and personal and situational
factors.*

Satisfaction can be defined as an attitude-like judgment following a purchase act
or a series of consumer product interactions.® Most studies are based on the theory
that the confirmation/disconfirmation of preconsumption product standards is the
essential determinant of satisfaction.’® This means that customers have certain ser-
vice standards in mind prior to consumption (their expectations), observe service
performance and compare it to their standards, and then form satisfaction judgments
based upon this comparison. The resulting judgment is labeled negative disconftrmation
if the service is worse than expected, positive disconftrmation if better than expected,
and simple confirmation if as expected. When there is substantial positive disconfir-
mation, plus pleasure and an element of surprise, then customers are likely to be
delighted. Having read the vignette about Progressive Insurance (see box), think
about your own insurance provider—if you have one—and the kind of service you
receive. Are you delighted with the service—or even satisfied? However, once cus-
tomers have been delighted, their expectations are raised. They will be dissatisfied if
service levels return to previous levels, and it will take more effort to "delight" them
in the future.

Why is satisfaction important to service managers? There's evidence of strategic
links between the level of customer satisfaction and a firm's overall performance.
Researchers from the University of Michigan found that on average, every 1 percent
increase in customer satisfaction is associated with a 2.37 percent increase in a firm's
Return on Investment (ROI).*® Fournier and Mick state:

Customer satisfaction is central to the marketing concept. . . . [I]t is now common to find
mission statements designed around the satisfaction notion, marketing plans and incen-
tive programs that target satisfaction as a goal, and consumer communications that trum-
pet awards for satisfaction achievements in the marketplace.

Some marketers claim that the phrase "your satisfaction is guaranteed or your
money back" has become a standard promise for many businesses. However, customer
satisfaction is not an end in itself. Instead, it's the means to achieving key business
goals. First, satisfaction is inextricably linked to customer loyalty and relationship
commitment. Second, highly satisfied (delighted) customers spread positive word-of-
mouth. They become walking, talking advertisements for an organization whose
service has pleased them, thus lowering the cost of attracting new customers. First
Direct, the all-telephone bank described in the opening story for Chapter 3, has
gained huge numbers of new customers from recommendations by its existing
account holders. Recommendations are particularly important for providers of ser-
vices that are high in credence attributes, such as professional service firms.The qual-
ity of legal, accounting, consulting, and engineering services, for example, is hard to
evaluate in advance of purchase, so positive comments by a satisfied client reduce the
risk for a new purchaser.

Third, highly satisfied customers may be more forgiving. Someone who has
enjoyed good service delivery many times in the past is more likely to believe that a ser-
vice failure is a deviation from the norm. It may take more than one unsatisfactory inci-
dent for strongly loyal customers to change their perceptions and consider switching to
an alternative supplier. In this respect, high levels of customer satisfaction act like an
insurance policy against the impact of a single failure. Finally, delighted customers are
less susceptible to competitive offerings than customers who are simply satisfied or are
unhappy with their current service provider.

service quality: customers
long-term, cognitive
evaluations of afirm's service
delivery.

customer satisfaction: a
short-term emotional
reaction to a specific service
performance.
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purchase process: the
stages a customer goes
through in choosing,
consuming, and evaluating a
Service.

prepurchase stage: the
first stagein the service
purchase process, where
customers identify
alternatives, weigh benefits
and risks, and make a
purchase decision.

FIGURE 4.4
The Purchase Process:
Customer Activities in

Selecting, Using, and
Evaluating Service

THE PURCHASE PROCESS FOR SERVICES

When customers decide to buy a service to meet an unfilled need, they go through
what is often a complex purchase process. This process has three separate stages: the
prepurchase stage, the service encounter stage, and the postpurchase stage, each contain-
ing two or more steps (see Figure 4.4).

Prepurchase Stage

The decision to buy and use a service is made in the prepurchase stage. Individual
needs and expectations are very important here because they influence what alterna-
tives customers will consider. If the purchase is routine and relatively low risk, cus-
tomers may move quickly to selecting and using a specific service provider. But when
more is at stake or a service is about to be used for the first time, they may conduct an
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intensive information search (contrast how you approached the process of applying to
college versus buying a pizza or a hamburger!). The next step is to identify potential
suppliers and then weigh the benefits and risks of each option before making a final
decision.

This element of perceived risk is especially relevant for services that are high in
experience or credence attributes and thus difficult to evaluate prior to purchase and
consumption. First-time users are especially likely to face greater uncertainty. Risk per-
ceptions reflect customers' judgments of the probability of a negative outcome. The
worse the possible outcome and the more likely it is to occur, the higher the perception
of risk. Different types of perceived risks are outlined in Table 4.1.

When customers feel uncomfortable with risks, they can use a variety of methods
to reduce them during the prepurchase stage. In fact, you've probably tried some of
the following risk-reduction strategies yourself before deciding to purchase a service:

>- Seeking information from respected personal sources (family, friends, peers)
>- Relying on a firm with a good reputation

>» Looking for guarantees and warranties

>- Visiting service facilities or trying aspects of the service before purchasing
»- Asking knowledgeable employees about competing services

>- Examining tangible cues or other physical evidence

>e¢ Using theWeb to compare service offerings

Type of Risk Examples of Customer Concerns

Functional risk (unsatisfactory
performance outcomes)

Wil this training course give me the skill 1 need to get a better job?

Will this credit card be accepted wherever and whenever 1 want to make a
purchase?

Will the dry cleaner be able to remove the stains from this jacket?

Financial risk (monetary loss,
unexpected costs)

Will 1 lose money if 1 make the investment recommended by my stockbroker?
Will 1 incur lots of unanticipated expenses if 1 go on this vacation?
Will repairing my car cost more than the original estimate?

Temporal risk (wasting time,
consequences of delays)

Will 1 have to wait in line before entering the exhibition?

Will service at this restaurant be so slow that 1 will be late for my afternoon
meeting?

Will the renovations to our bathroom be completed before our friends come to
stay with us?

Physical risk (personal injury
or damage to possessions)

Will 1 get hurt if 1 go skiing at this resort?
Will the contents of this package get damaged in the mail?
Will 1 fall sick if 1 travel abroad on vacation?

How can 1 be sure this aircraft won't crash?
Will the consultant make me feel stupid?
Will the doctor's diagnosis upset me?

Psychological risk (personal
fears and emotions)

Social risk (how others
think and react)

What will my friends think of me if they learn 1 stayed at this cheap motel?
Will my relatives approve of the restaurant 1 have chosen for the family reunion
dinner?

Will my business colleagues disapprove of my selection of an unknown law
firm?

Sensory risk (unwanted impacts « Will 1 get a view of the parking lot from my room, rather than the beach?
on any of the five senses) Will the bed be uncomfortable?

Will 1 be kept awake by noise from the guests in the room next door?
Will my room smell of stale cigarette smoke?

Will the coffee at breakfast taste disgusting?

TABLE 4.1
Perceived Risks in
Purchasing and Using
Services
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service encounter stage:
the second stage in the
service purchase process
where the service delivery
takes place through
interactions between
customers and the service
provider.

postpurchase stage: the
find stage in the service
purchase process where
customers evaluate service
quality and their
satisfaction/dissatisfaction
with the service outcome.

One strategy to help reduce the risk perceived by customers is to educate them about
the features of the service, describe the types of users who can most benefit from it, and
offer advice on how to obtain the best results.

Service Encounter Stage

After deciding to purchase a specific service, customers experience one or more con-
tacts with their chosen service provider. The service encounter stage often begins
with submitting an application, requesting a reservation, or placing an order. As we saw
in Chapter 3, contacts may take the form of personal exchanges between customers and
service employees, or impersonal interactions with machines or computers. In high-
contact services, such as restaurants, health care, hotels, and public transportation, cus-
tomers may become actively involved in one or more service processes. Often, they
experience a variety of elements during service delivery, each of which may provide
clues to service quality.

Service environments include al of the tangible characteristics to which cus-
tomers are exposed. The appearance of building exteriors and interiors; the nature of
furnishings and equipment; the presence or absence of dirt, odor, or noise; and the
appearance and behavior of other customers can al serve to shape expectations and per-
ceptions of service quality.

Service personnel are the most important factor in most high-contact service
encounters, where they have direct, face-to-face interactions with customers. But they
can also affect service delivery in low-contact situations like telephone-based service
delivery. Knowledgeable customers often expect employees to follow specific scripts
during the service encounter; excessive deviations from these scripts can lead to dissat-
isfaction. Handling service encounters effectively on the part of the employee usually
combines learned skills with the right type of personality.

Support services are made up of the materials and equipment plus al of
the backstage processes that allow front stage employees to do their work properly.
This element is critical, because many customer-contact employees can't perform
their jobs well without receiving internal services from support personnel. As an old
service-firm axiom goes: "If you aren't servicing the customer, you are servicing
someone who is.""?

Other Customers When customers use people-processing or mental stimulus-
processing services, they often find themselves in close proximity to other customers.
Waiting rooms at a medical clinic may be filled with other patients; trains, buses, or
aircraft are usually carrying many passengers at once, requiring travelers to sit next to
strangers. Similarly, restaurants serve many patrons simultaneously, and a successful play
or film will attract a large audience (in fact, the absence of an audience is a bad sign!).
Unfortunately, some of these other customers occasionally behave badly, thus detracting
from the service experience. Managers need to anticipate such incidents and have
contingency plans in place for how to deal with the different types of problems that
might occur.

Postpurchase Stage

During the postpurchase stage, customers continue a process they began in the service
encounter stage—evaluating service quality and their satisfaction/dissatisfaction with the
service experience. The outcome of this process will affect their future intentions, such as
whether or not to remain loyal to the provider that delivered service and whether to pass
on positive or negative recommendations to family members and other associates.
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Customers evaluate service quality by comparing what they expected with what
they perceive they received. If their expectations are met or exceeded, they believe they
have received high-quality service. If the price/quality relationship is acceptable and
other situational and personal factors are positive, then these customers are likely to be
satisfied. As a result, they are more likely to make repeat purchases and become loyal
customers. However, if the service experience does not meet customers' expectations,
they may complain about poor service quality, suffer in silence, or switch providers in
the future.??

MAPPING THE CUSTOMER'S SERVICE
EXPERIENCE

In order to design a service that meets or exceeds the expectations of its customers, ser-
vice providers not only need to know what customers want but also to understand the
nature of their actual experiences, especially during the service encounter stage. In the
high-contact service environments common to most people-processing services, cus-
tomers usually arrive at a service site with certain expectations.Their subsequent behav-
ior, however, may be shaped by the nature of the physical environment, the employees
they encounter, the sequence in which different activities take place, and by the roles
that they are expected to play. Recent research suggests that consumers' expectations are
continuously updated during the course of a service encounter, with final evaluations of
service quality reflecting these updated expectations, rather than the expectations held
before the encounter began.?®

Managers and service employees are often unaware of the full extent of cus-
tomers' service experiences. An effective way to gain insights into customer behavior
during service delivery is to create a description, in sequence, of the steps that both
customers and employees go through in a given service environment. These steps can
be shown visually using a tool called a flowchart. By identifying each contact
between customers and a service provider, flowcharts can highlight problems and
opportunities in the service delivery process as they affect customers during front
stage activities. They may also suggest a need to examine backstage supporting
processes.

Developing a Flowchart

Flowcharting can be usefully applied to any type of service and the technique is relevant
to both high-contact and low-contact service environments. The objectives of the exer-
cise are threefold:

1. Understand each step in the process that constitutes the customer's overall expe-
rience with the service;

2. ldentify what encounters customers have with different service personnel, spe-
cific physical facilities, and equipment; and

3. Relate the customers' behavior and experience at each step to the backstage
activities needed to create quality service in timely fashion front stage.?*

Developing a flowchart begins by identifying each interaction that a particular type
of customer has when using a specific service. Managers need to distinguish between the
core product and the supplementary service elements we discussed in Chapter 2; in fact,
flowcharting is a very useful way of figuring out what these supplementary elements
actually are. Interactions should be depicted in the sequence in which they normally
occur. Service delivery is like a river flowing through time: Some activities take place

flowchart: avisud
representation of the steps
involved in delivering service
0 customers,
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"upstream," others "downstream." At each step, management needs to ask: What do cus-
tomers really want (perhaps they would like to speed up this step or even avoid it alto-
gether)? What are their expectations? And where is the potential for failure at this step?

Let's illustrate flowcharting with a simplified model of a service to which most
readers can relate fairly easily: a stay at a hotel (Figure 4.5). As with many services, the
customer's first encounter 'with a hotel involves a supplementary service rather than
the core product (which is basically rental of a bedroom for a night's sleep). The ini-
tial step, for most business travelers, is to make a reservation.This action may be taken
some time before the visit actually takes place, typically by telephone or through the
Internet.

On arrival, guests traveling by car will need to park the vehicle (perhaps a valet will
do it for them).The next step is to check in at reception, after which an employee may
offer to carry the bags and escort guests to their rooms. Hence, four service encounters
occur before guests even reach their rooms! Before retiring for the night, a guest may
choose to use several more services, such as dinner at one of the hotel restaurants or
watching a pay-TV movie. After rising, guests may request that room service deliver
breakfast. Then guests may make phone calls before checking out and asking a valet to
retrieve their cars from the parking garage.

In this flowchart, the customer's experience is depicted, in simplified form, as a
series of boxes in linear sequence. Note that the core product—a bed for the night—is
surrounded by a variety of supplementary services. Some hotel guests might use more
supplementary services than those shown in the flowchart, others fewer. A variety of
activities is taking place backstage, too, behind the scenes, but these activities are not
shown here. In fact, each step front stage is supported by a series of backstage activities,
including assignment of gtaff, maintenance of facilities and equipment, and capture, stor-
age, and transfer of information. As you review this flowchart, ask yourself: At what
points might the poor performance by staff members or misbehavior by other cus-
tomers spoil a guest's experience? And as the hotel manager, what strategy would you
plan for anticipating and handling such problems?

The Value of Flowcharting

Marketers find flowcharting particularly useful for defining the point(s) in the process at
which the customer uses the core service and identifying the different supplementary
services that make up the overall service package.

Although some service encounters are very brief and consist of just a few discrete
delivery steps—such as a taxi ride or a simple haircut—others may extend over a longer
time frame and involve multiple steps. A leisurely restaurant meal might stretch over a
couple of hours or more, while a visit to a theme park might last al day. From arrival to
departure, the one-night hotel visit described above probably lasts at least 12 to 14 hours;
and the first step, the reservation, may take place days or even weeks prior to arrival.

FIGURE 4.5

Flowcharting a Customer's
Visit to a Hotel

Make Arrive; Check in Bellhop Use Guest
Reservation [ Valet | — at L Carries | Room
(Phone or Web) Parking Reception Bags to Room Facilities

Meal Served
in Restaurant
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As customers interact with representatives of the service firm, impersonal delivery
systems such as Web sites, the physical environment of the service encounter, and—in
high-contact environments—other customers—they are exposed to information that
can influence both their expectations and their evaluations of the service. In Chapter 3,
we used the term "moments of truth" to highlight the importance of the impressions
created by airline passengers' contacts with staff before, during, and after a flight. A key
question for managers is whether customers' expectations change during the course of
service delivery in light of the perceived quality of sequential steps in the process. (You
might want to reflect on whether your own impressions and expectations change dur-
ing the course of an extended service performance.) Idealy, service firms should try to
provide consistently high performance at each step in service delivery. But in reality,
many service performances are inconsistent.

It's difficult to improve service quality and productivity unless you fully understand
the customer's involvement in a given service environment. Speeding up processes and
weeding out unnecessary steps to avoid wasted time and effort are often important ways
to improve the perceived value of a service. When we come to discuss design of new
services in Chapter 8, we introduce a more structured version of the flowchart known
as a service blueprint that includes what takes place backstage, out of the customer's
sight.

Conclusion

Successful service firms are well informed about their customers and are selective about
the prospects that they target. Underlying this focus is the concept of market segmenta-
tion, which groups both individual consumers and corporate buyers according to their
expressed or implied needs, their observed or reported behavior, readiness to use tech-
nology, or other marketing-relevant variables.

Gaining a better understanding of how customers evaluate, select, use, and occa-
sionally abuse services should lie at the heart of strategies for designing and delivering
the service product. It aso has implications for choice of service processes, presentation
of physical evidence, and use of marketing communications—not least for educational
purposes. Several of the distinctive characteristics of services (especially intangibility and
quality control problems) result in customer evaluation procedures that differ from
those involved in evaluating physical goods.

Because the consumer evaluation and purchase processes for many services are
complex, service managers need to understand how customers view the service offering
and to explore the factors that determine customer expectations and satisfaction. To
understand service usage, it's helpful to employ flowcharting, which provides a visual
picture of the service delivery process from the customer's perspective.

Watch Retire Room Service Make Check Out, Retrieve
et Pay-TV Movie for Delivers - Phone Pay Car,
in Room Night Breakfast Calls Cashier Depart
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Study Questions and Exercises

1.

Review Figure 4.1. Which technographical category are you in? What factors
have influenced your consumption of high-tech goods and services?

. Is it ethical for companies to target specific customer groups (like the elderly and

children)? Explain your response.

3. Describe search, experience, and credence attributes and give examples of each.

. Explain why services are harder than goods for customers to evaluate.

5. How are customers' expectations formed? Explain the difference between desired

service and adequate service with reference to a service experience you've had
recently.

. What role do needs play in consumer purchase behavior?
. Define the three stages in the purchase process for services.

. Choose a service that you are familiar with and create a simple flowchart for it.

Define the "front stage" and "backstage" activities.
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Chapterf ive

Relationship Marketing
and Customer Loyalty

Creating a Formula for Success
in Ski Resorts

Located high in the Coast Mountain range of British Columbia,
Whistler and Blackholm ski resorts receive an average of some
30 feet (9 meters) of snow each year and claim to offer the longest
ski season and largest skiable terrain in North America.
Vancouver-based Intrawest Corporation, whose other ski properties
include Mammoth in California, Copper Mountain in Colorado,
Stratton in Vermont, and Mont Tremblant in Quebec, owns the two
resorts.

Whistler and Blackholm, located 75 miles (120 km) northeast of
Vancouver, offer the greatest vertical drop of any ski mountains in
North America—one vertical mile (1600 m)! Day skiers from
Vancouver and its suburbs were originally Whistler and Blackholm's
only source of business—and the resort still courts their loyalty with
big savings on season passes. But by creating a major destination
resort, Intrawest has been able to appeal to vacationers from across
the continent and even overseas. Whistler's appeal is evident from the
fact that it has been named the number one ski resort on the North
American continent by three different ski magazines. This recognition
has boosted the ski resort's success, since skiers' vacation destination
preferences tend to be shaped by the best facilities they have experi-
enced, heard about from their friends, seen on TV, or read about in
magazines.

Intrawest's management believes that it has created a formula
for success. The strategy begins with enhancing the skiing experi-
ence on each mountain. The skiers' experiences on the slopes must

be good if they are to remain loyal customers. This means that
Intrawest must provide well-maintained trails that will satisfy skiers
from beginners to experts, plus sufficient lift capacity to avoid lengthy
delays.

Recent investments to improve facilities at Whistler and
Blackholm have included replacing old chairlifts with new express
"quads" to improve reliability, increase lift capacity, and reduce waiting
times. Recognizing the growing popularity of snowboarding, the com-
pany also purchased a new Pipe Dragon, a unique machine used to
shape and groom snowboard half-pipes. Meantime, a wide range of
new trails was opened at Blackholm. New snow cats were purchased
for trail grooming, and upgrades were made to snowmaking equip-
ment to ensure good skiing conditions, even on days when Mother
Nature is not cooperative. To appeal to summer visitors, Intrawest
expanded the trail system for the Whistler Mountain Bike Park. New
construction at the base includes improved guest services and a chil-
dren's facility with one-stop check-in, a learning center, and a special
kids' shuttle train to the gondola.

In addition to enhancing the ski facilities, Intrawest also wanted
to provide an attractive and lively resort community so that people
would choose to stay longer. After all, apres-ski activities are part of
the appeal of a ski vacation for many people! Satisfied skiers have
started coming back more often and spending more money. They have
also told their friends about their positive experiences. This has cre-
ated a larger customer base of new and returning customers, who
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have helped finance the construction of more lodging and additional
attractions.

Intrawest is now drawing even more people to the resort by
increasing its year-round activities to maximize the use of shops,
hotels, convention facilities, and restaurants. The resort's goal is to
expand its target market (and profitability) by including non-skiers
in its customer base. Intrawest is also encouraging customers to
purchase condominiums or chalets, since property owners tend to
come back more often throughout the year. After all, the mountains
are lovely in summer and fall as well as in winter and early spring
when there is still snow on the upper slopes for skiing. And the
resort operators can also manage properties on behalf of their own-
ers, who can receive income by renting to other visitors.
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Learning Objectives___

After reading this chapter, you should
be able to

set priorities for targeting specific
customer segments

understand that not all customers
are equally attractive to a firm

recognize the role of customer
loyalty in determining financial
success

calculate the value of a customer
who remains loyal to a firm

provide examples of customer loyalty
programs

identify different types of customer
misbehaviors and strategies for
handling them
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target segments: segments
selected because their needs
and other characteristics fit
well with a specific firm's
gods and capabilities.

Airborneskier at Whistler.

TARGETING THE RIGHT CUSTOMERS

Intrawest targets customers who will enjoy the skiing experience that it offers, can
afford this relatively expensive sport, and are also likely to purchase additional services at
the resort. It also appeals to non-skiers looking for a mountain vacation. This company
is not alone in recognizing the need for ongoing investments to keep current customers
loyal and to appeal to prospective customers. Managers in innovative service firms con-
stantly debate what new services or improvements in product elements they need to
offer to attract and retain customers in attractive target segments. Whistler would not
have grown to its present size if it had continued to rely on skiers from nearby
Vancouver, which is close enough to allow residents to make an easy day trip to the
slopes. Its carefully planned growth is designed to attract vacationers who will spend a
week or more at the resort.

In this chapter, we continue to examine the question, WIitat customers should we
serve and how should we relate to them? (see the service decision framework in Figure
1.1, page 49). In particular, we emphasize the importance of asking: Wtich customer rela-
tionships are worth developing and preserving? A service business must take a focused
approach to its markets, targeting prospects in the desired segments, while seeking to
avoid those it cannot hope to serve profitably. In the case of nonprofit organizations,
where financial profits are not the goal (except in fundraising), the objective should be
to focus on attracting and serving those customers who are central to the organization's
mission.

Acquiring the right customers is only the beginning. The real challenge lies in
building a relationship with them, growing the volume of business they transact, and
maintaining their loyalty over a long period of time. Even when customers fit the
desired profile, a few may prove through undesirable behavior to be candidates for
prompt termination rather than retention. Although some believe the saying "the cus-
tomer is aways right,” that's not true in every instance. We address this issue in more
depth later in the chapter when we discuss the different ways in which customers may
misbehave.
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FROM TRANSACTIONS TO RELATIONSHIPS

Too many service firms still focus on the number of customers they serve without giv-
ing sufficient attention to the value of each customer. As David Maister emphasizes,
marketing is about getting better business, not just more business.’Volume alone is not
a good measure of excellence, sustainability, or profitability. Generally speaking, cus-
tomers who buy more frequently and in larger volumes are more profitable than occa-
sional users. Consider your own behavior. Do you have a favorite restaurant where you
often eat with friends or family? Is there a movie theater that you patronize regularly?
Are you a frequent customer at your local laundromat? If you answered yes to any of
these questions, then you are probably a lot more valuable to the management of these
different organizations than a one-time visitor who isjust passing through town. The
revenue stream from your purchases may amount to a considerable sum over the course
of the year. (You would probably be quite surprised if you calculated the amount!)

Sometimes your value as a frequent user is openly recognized and appreciated. In
these situations, you feel that the business is tailoring its service features, including
schedules and prices, to foster a relationship with you and encourage your long-term
loyaty. But at other times, you may feel that nobody in the organization knows or cares
who you are.You may be a valuable customer, but you certainly don't feel valued. Thus
you are not likely to remain loyal if an opportunity arises to switch to another service
provider. Well-managed organizations work hard to develop relationships with desirable
customers and to grow the volume of business that they conduct. That strategy is usu-
dly a wise use of marketing resources, since it may cost a firm five to six times as much
to attract a new customer as it does to retain an existing one.?

Building relationships with desirable customers can be very profitable. But what
constitutes a relationship? One transaction—or even a series of transactions—does not
necessarily represent a relationship. Mutual recognition and knowledge between the
parties is required for a relationship to exist.When each transaction between a customer
and a service provider is essentially separate and anonymous, with no long-term record
of a customer's purchasing history and little or no mutual recognition between the cus-
tomer and the firm's employees, then no meaningful marketing relationship can be said
to exist.

A word of caution is in order at this point. Not all customers want to have in-depth
relationships with the firms whose services they buy. Some people prefer to patronize
several suppliers, either because they enjoy variety or because they like to search for the
best terms on any given purchase. Some dislike constant contact from a firm—by mail,
telephone, or e-mail—informing them about new developments and selling them new
services. Others are worried about privacy. They don't like the idea of a firm gathering
detailed information about their background and product usage behavior, because they
worry that this information might be sold or otherwise made available to other organi-
zations without their permission.The advent of the Internet as an interactive marketing
channel has increased these concerns.”

The Nature of Service Relationships

Although some services involve discrete transactions, in other instances purchasers
receive service on a continuing basis. But even when transactions are separate and inde-
pendent, there may still be opportunities to create an ongoing relationship. The different
nature of these situations offers an opportunity for categorizing services. First, we can
ask: Does the supplier enter into a formal membership relationship with customers,
as with telephone subscriptions, banking, and the family doctor? Or is there no defined
relationship? And second: Is the service delivered on a continuous basis, as in insurance.

transaction: an event
during which an exchange of
value takes place between
two parties.

member ship

relationship: aformalized
relationship between the firm
and a specified customer that
may offer special benefits to
both parties.
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TABLE 5.1

Relationships with
Customers

Type of Relationship Between
the Service Organization and its Customers
Nature of “Membership” No Formal
Service Delivery Relationship Relationship
Continuous Delivery Insurance Radio station
of Service Cable TV subscription Police protection
College enrollment Lighthouse
Banking Public highway
Discrete Transaction Long-distance calis from Car rental
subscriber phone Mail service
Theater series subscription Toll highway
Travel on cormnmuter ticket Pay phone
Repair under warranty Mavie theater
Health treatment for Public transportation
HMO member Restaurant

broadcasting, and police protection? Or is each transaction recorded and charged sepa-
rately? Table 5.1 shows the resulting matrix, with examples in each category.

A membership relationship is a formalized relationship between the firm and an
identifiable customer, who signs up in advance for service. Firms in the top left quadrant
of Table 5.1 are natural "membership" organizations; customers must apply in advance
before they can receive service. Such relationships have the potential to offer special
benefits to both parties, because the potential exists for both sides to get to know each
other better.

The advantage to the service organization of having membership relationships is
that it knows who its current customers are, what they spend, and (usually) when,
where, and how often they use the services offered. This information can be valuable for
segmentation purposes if good records are kept and the data are readily accessible in a
format that lends itself to computerized analysis. Knowing the identities and addresses
of current customers enables the organization to make effective use of direct mail
(including e-mail), telemarketing, and personal sdles calls—all highly targeted methods
of marketing communication. In turn, members can be given access to special numbers
or even designated account managers to facilitate their communications with the firm.

Discrete transactions—when each usage involves a payment to the service supplier
by an essentially "anonymous" consumer—are typical of services like transportation,
restaurants, cinemas, and shoe repair shops. The problem for marketers of such services
is that they are usually less informed about who their customers are and what use each
customer makes of the service than their counterparts in membership-type organiza-
tions. But firms that sell their services on a transactional basis to anonymous customers
can create relationships with frequent users by selling the service in bulk (for instance, a
theater series subscription or a commuter ticket on public transport) and recording the
customers name and address. Another approach is to offer extra benefits to customers
who agree to register with the firm so that their usage can be tracked (for example, loy-
alty programs for hotels, airlines, and car rental firms). In this way, an organization can
shift at least part of its customer base from the bottom right quadrant of the matrix
shown in Table 5.1 to the bottom left one.

In small businesses such as hair salons, frequent customers are (or should be) wel-
comed as "regulars" whose needs and preferences are remembered. Keeping formal
records of customers' needs, preferences, and purchasing behavior is useful even in small
firms. Accurate records eliminate the need for employees to ask repetitive questions dur-
ing every service encounter. Customer data can also be used to personalize the service
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given to each customer. In large companies with substantial customer bases, transactions
can be transformed into relationships by opening accounts, maintaining computerized
customer records, and instituting account management programs that provide cus-
tomers with a telephone number to call for assistance or a designated account represen-
tative. Long-term contracts between suppliers and their business customers take the
nature of relationships to a higher level, transforming them into partnerships and strate-
gic aliances.

The different types of service relationships shown in Table 5.1 have important
implications for pricing.Whenever service is offered on an ongoing basis, there can be a
single periodic charge covering all contracted services. Most insurance policies fal in
this category, as do tuition and board fees at a residential college. The big advantage of
this package approach is its simplicity. In other instances, the price paid by "members" is
tied to the number and type of specific transactions and may also include a base sub-
scription fee.While more complex to administer, such an approach recognizes variations
in usage patterns and may discourage wasteful use of the service. In these cases, "mem-
bers" may be offered advantages over casual users—for instance, discount rates (tele-
phone subscribers pay less for long-distance cals made from their own phones than do
pay phone users) or advance notification and priority reservations (such as theater sub-
scriptions). Some services require no fee and are available to all. The final category in
Table 5.1 represents continuously delivered services like broadcasting, police protection,
lighthouse services, and public roads that are typically funded by advertising, donations,
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or tax revenues.

Micro-Segmentation at the
Royal Bank of Canada

At least once a month, Toronto-based analysts at the Royal Bank of
Canada (the country's largest bank) use data modeling to segment
its base of 10 million customers. The segmentation variables
include credit risk, current and projected profitability, life stage,
likelihood of leaving the bank, channel preference (whether cus-
tomers like to use a branch, the call center, or the Internet), product
activation (how quickly customers actually use a product they have
bought), and propensity to purchase another product. Says a senior
vice president, "Gone are the days when we had mass buckets of
customers that would receive the same treatment or same offer on
a monthly basis. Our marketing strategy is [now] much more per-
sonalized. Of course, it's the technology that allows us to do that."

The main source of data is the marketing information file,
which records what products customers hold with the bank, the
channels they use, their responses to past campaigns, transac-
tional data, and details of any restrictions on soliciting customers.
Ancther source is the enterprise data warehouse, which stores
billing records and information from every document that a new or
existing customer fills out.

Source: Meredith Levinson, "Slices of Lives," CIO Magazine, 15 August 2000.

Royal Bank analysts run models based on complex algorithms
that can slice the bank's massive customer database into tightly
profiled micro-segments that are based on simultaneous use of
several variables, including the probability that target customers
will respond positively to a particular offer. Customized marketing
programs can then be developed for each of these micro-seg-
ments, giving the appearance of a highly personalized offer. The
data can also be used to improve the bank's performance on
unprofitable accounts by identifying these customers and offering
them incentives to use lower-cost channels.

An important goal of Royal Bank's segmentation analysis is
to maintain and enhance profitable relationships. The bank has
found that customers who hold packages of several services are
more profitable than those who don't. These customers also stay
with the bank an average of three years longer. As a result of
the sophisticated segmentation practices at Royal Bank, the
response rates to its direct marketing programs have jumped
from an industry average of only 3 percent to as high as 30
percent.
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relationship marketing:
activities aimed at developing
long-term, cost-effective links
between an organization and
its customers for the mutual
benefit of both parties.

Relationship Marketing

There's a fundamental distinction in marketing between strategies intended to bring
about a single transaction and those designed to create extended relationships with cus-
tomers. Relationship marketing involves activities aimed at developing long-term,
cost-effective links between an organization and its customers for their mutual benefit.
Among the approaches used by service firms to maintain and enhance relationships are
such basics as treating customers fairly, offering service augmentations, and treating each
customer as though he or she were a segment of one—the essence of mass customiza-
tion. Service "extras" often play a key role in building and sustaining relationships
between vendors and purchasers of industrial goods.

Research by Coviello, Brodie, and Munro suggests that there are three distinct cat-
egories of relationship marketing: database marketing, interaction marketing, and net-
work marketing.®

Database Marketing In this type of marketing, the focus is on the market
transaction but includes information exchange. Marketers rely on information
technology—in the form of a database or the Internet—to form a relationship with
targeted customers and retain their patronage over time. However, the nature of these
relationships is often not a close one, with communication being driven and managed
by the seller. Technology is used to (1) identify and build a database of current and
potential customers, (2) deliver differentiated messages based on consumers'
characteristics and preferences, and (3) track each relationship to monitor the cost of
acquiring the consumer and the lifetime value of the resulting purchases.” Although
technology can be used to personalize the relationship (as in word-processed letters that
insert the customer's name), relations remain somewhat distant, as illustrated by utility
services such as electricity, gas, and cable TV.

Interaction Marketing A closer relationship exists in situations where there is direct
interaction between customers and company representatives (in person or by telephone
and e-mail). Although the service itself remains important, people and social processes
also add value through interactions that may include negotiations and mutual sharing of
information. This type of relationship has long existed in many local environments
where buyer and seller know and trust each other, ranging from community banks to
dentistry. It is also commonly found in many business-to-business services. Both the
firm and the customer are prepared to invest resources to develop a mutually beneficial
relationship. This investment may include time spent sharing and recording
information. As service companies grow, they face the challenge of maintaining
satisfying relationships with customers as new technologies encourage a shift from high-
to low-contact service.

Network Marketing We often say that someone is a "good networker" because he
or she is able to put individuals in touch with others who have a mutual interest. This
type of marketing occurs primarily in a business-to-business context, where firms
commit resources to develop positions in a network of relationships with customers,
distributors, suppliers, the media, consultants, trade associations, government agencies,
competitors, and even the customers of their customers. Often a team of individuals
within a supplier's firm must collaborate to provide effective service to a parallel team
within the customer organization. However, the concept of networking is also relevant
in consumer marketing environments where customers are encouraged to refer friends
and acquaintances to the service provider.
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CREATING AND MAINTAINING
VALUED RELATIONSHIPS

For the service provider, a valued relationship is one that is financially profitable in the
long run. In addition, the benefits of serving a customer may extend beyond revenues to
include such intangibles as the knowledge and pleasure obtained from working with
that customer over time. In a healthy and mutually profitable relationship, both parties
have an incentive to ensure that it extends for many years. The seller, in particular, rec-
ognizes that it pays to take an investment perspective. The initial costs of acquiring new
customers and learning about their needs—which may even make the account unprof-
itable in the short run—are justified by the expectation of future profits.

How do customers define a valued relationship? It's one in which the benefits
received from service delivery significantly exceed the associated costs of obtaining
them. Research suggests that relational benefits for individual consumers include greater
confidence, social benefits, and special treatment (see the boxed discussion on "How
Customers See Relational Benefits").Valued relationships in business-to-business ser-
vices are largely dependent on the quality of the interactions between individuals at
eech of the partnering firms. "As relationships strengthen over a period of time," Piyush
Kumar observes, "the service provider's personnel often assume the role of outsourced
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departments and make critical decisions on behalf of their clients."

How Customers See
Relational Benefits

What benefits do customers gain from an extended relationship
with a service firm? In personal interviews, respondents were
asked to identify service providers that they used on an ongoing
basis and discuss any benefits they received as a result of being a
regular customer. Their comments included the following:

>e "| like him [hair stylist] He's really funny and always
has lots of good jokes. He's kind of like a friend now."

>e "| know what I'm getting—I know that if | go to a restau-
rant that | regularly go to, rather than taking a chance on
all of the new restaurants, the food will be good."

>« | often get price breaks. The little bakery that | go to in the
morning, every once in a while, they'll give me a free muf-
fin and say, 'You're a good customer, it's on us today."

*- "You can get better service than drop-in customers ....
We continue to go to the same automobile repair shop
because we have gotten to know the owner on a kind of
personal basis, and he... can always work us in."

> "Once people feel comfortable, they don't want to switch
to another dentist. They don't want to train or break a new
dentistin."

After evaluating and categorizing such comments, the
researchers designed a second study. Subjects were told to select
a specific service provider with which they had a strong, estab-
lished relationship. They were then asked to indicate what benefits
they received from this relationship and how important these ben-
efits were to them. Analysis of the results showed that most of the
benefits could be grouped into three clusters.

Confidence benefits—the most important group—included
feelings by customers that in an established relationship there was
less risk of something going wrong, more confidence in correct
performance, greater ability to trust the provider, lowered anxiety
when purchasing, better knowledge of what to expect, and an
expectation of receiving the firm's highest level of service.

Social benefits involved mutual recognition between cus-
tomers and employees, being known by name, friendship with the
service provider, and enjoyment of certain social aspects of the
relationship.

Special treatment benefits included better prices, discounts or
special deals that were unavailable to most customers, extra ser-
vices, higher priority when there was a wait, and faster service than
most customers.

Source: Kevin P. Gwinner. Dwayne D. Gremler, and Mary Jo Bitner, "Relational Benefits in Services Industries: The Customer's Perspective," Journal of the Academy of Marketing Science

26, no, 2 (1998): 101-114.



104 PART TWO « THE SERVICE

loyalty: acustomer's
voluntary decision to
continue patronizing a
specific firm over an
extended period of time.

FIGURE 5.1
The Links in the Service-
Profit Chain

CUSTOMER

The Loyalty Effect

Loyalty is an old-fashioned word, traditionally used to describe fidelity and enthusi-
astic devotion to a country, cause, or individual. More recently, in a business context,
it has been used to describe a customer's willingness to continue patronizing a firm
over the long term, purchasing and using its goods and services on a repeated and
preferably exclusive basis, and voluntarily recommending it to friends and associates.
"Few companies think of customers as annuities," says Frederick Reichheld, author
of The Loyalty Effect, and a major researcher in this field.® And yet that is precisely
what a loyal customer can mean to a firm: a consistent source of revenues over a
period of many years. However, this loyalty cannot be taken for granted. It will only
continue as long as the customer feels that he or she is receiving better value (includ-
ing superior quality relative to price) than could be obtained by switching to another
supplier.

There are many possible ways to disappoint customers through service quality
failures. A major source of disappointment, especially in high-contact situations, is
poor performance by service employees. Researchers believe that there is an explicit
link between customers' satisfaction with service and employees' satisfaction with
their jobs (Figure 5.1). To the extent that service workers are capable, enjoy their
jobs, and perceive themselves as well treated by their employer, they will be moti-
vated to remain loyal to that firm for an extended period of time rather than con-
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Source: James L. Heskett, Thomas O. Jones, Gary W. Loveman, W. Earl Sasser, Jr., and Leonard A. Schlesinger, "Putting the Service Profit
Chain to Work," Harvard Business Review, March-April 1994. Copyright© 1994 by the President and Fellows of Harvard College.
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stantly switching jobs. Competent and loyal workers tend to be more productive
than new hires, to know their customers well, and to be better able to deliver high-
quality service. In short, employee loyalty can contribute to customer loyalty
through a series of links referred to as the "service profit chain."

"Defector" was a nasty word during the Cold War in the mid-1900s. It described
didoyd people who sold out their own side and went over to the enemy. Even when
they defected to "our" side, rather than away from it, they were still suspect. Today, the
term defection is being applied to customers who transfer their brand loyalty to
another supplier. Reichheld and Sasser popularized the term "zero defections,” which
they describe as keeping every customer the company can profitably serve. (As we've
dready said, there are always some customers a firm is not sorry to lose.) Not only
does a rising defection rate indicate that something is wrong with quality—or that
competitors offer better value—it may also signal the risk of a future decrease in rev-
enues. Profitable customers don't necessarily disappear overnight; they may signal their
mounting disaffection by steadily reducing their purchases. Observant firms record cus-
tomer purchase trends carefully and are quick to respond with recovery strategies in
the event of decreased purchases, customer complaints, or other indications of service
failure.

Realizing the Full Profit Potential of a Customer Relationship

How much is a loyal customer worth in terms of profits? In a classic study, Reichheld
and Sasser analyzed the profit per customer in many different industries, categorized by
the number of years that a customer had been with the firm.*®> They found that the
longer customers remained with a firm in each of these industries, the more profitable
they became to the company. Annual profits per customer, which have been indexed
over a five-year period for easier comparison, are summarized for four different service
industries in Figure 5.2.
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Source: Based on data in Frederick F. Reichheld and W. Earl Sasser, Jr., "Zero Defections: Quality Comes to Services," Harvard Business
Review, October 1990.

defection: a customers
decision to transfer brand
loyalty from a current service
provider to a competitor.

FIGURE 5.2

How Much Profit a
Customer Generates Over
Time
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TABLE 5.2
Worksheet for Calculating
Long-Term Customer Vaue

According to Reichheld and Sasser, four factors work to the supplier's advantage in
creating incremental profits over an extended period of time. In order of magnitude at
the end of a seven-year period, these factors are:

1. Profit derived from increased purchases (or higher account balances in credit card or
banking environments). Over time, business customers often grow larger and
need to purchase in greater quantities. Individuals may purchase more as their
families grow or as they become more affluent. Both types of customers may
decide to consolidate their purchases with a single supplier who provides high-
quality service.

2. Profitfrom reduced operating costs. As customers become more experienced, they
make fewer demands on the supplier (for instance, less need for information and
assistance). They may also make fewer mistakes when involved in operational
processes, thus contributing to greater productivity.

3. Profit from referrals to other customers. Positive word-of-mouth recommendations
are like free sadles and advertising, saving the firm from having to invest as much
money in these activities.

4. Profitfrom price premium. New customers often benefit from introductory pro-
motional discounts whereas long-term customers are more likely to pay regular
prices. Moreover, when customers trust a supplier they may be more willing to
pay higher prices at peak periods or for express work.

Reichheld argues that the economic benefits of customer loyalty noted above
often explain why one firm is more profitable than a competitor. Further, the
upfront costs of attracting these buyers can be amortized over many years. For
insights on how to calculate customer value in any given business, see the worksheet
in Table 5.2.

It's important to note that not all loyal customers are necessarily profitable. Banks
and telephone companies, for instance, have many small accounts whose revenues do
not cover the costs of servicing them. Reinarz and Kumar suggest that the loyalty model
works best in situations where customers enter into a formal membership relationship
with the supplier.”* When such a relationship is absent, then customers are free to shop
around each time they need to make a transaction.

Acquisition Ongoing Use Year 1 Year 2 Year 3 Year n
Initial Revenue Annual revenues
Application fee? Annual account fee®
Initial purchase® Sales
Service fees?

Value of referrals?
Total Revenues

Initial Costs Annual Costs
Marketing: Account Management =
Credit check?® Cost of sales -
Account set up? Write-offs (e.g., bad debts) _

Less Total Costs

Net Profit (Loss)
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For profit-seeking firms, the potential value of a customer should be a key driver in
marketing strategy. Grant and Schlesinger state:

Achieving the full profit potential of each customer relationship should be the fundamen-
tal goal of every business. . . . Even using conservative estimates, the gap between most
companies current and full potential performance is enormous}*

They suggest analysis of three gaps between actual and potential performance:

>e What percentage of its target customers does a firm currently have, and what
percentage could it potentially obtain? (If there is a large gap between a firm's
current share and its potential, then it may make sense to develop strategies to
attract new customers.)

>e What is the current purchasing behavior of customers in each target segment?
What would the impact be on sales and profits if they exhibited the ideal behav-
ior profile of (1) buying al services offered by the firm, (2) never purchasing
from competitors, and (3) paying full price? (To get customers to buy more,
firms should examine opportunities to cross-sell new services to existing cus-
tomers. Frequent user programs that reward loyalty can help to strengthen rela-
tionships. But getting customers to pay higher prices than they are used to may
be difficult unless competitors are also trying to reduce the availability of dis-
count promotions.)

»- How long, on average, do customers remain with the firm? What impact would
it have if they remained customers for life? (As we showed earlier, the profitabil-
ity of a customer often increases over time. If valued customers are defecting, it
is important to identify the reasons why customers defect and then take correc-
tive action.)

Many elements are involved in gaining market share, cross-selling other products
and services to existing customers, and creating long-term loyalty. The process starts, as
we suggested earlier, by identifying and targeting the right customers, then learning
everything possible about their needs, including their preferences for different forms of
service delivery. However, there's a dark side to the emphasis on identifying and cater-
ing to an organization's most profitable customers. Some companies are making very lit-
tle effort to serve those customers who offer little or no financial value to the firm.
According to a recent Business Week article,

The result could be a whole new stratification of consumer society. The top tier may enjoy
an unprecedented level of personal attention, but customers who fall below a certain level
of profitability for too long may find themselves bounced from the customer rolls alto-
gether or facing fees that all but usher them out the door. . . . [MJarketers . . . are doing
everything possible to push their customers—especially low-margin ones—toward self-
service.'®

Such strategies take segmentation analysis and database marketing to a new extreme in
identifying which customers will be most profitable to a firm in the long run and
actively courting them at the expense of less-profitable segments.

Loyalty Reward Programs

The big challenge for service marketers lies not only in giving prospective customers a
reason to do business with their firms, but also in offering existing customers incentives
to remain loyal and perhaps even increase their purchases. Among the best-known
strategies for rewarding frequent users are the "frequent flyer" programs offered by pas-
senger airlines (see box).
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American Airlines was probably the first service firm to realize the value of its
customer database for learning more about the travel behavior of its best customers.
The company uses this data to create direct mail lists targeted at specific customers
(such as travelers who fly regularly between a certain pair of cities). The airline was
also quick to examine bookings for individual flights to see how many seats were
filled by frequent flyers, most of whom were probably traveling on business and
therefore less price sensitive than vacationers and pleasure travelers. This information
helped American to counter competition from low-cost discount airlines, whose pri-
mary target segment was price-conscious pleasure travelers. Rather than reducing all
fares on all flights between a pair of cities, American realized that it only needed to
offer a limited number of discount fares. These fares were available primarily on
those flights known to be carrying significant numbers of nonbusiness passengers.
Even on such flights, the airline would limit availability of discount fares by such

Reinforcing Loyalty by
Rewarding Frequent Flyers

American Airlines established the original "frequent flyer" pro-
gram in 1983. Targeted at business travelers (the individuals who
fly the most), this promotion enabled passengers to claim travel
awards based on the accumulated distance they had traveled on
the airline. "Miles" flown became the scoring system that entitled
customers to claim from a menu of free tickets in different
classes of service. American was taken by surprise at the enor-
mous popularity of this program. Other major airlines soon felt
obliged to follow and implemented similar schemes of their own.
Each airline hoped that its own frequent flyer program, branded
with a distinctive name such as "AAdvantage” (American) or
"Mileage Plus" (United), would induce a traveler to remain brand
loyal, even to the extent of some inconvenience in scheduling.
However, many business travelers enrolled in several programs,
thereby limiting the effectiveness of these promotions for individ-
ual carriers.

To make their programs more appealing, the airlines signed
agreements with regional and international carriers, "partner"
hotels, and rental car firms, allowing customers to be credited with
mileage accrued through a variety of travel-related activities. What
had begun as a one-year promotion by American Airlines was soon
transformed into a permanent—and quite expensive—part of the
industry's marketing structure. In due course, many international
airlines felt obliged to introduce their own frequent flyer programs,
offering miles (or kilometers) to compete with American carriers
and with each other.

As time passed, airlines in the United States started to use
double and triple mileage bonus awards as a tool for demand man-

agement, seeking to encourage travel on less-popular routes. A
common strategy was to award bonus miles for flying during the
low season when many empty seats were available or for changing
flights at an intermediate hub rather than taking a nonstop flight. To
avoid giving away too many free seats at peak time, some airlines
offered more generous redemption terms during off-peak times. A
few even created "blackout periods” during key vacation times like
Christmas and New Year, in order to avoid cannibalizing seat sales
to paying customers.

Competitive strategies often involved bonus miles, too, with
"bonus wars" breaking out on certain routes. At the height of its
mid-1980s battle with New York Air on the lucrative 230-mile (370
km) New York-Boston shuttle service, the PanAm Shuttle offered
passengers 2,000 miles for a one-way trip and 5,000 miles for a
round trip completed within a single day. Bonus miles were also
awarded for travel in first or business class. And bonuses might
also be used to encourage passengers to sample new services or
to complete market research surveys.

To record the mileage of passengers enrolled in their frequent
flyer programs, the airlines have had to install elaborate tracking
systems that capture details of each flight. They have also created
systems for recording and maintaining each member's current
account status. United uses its extensive customer database to
reward loyalty in a unique way. If a flight is canceled, passengers
are placed on a waiting list for the next available flight according to
how many miles they have accumulated. Thus more loyal cus-
tomers are given preferential treatment in terms of service and
convenience.
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means as requiring an advance purchase or an extended stay in the destination city,
making it difficult for business travelers to trade down from full fare to a discount
ticket.

One problem with frequent flyer programs is that customers who travel exten-
sively tend to belong to several different programs.To encourage loyalty to a single car-
rier, some airlines have added a points system, based upon the value of the customer's
business in a given year, notjust the mileage. For instance, at British Airways Executive
Club, travel in business class and first class qualifies, respectively, for double and triple
the number of points awarded in economy class, but discounted economy fares do not
qualify for points at all. Longer flights, being more expensive, yield more points. Once
club members have amassed a certain number of points, they receive silver or gold tier
status, valid for 12 months. This points-based reward system offers a number of privi-
leges, including automatic doubling of air miles for gold tier members and a 25 percent
bonus for silver tier members. A number of other airlines now use similar approaches,
but the tier system gives travelers an incentive to consolidate their flights with a single
airline.

Service businesses in other industries have sought to copy the airlines with fre-
quent user programs of their own. Hotels, car rental firms, telephone companies,
retailers, and even credit card issuers have been among those that seek to identify and
reward their best customers. For instance, the Safeway supermarket chain offers a
Club Card that provides savings on its own merchandise and discounts on purchases
of services from partner companies. Similarly, car rental firms offer vehicle upgrades
and hotels offer free rooms in vacation resorts. Not al companies offer their own
products as rewards; instead, many firms offer miles credited to an airline's frequent
flyer program since air miles have become a valuable promotional currency in their
own right.

Perhaps the most creative awards are those that even wealthy customers might find
difficult to obtain on their own. For example, Merrill Lynch recently offered its pre-
mium clients an opportunity to useVisa card points to "purchase" top seats at an award-

By specializing in cutting children's hair and
providing an appealing environment for them, this
salon hopes to build a relationship with both the
kids and their parents.
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winning Broadway musical or aVIP package to attend the 2001 All-Star Hockey Game
in Denver, including a champagne reception at which the legendary player, Gordie
Howe, was scheduled to speak.

Despite the popularity of customer loyalty programs, researchers claim that these
programs have proved "surprisingly ineffective" for many firms.To succeed in competi-
tive markets, they suggest that loyalty programs must enhance the overall value of prod-
uct or service and motivate loyal buyers to make their next purchase.’® In some
instances, like the airlines frequent flyer miles, the benefits are popular with customers
and virtually al players in the industry have felt obliged to offer a loyalty program.
Additional valued benefits for loyal airline customers often include priority reservation
and check-in services, use of airport lounges, and upgrades. In other industries, how-
ever, the benefits are not perceived as valuable enough to encourage loyalty or justify a
higher price than competitors. This may have been one reason why AT&T, facing fierce
price competition in the telecommunications industry, ended its "True Rewards" loy-
alty program in 1998.

The bottom line is that rewards alone will not enable a firm to retain its most desir-
able customers. If these customers are not delighted with the quality of service they
receive, or believe that they can obtain better value from a less-expensive service, they
may quickly become disloyal. No service business can afford to lose sight of the broader
goals of providing quality service and good value relative to the price and other costs of
service that customers incur.

Ending Unprofitable Relationships

Although our focus so far has been on increasing customer loyalty, not al of a firm's
existing customers may be worth keeping. Some customers no longer fit the firm's strat-
egy, either because that strategy has changed or because the customer's behavior and
needs have changed. Many relationships are no longer profitable for the firm, since they
cost more to maintain than the revenues they generate. Just as investors need to dispose
of poor investments and banks may have to write off bad loans, each service firm needs
to regularly evaluate its customer portfolio and consider terminating unsuccessful rela-
tionships. (Legal and ethical considerations, of course, will help determine whether it is
possible or proper to take such actions.)

Occasionally customers have to be terminated directly (although concern for
due process is still important). Bank customers who bounce too many checks, stu-
dents who are caught cheating on exams, or country club members who consistently
abuse the facilities (or staff and other members) may be asked to leave or face expul-
sion. In other situations, termination may be less confrontational. Banks have been
known to sell accounts that no longer fit with corporate priorities to other financial
institutions; the "traded" customers typically receive a letter in the mail or a phone
call from the new supplier informing them of the change. Professionals such as doc-
tors or lawyers may suggest to difficult or dissatisfied clients that they should con-
sider switching to another provider whose expertise or style is more suited to their
needs and expectations.

THE PROBLEM OF CUSTOMER MISBEHAVIOR

Customers who act in uncooperative or abusive ways are a problem for any organiza-
tion. But they have more potential for mischief in service businesses, particularly
those in which the customer comes to the service factory. As you know from your
own experience, the behavior of other customers can affect your enjoyment of a ser-
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vice. If you like classical music and attend symphony concerts, you expect audience
members to keep quiet during the performance, rather than spoiling the music by
talking or coughing loudly. By contrast, a silent audience would be deadly during a
rock concert or team sports event, where active audience participation adds to the
excitement. There is a fine line, however, between spectator enthusiasm and abusive
behavior by supporters of rival sports teams. Firms that fail to deal effectively with
customer misbehaviors risk damaging their relationships with al the other customers
they would like to keep.

Addressing the Challenge of Jaycustomers

Viditors to North America from other English-speaking countries are often puzzled by
the term "jaywalker," that distinctively American word used to describe people who
cross streets at unauthorized places or in a dangerous manner. The prefix "jay" comes
from a nineteenth-century slang term for a stupid person.We can create a whole vocab-
ulary of derogatory terms by adding the prefix "jay" to existing nouns and verbs. How
about "jaycustomer” for example, to denote someone who "jayuses" a service or "jaycon-
sumes' a physical product (and then "jaydisposes" of it afterwards)? We define ajaycus-
tomer as one who acts in a thoughtless or abusive way, causing problems for the firm,
its employees, and other customers.®’

Every service has its share of jaycustomers. But opinions on this topic seem to
polarize around two opposing views of the situation. One is denial: "The customer is
king and can do no wrong."The other view sees the marketplace of customers as posi-
tively overpopulated with nasty people who cannot be trusted to behave in ways that
self-respecting service providers should expect and require. The first viewpoint has
received wide publicity in gung-ho management books and in motivational presenta-
tions to captive groups of employees. But the second view often appears to be dominant
among cynical managers and employees who have been burned at some point by cus-
tomer misbehaviors. As with so many opposing viewpoints in life, there are important
grains of truth in both perspectives. What is clear, however, is that no self-respecting
firm would want to have an ongoing relationship with an abusive customer.

Six Types of Jaycustomers

Jaycustomers are undesirable. At worst, a firm needs to control or prevent their abusive
behavior. At best, it would like to avoid attracting them in the first place. Since defining
the problem is the first step in resolving it, let's start by considering the different seg-
ments of jaycustomers who prey upon providers of both goods and services. We've
identified six broad categories and given them generic names, but many customer-
contact personnel have come up with their own special terms. As you reflect on these
categories, you may be tempted to add a few more of your own.

The Thief Thisjaycustomer has no intention of paying and sets out to steal goods
and services (or to pay less than full price by switching price tickets or contesting
bills on baseless grounds). Shoplifting is a major problem in retail stores. What
retailers euphemistically call "shrinkage" is estimated to cost them huge sums of
money in annual revenues. Many services lend themselves to clever schemes for
avoiding payment. For those with technical skills, it's sometimes possible to bypass
electricity meters, access telephone lines free of charge, or circumvent normal cable
TV feeds. Riding free on public transportation, sneaking into movie theaters, or not
paying for restaurant meals are also popular. And we mustn't forget the use of
fraudulent forms of payment such as stolen credit cards or checks drawn on accounts
without any funds. Finding out how people steal a service is the first step in

jaycustomer: a customer
who acts in a thoughtless or
abusive way, causing
problems for the firm, its
employees, and other
customers.
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preventing theft or catching thieves and, where appropriate, prosecuting them. But
managers should try not to alienate honest customers by degrading their service
experiences. And provision must be made for honest but absent-minded customers
who forget to pay.

The Rulebreaker Just as highways need safety regulations (including "Don't
Jaywalk"), many service businesses need to establish rules of behavior for employees and
customers to guide them safely through the various steps of the service encounter.
Some of these rules are imposed by government agencies for health and safety reasons.
The sign found in many restaurants that states "No shirt, no shoes—no service"
demonstrates a health-related regulation. And air travel provides one of the best of
examples of rules designed to ensure safety—there are few other environments outside
prison where healthy, mentally competent, adult customers are quite so constrained
(albeit with good reason).

In addition to enforcing government regulations, suppliers often impose their own
rules to facilitate smooth operations, avoid unreasonable demands on employees, pre-
vent misuse of products and facilities, protect themselves legally, and discourage individ-
ual customers from misbehaving. Ski resorts, for instance, are getting tough on careless
skiers who pose risks to both themselves and others.*® Collisions can cause serious
injury and even death. So ski patrol members must be safety oriented and sometimes
take on a policing role. Just as dangerous drivers can lose their licenses, so dangerous
skiers can lose their lift tickets.

AtVal and Beaver Creek in Colorado, ski patrollers once revoked nearly 400 lift
tickets injust a single weekend. At Winter Park near Denver, skiers who lose their passes
for dangerous behavior may have to attend a 45-minute safety class before they can get
their passes back. Ski patrollers at Vermont's Okemo Mountain may issue warnings to
reckless skiers by attaching a bright orange sticker to their lift tickets. If pulled over
again for inappropriate behavior, such skiers may be escorted off the mountain and
banned for a day or more. "We're not trying to be Gestapos on the slopes,” says the
resort's marketing director, "just trying to educate people."

How should a firm deal with rulebreakers? Much depends on which rules have
been broken. In the case of legally enforceable ones—theft, bad debts, trying to take
guns on aircraft—the courses of action need to be laid down explicitly to protect
employees and to punish or discourage wrongdoing by customers. Company rules are a
little more ambiguous. Are they really necessary in the first place? If not, the firm should
get rid of them. Do they deal with health and safety? If so, educating customers about
the rules should reduce the need for taking corrective action. The same is true for rules
designed to protect the comfort and enjoyment of al customers. There are also unwrit-
ten social norms such as "thou shalt not jump the queue" (although this is a much
stronger cultural expectation in the United States or Canada than in many countries, as
any visitor to Paris Disneyland can attest!). Other customers can often be relied upon to
help service personnel enforce rules that affect everybody else; they may even take the
initiative in doing so.

There are risks attached to making lots of rules. They can make an organization
appear bureaucratic and overbearing. And they can transform employees, whose orien-
tation should be service to customers, into police officers who see (or are told to see)
their most important task as enforcing al the rules. The fewer the rules, the more
explicit the important ones can be.

The Belligerent You've probably seen him (or her) in a store, at the airport, in a
hotel or restaurant—red in the face and shouting angrily, or perhaps icily calm and
mouthing off insults, threats, and obscenities.'® Things don't always work as they should:
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Machines break down, service is clumsy, customers are ignored, a flight is delayed, an
order is delivered incorrectly, staff are unhelpful, a promise is broken. Or perhaps the
customer in question is expressing resentment at being told to abide by the rules.
Service personnel are often abused, even when they are not to blame. If an employee
lacks authority to resolve the problem, the belligerent may become madder till, even to
the point of physical attack. Drunkenness and drug abuse add extra layers of
complication (see the box "Air Rage"). Organizations that care about their employees
go to great efforts to develop skills in dealing with these difficult situations. Training

Air Rage: Unruly Passengers
a Growing Problem

door of an airliner 20 minutes before it was scheduled to land in
Joining the term "road rage"—coined in 1988 to describe angry, gait Lake City

aggressive drivers who threaten other road users—is the newer term, ,, testimony before the U.S. Congress, an airline captain
"air rage." Perpetrators of air rage are violent, unruly passengers who speaking for the Air Line Pilots Association declared, "Passenger
endanger flight attendants, pilots, and other passengers. Incidents of interference is the most pervasive security problem facing air-

air rage are perpetrated by only a tiny fraction of all airline passen- lines® A Urowing nurnber of carriers are takjng air rage perp€ira-

gers—reportedly about 5,000 times a year—but each incident in the tors 10 court NOrthwest Airlines permanently blacklisted three vio-

air may affect the comfort and safety of hundreds of other people. |ent travelers from flying on its aircraft. British Airways gives out
Acts of violence may be committed against employees or the "warning cards” to any passenger getting dangerously out of con-

aircraft itself. On a flight from Orlando (Florida) to London, a  rol. Some airlines carry physical restraints to subdue out-of-con-
drunken passenger smashed a video screen and began ramming a trot pass€ngers until they can be handed over to airport authorities,
window, telling fellow passengers they were about to "get sucked n Apri] 2000, the US. Congress increased the civil penalty for air
out and die." The crew strapped him down and the aircraft made rage fram $ 100 t0 $25,000 in an attempt to discourage passen-
an unscheduled landing in Bangor (Maine), where U.S. marshals gers from Misbehaving. Criminal penalties—a $10,000 fine and up
arrested him. Another unscheduled stop in Bangor involved a drug 20 years in jail—can also be imposed for the most serious inci-
smuggler flying from Jamaica to the Netherlands. When a balloon dents However, airlines have been reluctant to publicize this infor-

filled with cocaine ruptured in his stomach, he went berserk, mation forfear of @ppearing confrontational or intimidating,
pounding a bathroom door to pieces and grabbing a female pas- what causes air rage? Researchers suggest that air travel has
senger by the throat. become increasingly stressful as a result of crowding and longer
On a flight from London to Spain, a passenger who was ilights; the airlines themselves may have contributed to the prob-
already drunk at the time of boarding became angry when a flight |em by SQUeezing rows of seats more tightly together and failing to

attendant told him not to smoke in the lavatory and refused to explain delays Findings suggest that risk factors for air travel
serve him another drink. Later, he smashed her over the head with stress inclucle anxietY an(j an @nger-prone personality; they also

a duty-free vodka bottle before being restrained by other passen- show that traveling on unfamiliar routes is more stressful than on a
gers (she required 18 stitches to close the wound). Other danger-  tamiliar orie Another factor may be restrictions on smoking,
ous incidents have included throwing hot coffee at flight atten- Ainines are trainjnd their employees to handle violent individ-

dants, head butting a copilot, invading the cockpit and disengaging uals and 10 spot pron|em Passengers before they start causing seri-

the autopilot, throwing a flight attendant across three rows of ous problems. Some carriers offer travelers specific suggestions on
seats, and attempting to open an emergency door in flight. In now to relax during long flights. And a few European airlines are
August 2000, a violent passenger was restrained and ultimately considering offering nicotine patches to passengers who are des-
suffocated by other passengers after he kicked through the cockpit perate for a sMoke but are no longer allowed to light up.

Source: Daniel Eisenberg, "Acting Up in the Air," Time, 21 December 1998; Carol Smith, "Air Travel Stress Can Make Life Miserable," Seattle Post Intelligencer, syndicated article, August
1999; "Air Rage Capital: Bangor Becomes Nation's Flight Problem Drop Point," The Baltimore Sun, syndicated article, September, 1999; “Airlines Strangely Mum About New Fine," The
Omaha World-Herald, syndicated article, 25 September 2000; and Metanie Trottman and Chip Cummins, "Passenger's Death Prompts Calls for Improved 'Air Rage' Procedures," The Wall
Street Journal, 26 September 2000.
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exercises that involve role-playing help employees develop the self-confidence and
assertiveness that they need to deal with upset, belligerent customers (sometimes
referred to as "irates"). Employees aso need to learn how to defuse anger, calm anxiety,
and comfort distress (particularly when there is good reason for the customer to be
upset with the organization's performance).

What should an employee do when an aggressive customer brushes off attempts
to defuse the situation? In a public environment, one priority should be to move the
person away from other customers. Sometimes supervisors may have to arbitrate dis-
putes between customers and staff members; at other times, they need to stand
behind the employee's actions. If a customer has physically assaulted an employee,
then it may be necessary to summon security officers or the police. Some firms try
to conceal such events, fearing bad publicity. But others feel obliged to make a pub-
lic stand on behalf of their employees, like the Body Shop manager who ordered an
ill-tempered customer out of the store, telling her: "I won't stand for your rudeness
to my staff.”

Telephone rudeness poses a different challenge. Service personnel have been
known to hang up on angry customers, but that action doesn't resolve the problem.
Bank customers, for instance, tend to get upset when learning that checks have been
returned because they are overdrawn (which means they've broken the rules) or that a
request for a loan has been denied. One approach for handling customers who continue
to berate a telephone-based employee is for the latter to say firmly: "This conversation
isn't getting us anywhere.Why don't | call you back in a few minutes when you've had
time to digest the information?" In many cases, a break for reflection is exactly what's
needed.

The Family Feuders People who get into arguments (or worse) with other
customers—often members of their own family—make up a subcategory of belligerents
we cal family feuders. Employee intervention may calm the situation or actually make
it worse. Some situations require detailed analysis and a carefully measured response.
Others, like customers starting a food fight in a nice restaurant (yes, such things do
happen!), require almost instantaneous response. Service managers in these situations
need to be prepared to think on their feet and act fast.

TheVandal The level of physical abuse to which service facilities and equipment can
be subjected is truly astonishing. Soft drinks are poured into bank cash machines; graffiti
are scrawled on both interior and exterior surfaces; burn holes from cigarettes scar
carpets, tablecloths, and bedcovers; bus seats are slashed and hotel furniture broken;
telephone handsets are torn off; customers' cars are vandalized; glass is smashed and
fabrics are torn. The list is endless. Customers don't cause al of the damage, of course.
Bored or drunk young people are the source of much exterior vandalism. And
disgruntled employees have been known to commit sabotage. But much of the problem
does originate with paying customers who choose to misbehave. Alcohol and drugs are
sometimes the cause, psychological problems may contribute, and carelessness can play a
role. There are also occasions when unhappy customers, feeling mistreated by the
service provider, try to take revenge in some way.

The best cure for vandalism is prevention. Improved security discourages some van-
dals. Good lighting helps, as does open design of public areas. Companies can choose
pleasing yet vandal-resistant surfaces, protective coverings for equipment, and rugged
furnishings. Educating customers on how to use equipment properly (rather than fight-
ing with it) and providing warnings about fragile objects can reduce the likelihood of
abuse or careless handling. And there are economic sanctions: security deposits or signed
agreements in which customers agree to pay for any damage that they cause.
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What should managers do if prevention fails and damage is done? If the perpetra-
tor is caught, they should first clarify whether there are any extenuating circumstances
(because accidents do happen). Sanctions for deliberate damage can range from a
warning to prosecution. As far as the physical damage itselfis concerned, it's best to fix
it fagt (within any constraints imposed by legal or insurance considerations).The gen-
eral manager of a bus company had the right idea when he said: "If one of our buses
is vandalized, whether it's a broken window, a slashed seat, or graffiti on the ceiling,
we take it out of service immediately, so nobody sees it. Otherwise you just give the
same idea to five other characters who were too dumb to think of it in the first
place!"

The Deadbeat Leaving aside those individuals who never intended to pay in the first
place (our term for them is "the thief"), there are many reasons why customers fal to
pay for services they have received. Once again, preventive action is better than a cure.
A growing number of firms insist on prepayment. Any form of ticket sale is a good
example of this. Direct marketing organizations ask for your credit card number as they
take your order, as do most hotels when you make a reservation. The next best thing is
to present the customer with a bill immediately on completion of service. If the bill is
to be sent by mail, the firm should send it fast, while the service is still fresh in the
customers mind.

Not every apparent delinquent is a hopeless deadbeat. Perhaps there's good reason
for the delay and acceptable payment arrangements can be worked out. A key question
is whether such a personalized approach can be cost-justified, relative to the results
obtained by purchasing the services of a collection agency. There may be other consid-
erations, too. If the client's problems are only temporary ones, what is the long-term
value of maintaining the relationship? Will it create positive goodwill and word-of-
mouth to help the customer work things out? These decisions arejudgment calls, but if
creating and maintaining long-term relationships is the firm's ultimate goal, they bear
exploration.

Conclusion

All marketers need to be concerned about who their customers are, because some are
more profitable (or more central to the organization's mission) than others. This con-
cern takes on added dimensions for certain types of services. When customers have a
high level of contact with the service organization and with one another, the customer
mix helps to define the character of the organization, because customers themselves
become a part of the product. So marketers must be selective in targeting the desired
customer segments. Too diverse a portfolio of customers may result in an ill-defined
image, especially if different customer segments are present at the same time. Avoiding
inappropriate behavior is a related issue. Abusive customers—what we call "jaycus-
tomers"—are a particular concern since they may spoil the experience for others and
hurt profitability in other ways, too.

Marketers need to pay specia attention to those customers who offer the firm the
greatest value. Programs to reward frequent users—of which the most highly developed
are the frequent flyer clubs created by the airlines—help identify and provide rewards
for high-value customers and track their behavior in terms of where and when they use
the service, what service classes or types of product they buy, and how much they spend.
The most successful organizations give their best customers incentives to remain loyal,
creating valued relationships that are nurtured over time.
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Study Questions and Exercises

1.

What criteria should a marketing manager use to decide which customer
segments should be targeted by the firm?

. Make a case both for and against the statement that "The customer is aways

right."

. Identify some of the measures that can be used to encourage long-term

relationships with customers.

. Why should companies spend money to keep existing customers loyal?

Evaluate the strengths and weaknesses of frequent user programs in different
types of service industries.

. Select a people-processing service business.Then pick two types of

jaycustomers and develop strategies designed (a) to discourage these customers
from using your service, (b) to prevent them from causing distress to other
customers and/or to employees, and (c) to minimize financial loss to your
organization.
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chapterSIX

Complaint Handling
and Service Recovery

Why Did the Hotel Guests Pass Up

a Free Breakfast?

An alert hostess at a Hampton Inn in California noticed that two guests
from an Australian tour group were passing up her hotel's complimen-
tary breakfast.! On the second morning, she asked if anything was
wrong. "To be honest, the food is just not what we're used to at home,"
they replied, describing a typical Australian breakfast. When they came
down the next morning, the hostess greeted them cheerfully. "I think
we might be able to give you some breakfast this morning," she
smiled, laying out items they had mentioned the previous day. She had
made a quick trip to a nearby supermarket and added some items
from her own kitchen at home. The guests were thrilled. "So this is
what 100 percent satisfaction means?" they asked." We get to define
satisfaction?" They were so impressed that they arranged to have the
other members of their tour group, who were staying at another hotel,
move to the Hampton Inn. The two weeks of unexpected tour revenue
from the group resulted in a more than adequate return on the extra
time and money.

The 1,000-plus Hampton Inns offer their guests a valued
promise: an unconditional guarantee of satisfaction. Guests define
satisfaction on their own terms, and the hotel guarantees the cus-
tomer-defined satisfaction—without negotiation. These two elements
make the guarantee extraordinary and give Hampton Inn a competitive
advantage in its lodging segment. Since its introduction, only a few
competitors have imitated Hampton Inn's "100% Satisfaction

Guarantee." More important, mere imitation has not produced the
same results, because the imitators lack the supporting infrastructure,
culture, and above all the necessary attitude to make the guarantee
more than a slogan. Initially, the guarantee was viewed as a proactive
approach to what Ray Schultz, later chairman of Hampton Inn's parent
company, referred to as "the heartbreak of franchising,” the all-too-
familiar deterioration of a lodging chain that traditionally plagues the
lodging industry. He recognized how easily quality and service stan-
dards could slip as properties aged. Investments in properties—either
hard dollars for capital improvements or soft dollars for employee
training, for example, were often compromised to support short-term
earnings.

Furthermore, Schultz recognized the inherent difficulty of main-
taining quality standards across a large and diverse multi-site fran-
chise system, in which properties are owned by outside investors. He
knew that the challenge would only intensify given the company's
aggressive growth strategy. "We cannot compromise the quality of
Hampton Inns as we grow, because ultimately that would constrain our
growth," he asserted. "Deteriorating quality inevitably will result in
declining guest satisfaction, lower guest loyalty, and negative word-of-
mouth. That's a recipe for further deterioration in revenue and operat-
ing cash flow. It is easy to lower service standards, but once lowered,
it is very difficult to raise them."
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complaint: aformal
expression of dissatisfaction
with any aspect of a service
experience.

service failure: a
perception by customers that
one or more specific aspects
of service delivery have not
met their expectations.

CONSUMER COMPLAINING BEHAVIOR

"Thank Heavens for Complainers” was the provocative title of an article about cus-
tomer complaining behavior. "The ones | worry about," declared one successful man-
ager, "are the ones | never hear from."> Customers who do complain give a firm the
chance to correct problems (including some the firm may not even know it has), restore
relationships with the complainer, and improve future satisfaction for all.

Although the first law of service productivity and quality might be "Do it right the
first time," we can't ignore the fact that failures continue to occur, sometimes for reasons
outside the organization's control.You've probably noticed from your own experience
that the various "moments of truth" in service encounters are especially vulnerable to
breakdowns. Such distinctive service characteristics as real-time performance, customer
involvement, people as part of the product, and difficulty of evaluation greatly increase
the chance of perceived service failures. This chapter addresses the question: What should
we do when customers expectations are not met? How well a firm handles complaints and
resolves problems may determine whether it builds customer loyalty or watches former
customers take their business elsewhere.

The chances are that you're not entirely satisfied with the quality of at least some of
the services that you use. Specific complaints can be related to any of the 8Ps. A com-
mon source of frustration results from inappropriate trade-offs between productivity and
quality, when a firm tries to boost productivity without thinking about its impact on
customers. Perhaps some of the product elements are poorly executed. Or maybe the ser-
vice processes in which you are involved are badly organized. Shortcomings in delivery—
place, cyberspace, and time—are common. For example, a service may be unavailable where
and when you want it; or a Web site may not be functioning satisfactorily. Failings in
physical evidence include ugly or poorly maintained facilities and dirty or poorly fitting
staff uniforms.

Price and other user outlays are a major source of complaints. You can probably recall
occasions when you felt you were overcharged, were kept waiting too long, or endured
unnecessary hassles.Your disappointment with a service may also have resulted from pro-
motion and education strategies that promised too much (thus raising your expectations
too high), or failed to instruct you properly in how to use the service. And perhaps you
were inconvenienced or annoyed at some point by the behavior of the people in a ser-
vice environment—either customer-contact personnel or other customers.

How do you respond when you have been disappointed? Do you complain infor-
mally to an employee, ask to speak to the manager, file a complaint with the head office
of the firm that let you down, write to some regulatory authority, or telephone a con-
sumer advocacy group? Or do you just grumble to your friends and family, mutter darkly
to Yoursel f, @nd take your business elsewhere next time you need that type of service?

If you don't normally tell a company (or outside agency) of your displeasure with
unsatisfactory service or faulty goods, then you're not alone. Research around the world
has exposed the sad fact that most people do not complain, especialy if they don't think
it will do any good. And even when they do communicate their dissatisfaction, man-
agers may not hear about complaints made to customer-contact personnel.’

Customer Response to Service Failures

What options are open to customers when they experience a service failure? Figure
6.1 depicts the courses of action available.
This model suggests at least four major courses of action:

>- Do nothing

»- Complain to the service firm
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»- Take action through a third party (consumer advocacy group, consumer affairs
or regulatory agencies, civil or criminal courts)

>- Switch suppliers and discourage other people from using the original service
firm (through negative word-of-mouth)

It's possible to imagine a variety of outcomes to the actions listed in Figure 6.1 that
might cause customers to feel a range of emotions from fury to delight. The risk of
defection is high if customers are dissatisfied, especially when there is a variety of com-
peting alternatives available. One study of customer switching behavior in service
industries found that close to 60 percent of al respondents who reported changing sup-
pliers did so because of a perceived failure: 25 percent cited failures in the core service,
19 percent reported an unsatisfactory encounter with an employee, 10 percent reported
an unsatisfactory response to a prior service failure, and 4 percent described unethical
behavior on the part of the provider.*

Managers need to be aware that the impact of a defection can go far beyond the
loss of that customer's future business. Angry customers often tell many other people
about their problems. The Web has made life more difficult for companies that provide
poor service, because unhappy customers can now reach thousands of people by posting
complaints on bulletin boards or setting up Web sites to publicize their bad experiences
with specific organizations.® There are even Internet-based services like Ellen's Poison
Pen (www.ellenspoisonpen.com) that, for a fee, will deluge CEOs of offending compa-
nies with letters, e-mails, and faxes until the disgruntled customer is compensated—or
at least acknowledged. Companies who have been on the receiving end of correspon-
dence from these new online consumer complaint services have charged that cyber-
space is fast becoming "Whine Country."®
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The TARP Study of Consumer Complaint Handling

TARP, a leading customer satisfaction and loyalty measurement firm (now known as e-
Satisfy), has studied consumer complaint handling in many countries. It published a land-
mark research study based on its own research and a detailed review of other studies from
around the world.” Thefindings, which were widely publicized, prompted many managers
to consider the impact of dissatisfied customers—especially those who never complained
but simply defected to a competitor. Let's take a closer look at some specific findings, rec-
ognizing that some of the percentages reported may change for better or worse over time.

What Percentage of Problems Are Reported? From its own research and
detailed literature studies, TARP found that when U.S. customers experienced problems
concerning manufactured consumer products, only 25 percent to 30 percent of them
actually complained. For grocery products or their packaging, the market research firm
of A.C. Nielsen found a complaint rate of 30 percent. Even for problems with large-
ticket durables, TARP determined that the complaint rate among dissatisfied customers
was only 40 percent. Similar findings come from other countries. A Norwegian study
found that the percentage of dissatisfied consumers who complained ranged from 9
percent for coffee to 68 percent for cars. A German study showed that only a small
fraction of customers expressed dissatisfaction, but among this group the complaint rates
ranged from 29 percent to 81 percent. And finally, a Japanese study found complaint
rates of 17 percent among those experiencing a problem with services and 36 percent
for those experiencing a problem with goods.

Where Do People Complain? Studies show that the majority of complaints are
made at the place where the product was bought or the service received. Very few
dissatisfied consumers complain directly to the manufacturers or to the head office. In
fact, industry-specific studies conducted by TARP suggest that fewer than 5 percent of
complaints about large-ticket durable goods or services ever reach corporate
headquarters, presumably because retail intermediaries fail to pass them on.

Who Is Most Likely to Complain? In general, research findings suggest that
consumers from high-income households are more likely to complain than those from
lower income ones, and younger people are more likely to complain than older ones.
People who complain also tend to be more knowledgeable about the products in
question and the procedures for complaining. Other factors that increase the likelihood
of a complaint include problem severity, importance of the product to the customer, and
whether financial loss is involved. Customers are also more likely to complain if the
problem involves a technology failure during a self-service interaction instead of an
encounter with a service employee.?

Why Don't Unhappy Customers Complain? TARP found three primary reasons
why dissatisfied customers don't complain. In order of frequency, customers stated that:

>- they didn't think it was worth the time or effort,
>- they decided no one would be concerned about their problem or resolving it, and
>e they did not know where to go or what to do.

Unfortunately, this pessimism seemsjustified since a large percentage of people (40
percent to 60 percent in two studies) reported dissatisfaction with the outcome of their
complaints. Another reason why people don't complain reflects culture or context. A
study in Japan found that 21 percent of dissatisfied customers felt awkward or embar-
rassed about complaining. In some European countries, there is a strong guest-host rela-
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tionship between service providers and customers (especially in the restaurant industry)
and it's considered bad manners to tell customer-contact personnel that you are dissat-
idied in any way with the service or the meal. Think about an occasion when you were
dissttisfied but did not complain. What were the reasons?

Impact on Repurchase Intentions When complaints are satisfactorily resolved,
there's a much better chance that the customers involved will remain brand loyal and
continue to repurchase the items in question.TARP found that intentions to repurchase
different types of products ranged from 69 percent to 80 percent among those
complainers who were completely satisfied with the outcome of the complaint. This
figure dropped to 17 percent to 32 percent (depending on the type of product) for
complainers who felt that their complaint had not been settled to their satisfaction.

Variations in Dissatisfaction by Industry

Although significant improvements in complaint handling practices occurred during
the 1980s and early 1990s in some industries, many customers remain dissatisfied with
the way in which their problems are resolved.

There are discouraging signs that the situation is deteriorating again. Data from
Better Business Bureaus showed that consumer complaints more than doubled between
1995 and 1999. One reason may be that customer expectations are rising at the same
time that companies are focusing their attention on their most loyal and profitable cus-
tomers and paying less attention to the rest.” Firms have also been trying to save money
by automating their complaint handling procedures, making it increasingly difficult for
customers to speak with a real person.

A valuable measure of how well different industries in the United States are per-
forming relative to the needs and expectations of the marketplace is provided by the
American Customer Satisfaction Index (ACSI), which measures customers' evaluations
of the total purchase and consumption experience, both actual and anticipated, on an
annual basis.’® ACSI results show that most manufactured products score higher than
most services. Figure 6.2 shows the trend in annual satisfaction scores for several major
service industries between 1995 and 2000. Most show a decline, with the airline indus-
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FIGURE 6.3

How U.S. Complaints About
Phone Service Break Down

try showing the sharpest deterioration in customer satisfaction. As these data suggest,
many service industries are till a long way from meeting their customers' expectations
on service. But some companies do better than others. Within each industry, there are
often considerable variations in performance between different firms.

Findings from a large-scale study of consumer complaining behavior in Australia
showed that, among the industries studied, a majority of customers who had a serious
problem did make the effort to complain.'” The results showed considerable disparity from
one service industry to another in both the incidence of unsatisfactory service as well as in
customers' likeliness to complain. For instance, more Australians were willing to complain
about telephone service and other utilities than about restaurants and health services.

Other key findings from this study were the following:

>- 57 percent of respondents had experienced at least one problem with products
or services within the past 12 months.

>- On average, 73 percent of those respondents who had a serious problem took
some action to have it corrected.

>> Only 34 percent who took action were satisfied with the way the problem was
resolved.

>» Among those who were not happy with their complaint outcome, 89 percent
reported they would not deal with the same firm again.

>» Complaining households made an average of 3.4 contacts each in an effort to
have their most serious problems resolved.

>- The further up the management hierarchy customers had to go to get the prob-
lem resolved, the more their satisfaction declined.

>- On average, a dissatisfied customer told nine other people while a satisfied cus-
tomer told only half as many.

What do people actually complain about? Inevitably, there are variations from one
industry to another when it comes to problems with the core product, but certain aspects
of customer service are common to numerous service industries. Figure 6.3 highlights
the extent of different types of complaints about telephone service in the United States,
as reported to the Federal Communications Commission. It's striking to note that 41
percent of al complaints concern inaccurate information. A substantial proportion of the
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remaining complaints revolve around failings on the part of service personnel, including
unresponsiveness, rudeness, poor training, and a bias against minorities.

Factors Influencing Complaining Behavior

When consumers have an unsatisfactory service encounter, their initial (often uncon-
scious) reaction is to assess what is at stake. In general, studies of consumer complaining
behavior have identified two main purposes for complaining. First, consumers will
complain to recover some economic loss, seeking either to get a refund or to have the
service performed again (e.g., car repairs, dry-cleaning services). They may take legal
action if the problem remains unresolved. A second reason for complaining is to rebuild
self-esteem. When service employees are rude, aggressive, deliberately intimidating, or
apparently uncaring (such as when a sales assistant is discussing his weekend social activ-
ities with colleagues and pointedly ignores waiting customers), the customers' self-
esteem, self-worth, or sense of fairness may be negatively affected. They may feel that
they should be treated with more respect and become angry or emotional.

There are costs associated with complaining. These may include the monetary cost
of a stamp or phone call, time and effort in writing a detailed letter or making a verbal
complaint, and the psychological burden of risking an unpleasant personal confronta-
tion with a service provider—especially if this involves someone whom the customer
knows and may have to deal with again). Such costs may well deter a dissatisfied cus-
tomer from complaining. Often, it is simply less stressful to defect to a different service
supplier—especially when the switching costs are low or nonexistent. If you are
unhappy with the service you receive from your travel agent, for example, you may eas-
ily switch to a different agent next time. However, if you decide to switch doctors or
dentists, you may have to ask to have all of your medical records transferred. This
requires more effort and might make you feel uncomfortable.

Complaining represents a form of socia interaction and therefore is likely to be
influenced by role perceptions and social horms. One study found that for services
where customers have "low power" (defined as the perceived ability to influence or
control the transaction), they are less likely to voice complaints. Professional service
providers such as doctors, dentists, lawyers, professors, and architects are a good example.
Social norms tend to discourage criticism by clients of such individuals, who are seen as
"experts" about the service being offered. A clear implication is that professionals need
to develop comfortable ways for their clients to express legitimate complaints.

What do customers expect after investing time and effort in making a complaint?
In a very real sense, they are looking for justice and fairness. Based on a study of con-
sumers' experiences with complaint resolution, Tax and Brown identified three types of
fairness.'® The first, outcomefairness, relates to customer expectations of outcomes or
compensation that matches the level of dissatisfaction. Second, customers expect proce-
dural fairness, in terms of clear, timely, and hassle-free procedures for handling complaints
and resolving problems. Third, customers look for interaction fairness, which involves
being treated politely, with care and honesty.

Complaints as Market Research Data

Responsive service organizations look at complaints as a stream of information that can
be used to help monitor productivity and quality and highlight changes needed to
improve service design and execution. Complaints about slow service or bureaucratic
procedures, for instance, may provide useful documentation of inefficient and unpro-
ductive processes. Personal or telephone interviews offer much better opportunities
than mail or in-store surveys to dig deeper and probe for what lies behind certain
responses. A skilled interviewer can solicit valuable information by asking customers
questions such as: "Can you tell me why you feel this way? Who (or what) caused this
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complaint log: adetailed
record of al customer
complaints received by a
service provider.

When unhappy customers
complain, it makes life stressful
for service personnel like this
pharmacist—especially if it's
not the latter's fault.

situation? How did customer-contact employees respond? What action would you like
to see the firm take to prevent a recurrence of such a situation?"

For complaints to be useful as research input, they should be funneled into a central
collection point, recorded, categorized, and analyzed. Compiling this documentation
requires a system for capturing complaints wherever they are made—without hindering
timely resolution of each specific problem—and transmitting them to a central location
where they can be recorded in a company-wide complaint log. The most useful roles
for centralized complaint logs are: (1) to provide a basis for following up on and track-
ing all complaints to see that they have in fact been resolved; (2) to serve as an early
warning indicator of perceived deterioration in one or more aspects of service; and (3)
to indicate topics and issues that may require more detailed research. However, creating
and maintaining a company-wide log is not a simple matter because there are many dif-
ferent entry points for complaints, including the following:

>- the firm's own employees at the front line, who may be in contact with cus-

tomers face-to-face or by telecommunications;

Nintermediary organizations acting on behalf of the original supplier;

>- managers who normally work backstage but who are contacted by a customer

seeking higher authority;

»- suggestion or complaint cards mailed or placed in a special box; and

>e complaints to third parties—consumer advocate groups, legislative agencies,
trade organizations, and other customers.

Making It Easier for Customers to Complain

How can managers make it easier for unhappy customers to complain about service
failures? Many companies have improved their complaint collection procedures by
adding special toll-free phone lines, prominently displayed customer comment cards,
Web sites and e-mail addresses, and video or computer terminals for recording com-
plaints. Some go even further, encouraging their staff to ask customers if everything is
satisfactory and to intervene if a customer is obviously unhappy.'* The hostess at
Hampton Inn was clearly very observant. She noticed that the two Australian guests
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pessed up the opportunity for breakfast two mornings in a row and sensed—or perhaps
overheard them express—their disappointment.

Of course, just collecting complaints doesn't necessarily help to resolve them. In
fact, accepting complaints and then ignoring them may make matters worse! Although
friendly sympathy from an employee is much better than an irritable shrug, companies
need to have a well-designed service recovery strategy that empowers employees to
resolve problems quickly and satisfactorily. For example, the Hampton Inn hostess asked
the two guests what they would normally eat for breakfast at home and then took the
inititive during her free time to obtain the preferred items and bring them to the hotel.
Ritz-Carlton employees are empowered to spend up to $2,000 to find a solution for a
customer complaint. They also have permission to break from their routine jobs for as
long as necessary to make a guest happy.™

IMPACT OF SERVICE RECOVERY EFFORTS
ON CUSTOMER LOYALTY

Complaint handling should be seen as a profit center, not a cost center. TARP has even
cregted a formula to help companies relate the value of retaining a profitable customer to
the overdl costs of running an effective complaint handling unit. Plugging industry data
into this formula yielded some impressive returns on investment: from 50 percent to 170
percent for banking, 20 percent to 150 percent for gas utilities, over 100 percent for auto-
motive service, and from 35 percent to an astonishing 400 percent for retailing.*®

Underlying these gtatistics is a simple fact. When a dissatisfied customer defects, the
firm loses more thanjust the value of the next transaction. It may dso lose along-term
sream of profits from that customer and from anyone else who switches suppliers
because of negative comments from an unhappy friend. So it pays to invest in service
recovery efforts designed to protect those long-term profits. Efforts to design service
recovery procedures must take into account a firm's specific environment and the types
of problems that customers are likely to encounter. Figure 6.4 displays the components
of an effective service recovery system.

| Do the Job Right + Effective Complaint — Increased Satisfaction
First Time Handling — and Loyalty
Identify Service N * Monitor complaints
Complaints * Develop “complaints
- -——77 as opportunity” culture
» « Develop effective
Resolve Complaints
Effectively 1| Sysbemp o ‘""” m. n
| {
I Learn from the * Conduct root cause
i Recovery Experience analysis
Feedback

Source: Lovelock, Patterson, and Walker, Services Marketing—Australia and New Zealand {Sydney: Prentice Hall, 1998).
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Service Recovery Following Customer Complaints

Service recovery plays a crucial role in restoring customer satisfaction following a ser-
vice failure and retaining a customer's goodwill. The true test of a firm's commitment to
satisfaction and service quality isn't in the advertising promises or the decor and ambi-
ence of its offices, but in the way it responds when things go wrong for the customer.
Recent research suggests that customers' satisfaction with the way in which complaints
are handled has a direct impact on the trust they place in that supplier and on their
future commitment to the firm.*” Unfortunately, firms don't always react in ways that
match their advertised promises. Effective service recovery requires thoughtful proce-
dures for resolving problems and handling disgruntled customers, because even a single
service problem can destroy a customer's confidence in a firm if the following condi-
tions exist:™®

*> The failure is totally outrageous (e.g., blatant dishonesty on the part of the supplier).
» The problem fits a pattern of failure rather than being an isolated incident.

*- The recovery efforts are weak, serving to compound the original problem rather
than correct it.

Principles of Effective Problem Resolution

Recovering from service failures takes more than just pious expressions of determina-
tion to resolve any problems that may occur. It requires commitment, planning, and
clear guidelines. Both managers and front-line employees must be prepared to deal with
angry customers who are confrontational and sometimes behave in insulting ways
toward service personnel who aren't at fault in any way. Service recovery efforts should
be flexible, with employees being trained to handle complaints and empowered to
develop solutions that will satisfy complaining customers.*®

Guidelinesfor Effective
Problem Resolution

4. Don't argue with customers. The goal should be to

1. Act fast. If the complaint is made during service delivery, gather facts to reach a mutually acceptable solution, not to
then time is of the essence to achieve a full recovery. win a debate or prove that the customer is an idiot.
When complaints are made after the fact, many compa- Arguing gets in the way of listening and seldom diffuses
nies have established policies of responding within 24 anger.

hours, or sooner. Even when full resolution is likely to take

. . 5. Acknowledgethe customer's feelings, either tacitly or
longer, fast acknowledgment remains very important.

explicitly (e.g., "I can understand why you're upset”). This

2. Admit mistakes butdon't be defensive. Acting defen- action helps to build rapport, the first step in rebuilding a
sively may suggest that the organization has something to bruised relationship.
hide o is reluctant o fully explore the situation. 6. Givecustomersthe benefit of the doubt. Not all cus-

3. Showthatyou understand the problem from each cus- tomers are truthful and not all complaints justified. But
tomer's point of view. Seeing situations through the cus- customers should be treated as though they have a valid
tomers' eyes is the only way to understand what they think complaint until clear evidence to the contrary emerges. If a
has gone wrong and why they are upset. Service person- lot of money is at stake (as in insurance claims or potential
nel should avoid jumping to conclusions with their own lawsuits), careful investigation is warranted; if the amount

interpretations. involved is small, it may not be worth haggling over a
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The material in the box on guidelines for effective problem resolution is based on
discussions with executives in many different industries. Well-managed companies seek
to act quickly and perform well on each of the 10 guidelines. Research suggests that the
dower the resolution of a service problem, the greater the compensation (or "atone-
ment") needed to make customers satisfied with the outcome of the service recovery
process.® Treating complaints with suspicion is likely to alienate customers. The presi-
dent of TARP (the company that undertook the studies of complaining behavior
described earlier) notes:

Our research hasfound premeditated rip-offs represent 1 to 2 percent oj the customer
base in most organizations. However, most organizations defend themselves against
unscrupulous customers by . . . treating the 98 percent of honest customers like crooks to
catch the 2 percent who are crooks.

Taking care of customers requires that the firm also take care of its employees.
Managers need to recognize that handling complaints about service failures and
attempting service recovery can be stressful for employees, especially when they are
treated abusively for problems over which they have no control. Compounding the
dress are policies that impose inflexible, bureaucratic procedures rather than empower-
ing customer-contact personnel to handle recovery situations as they see fit. Bowen and
Johnston argue that service firms need to develop "internal service recovery strategies"
designed to help employees recover from the negative feelings that they may incur from
being the target of customer anger and dissatisfaction.??

Similarly, management must ensure that the firm employs a sufficient humber of
well-trained and motivated employees to be able to provide good service in the first
place. Downsizing (a deliberate policy of reducing the number of employees to reduce
costs) often involves a calculated gamble that replacing people by automated phone
messages and Web sites will enable the firm to continue to respond satisfactorily to cus-
tomers' problems. The telecommunications industry provides a cautionary tale of the
risks of cutting back people-based service in favor of automated solutions, especially
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refund or other compensation. But it's still a good idea to
check records to see if there is a past history of dubious
complaints by the same customer.

. Clarify the steps needed to solve the problem. When
instant solutions aren't possible, telling customers how the
organization plans to proceed shows that corrective action
is being taken. It also sets expectations about the time
involved (so firms should be careful not to overpromise!).

. Keep customers informed of progress. Nobody likes
being left in the dark. Uncertainty breeds anxiety and
stress. People tend to be more accepting of disruptions if
they know what is going on and receive periodic progress
reports.

. Consider compensation. When customers don't receive
the service outcomes promised or suffer serious inconve-

10.

nience and/or loss of time and money because of service
failures, either a monetary payment or an offer of equiva-
lent service in kind is appropriate. This type of recovery
strategy may also reduce the risk of legal action by an
angry customer. Service guarantees often lay out in
advance what such compensation will be, and the firm
should ensure that all guarantees are met.

Persevering to regain customer goodwill. When cus-
tomers have been disappointed, one of the biggest chal-
lenges is to restore their confidence and preserve the rela-
tionship for the future. Perseverance may be required to
defuse customers' anger and to convince them that
actions are being taken to avoid a recurrence of the prob-
lem. Truly exceptional recovery efforts can be extremely
effective in building loyalty and referrals.
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service guarantee: a
promise that if service
delivery fals to meet
predefined standards, the
customer is entitled to one or
more forms of compensation.

during a period of continuing mergers, acquisitions, and divestitures. Corporate cus-
tomers, ranging from international airlines to the Chicago Board of Trade, are among
those whose telephone or Internet operations have been paralyzed by service failures;
these situations worsened dissatisfaction when customers "were unable to find anyone
who could promptly resolve their problems.

SERVICE GUARANTEES

A small but growing number of companies offer customers an unconditional guarantee
of satisfaction. These guarantees promise that if service delivery fals to meet predefined
standards, the customer is entitled to one or more forms of compensation—such as an
easy-to-claim replacement, refund, or credit. Christopher Hart argues that service
guarantee is a powerful tool for promoting and achieving service quality, citing the fol-

lowing reasons:

1. Guarantees force firms to focus on what their customers want and expect in
each element of the service.

2. Guarantees set clear standards, telling customers and employees alike what the
company stands for. Compensating customers for poor service causes managers

Four Service
Guarantees

1. Excerpt from the "Quality Standard
Guarantees" of an office services
company

We guarantee six-hour turnaround on documents of two pages
or less . . . (does not include client subsequent changes or
equipment failures). We guarantee that there will be a recep-
tionist to greet you and your visitors during normal business
hours ... (short breaks of less than five minutes are not subject
to this guarantee). You will not be obligated to pay rent for any
day on which there is not a manager onsite to assist you (lunch
and reasonable breaks are expected and not subject to this
guarantee).

Source: Reproduced in Eileen C. Shapiro, Fad Surfing in the Boardroom (Reading, MA:
Addison-Wesiey, 1995), 180.

2. U.S. Postal Service Express Mail
Guarantee

Excludes all international shipments. Military shipments delayed
due to Customs' inspections are also excluded. If this shipment is
mailed at a designated USPS Express Mail facility on or before the
specified time for overnight delivery to the addressee, it will be
delivered to the addressee or agent before the guaranteed time the
next delivery day. Signature of the addressee, addressee's agent, or
delivery employee is required upon delivery. If it is not delivered by

the guaranteed time and the mailer makes a claim for a refund, the
USPS will refund the postage unless: (1) delivery was attempted
but could not be made, (2) this shipment was delayed by strike or
work stoppage, or (3) detention was made for a law enforcement
purpose.

Source: Printed on back of Express Mail receipt

3. L.L. Bean's Guarantee

Our products are guaranteed to give 100 percent satisfaction in
every way. Return anything purchased from us at any time if it
proves otherwise. We will replace it, refund your purchase price, or
credit your credit card. We do not want you to have anything from
L.L. Bean that is not completely satisfactory.

Source: Printed in all L.L, Bean catalogs and on the company's Web site,
www.lIbean.com/customerservice/, January 2000.

4. Blockbuster Video's Guarantee

Get a Movie Rental FREE if you don't love Keeping the Faith.
FREE movie rental given only on visit with return of paid rental of
Keeping the Faith. Recipient responsible for applicable taxes and
extended viewing fees. If recipient rents more than one movie, credit
will be applied to lowest rental price. Offer valid at participating
stores. Limit one (1) satisfaction guarantee coupon per featured title.

Source: Blockbuster Video monthly mailing to Rewards program members, October 2000.
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to take guarantees seriously, because they highlight the financial costs of quality
failures.

3. Guarantees require the development of systems for generating meaningful cus-
tomer feedback and acting on it.

4. Guarantees force service organizations to understand why they fal and encour-
age them to identify and overcome potential fal points.

5. Guarantees build "marketing muscle" by reducing the risk of the purchase deci-
sion and building long-term loyalty.

Many firms have enthusiastically leapt on the service guarantees bandwagon with-
out carefully thinking through what is implied in making and keeping the promises of
an unconditional service guarantee. Compare the four examples of service guarantees in
the box on page 130 and ask yourself how much is covered by each guarantee, how
much each contributes to reducing risk for the customer, and how much pressure each
puts on its respective organization to maintain service standards.

Building Strategy Around a Hotel Service Guarantee

Hampton Inn's 100 percent Satisfaction Guarantee (see Figure 6.5) has proved to be a
very successful business-building program.  The strategy of offering to refund the cost
of the room for the day on which a guest expresses dissatisfaction has attracted new
customers and also served as a powerful guest-retention device. People choose to stay
at a Hampton Inn because they are confident they will be satisfied. At least as impor-
tant, the guarantee has become a vital tool to help managers to identify new opportu-
nities for quality improvement and to make those improvements happen. In this
regard, the 100% Satisfaction Guarantee "turned up the pressure in the hose,” as one
manager put it, showing where "leaks" existed, and providing the incentive to plug

SATISFACTION

GUARANTEE

We guarantee high
quality accommodations,
friendly and efficient
service, and clean,
comfortable surroundings.

I you're not completely
satisfied, we don't expect FIGURE 6.5

you to pay.
The Hampton Inn 100% Setisfaction
Guarantee
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them. As a result, the guarantee has had an important impact on product consistency
and service delivery across the Hampton Inn chain, dramatically improving on finan-
cial performance.

However, fully implementing a 100 percent Satisfaction Guarantee is no easy
task, as some competitors who have tried to imitate it can attest. Successful imple-
mentation of a 100 percent Satisfaction Guarantee requires that its underlying philos-
ophy of guest satisfaction be embraced by every employee, from senior management
to hourly workers. This has proved challenging even for Hampton Inn, where the
guarantee has faced both resistance and skepticism from hotel managers in spite of its
proven benefits. The box "How Unconditional IsYour Guarantee?" illustrates just
how challenging it is for other hotels to imitate the concept of a truly unconditional
guarantee.

Designing the Guarantee The first step in designing the guarantee at Hampton Inn
was to answer a key question: "What would guests want in a guarantee?" Research
revealed that they were most interested in the quality and cleanliness of their
accommodations, friendly and efficient service, and a moderate price.They also wanted

How Unconditional
Is Your Guarantee?'

Christopher Hart tells this story of an incident at a hotel in a well-
known chain. He and his two cousins, Jeff and Roxy Hart, were
nearing the end of an extended holiday weekend and needed to
find an inexpensive place to stay. It was late in the day and their
flight left early the following morning. Jeff called Hampton Inn and
found nothing available in the area. So he called (name deleted)
Inn, which had rooms available and booked one for $62.

We found the hotel [said Chris], noticing a huge banner
draped from the bottom of the sign, advertising, "Rooms for
$55.95, including breakfast." We went inside. After giving the front-
desk clerk the basic information, Jeff was told that his room would
be $69. "But the reservation agent | just booked the room with
quoted me $62. What's the story? And, by the way, what about the
$55.95 price advertised on your sign? Can | get a room for that
price?"

"Oh," replied the front-desk clerk. "That was a special promo-
tion for the spring. It's over now." (It was late June.)

Jeff replied, "But you're still advertising the price. It's illegal to
advertise one price and charge another one."

"Let me get my manager," came the nervous response. Out
came the manager. In the middle of the conversation, in which Jeff
was arguing the same points that he made with the front-desk
clerk, Chris interjected, "By the way, | understand you offer a satis-
faction guarantee. Right?"

"Not on the $55.95 rooms," came the reply from the manager.

"Well, what rooms is it on?"

"Only the good rooms."

"You mean you have bad rooms?"

"Well, we have some rooms that have not been renovated.
Those are the ones we sell for $55.95. But we're sold out of them
tonight."

Chris said, "Well, Jeff, you'd better get one of the more expen-
sive rooms, because I'm not sure how satisfied you're going to be
tomorrow."

The manager quickly added, "Did | mention that the guarantee
doesn't apply on weekends?"

"No," barked Jeff, who had worked for 15 years conducting
cost-benefit and compliance studies for the U.S. government, "and
that's illegal too!"

"Wait just a minute,” said the manager, getting a puzzled look
as though something had just popped into his head. "Let me see
something.” He then buried his head into the computer, clicking
away madly at the keyboard, creating the impression that he was
working on our behalf. After an appropriate time, up popped his
head, now with a big smile.

"One of the guests who originally reserved a $55.95 room,
called and upgraded—but the upgrade wasn't recorded in the
computer. | could let you have that room—but | can't guarantee
your satisfaction."

"We'll take it," said an exhausted Roxy.
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a guarantee that was simple and easy to invoke if necessary. In-depth guest interviews
yielded 53 "moments of truth" critical to guests' satisfaction with their Hampton Inn
days These moments of truth translated into concrete and controllable aspects of
Hampton Inn's product and service delivery. Throughout the guarantee design process,
an important new mindset was reinforced: Listen to the guests, who knew best what
sisfied them.

According to the vice president of marketing for Hampton Inn, "Designing the
guarantee made us understand what made guests satisfied, rather than what we thought
made them satisfied." It became imperative that everyone, from front-line employees to
genera managers and personnel at corporate headquarters, should listen carefully to
guests, anticipate their needs to the greatest extent possible, and remedy problems
quickly so that guests were satisfied with the solution.Viewing a hotel's function in this
customer-centric way had a profound impact on the way the parent company con-
ducted business.

Even among those who fully supported the guarantee concept in principle, pressing
concerns remained:

» "Will guests try to cheat and rip us off?"
>e "Will our employees give the store away?"

>- "What will be the return on our efforts to increase customer satisfaction?"

The Pilot Test To prepare for the launch of the guarantee, a pilot test was
conducted in 30 hotels that already had high customer satisfaction. Training was seen
as critical. First, general managers were trained in the fundamentals of the
guarantee—what it was and how it worked. Then the general managers trained their
employees. Managers were taught to take a leadership role by actively demonstrating
their support for the guarantee and helping their employees gain the confidence to
handle guest concerns and problems. Finally, the guarantee was explained and
promoted to guests.

After learning basic guarantee concepts and reviewing the Hampton Inn 100 per-
cent Satisfaction Guarantee, general managers were asked to form groups of 10 to 12.
Their charge was to list the positive and negative aspects of the guarantee on a flipchart.
Few groups could come up with more than one or two pages of positives, but they had
little difficulty creating lists of negatives; one such list was 26 pages long! Senior corpo-
rate managers went through each negative issue, addressing managers' concerns one by
one. The concerns remained relatively consistent and centered on management control.
There were also worries about guests abusing the guarantee and cheating (those nasty
"jaycustomers" that were described in Chapter 5). For a discussion of how the company
identifies such guests, see the box "Tracking Down GuestsWho Cheat."

The pilot test produced some interesting results. Even at hotels that already had a
high-satisfaction culture, corporate management found that front-line employees
weren't always fully empowered to do whatever was needed to make a guest 100 percent
satisfied. Further, employees did not always feel they had explicit responsibility for guest
satisfaction. So they had to be taught that their job responsibilities now extended
beyond the functional roles for which they were initially hired (i.e., property mainte-
nance, breakfast daff, front desk).

Managers and employees discovered that the guarantee was not about giving
money away—it was about making guests satisfied. They learned that satisfying guests by
correcting problems had to be a priority. Employees were encouraged to creatively fix
problems "on the spot,” and rely on the guarantee as a "safety net" to catch guests who
were still dissatisfied.
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Ongoing Experience Now that the 100 percent Satisfaction Guarantee has become
standard practice at Hampton Inn, the company provides reports every quarter that
show the top five reasons for guarantee payouts. Managers are encouraged to develop
clear action plans for eliminating the sources of guarantee payouts at their hotels. Once
the sources of problems are systematically eliminated, payouts become less frequent.
Guest satisfaction has increased substantially at those hotels where the guarantee has
been most strongly embraced. Hampton Inn has also implemented an employee-awards
program for employees who have undertaken exceptional acts of customer service.
When this"cycle of success" occurs at a specific hotel, its employees become "guarantee
advocates" who spread word of their success throughout the chain.

Over time, hotel managers have recognized two things. First, the number of people
invoking the guarantee represents only a small percentage of al guests. Second, the per-
centage of cheaters in this group amounts to a ridiculously small number. As one man-
ager admitted, "It occurred to me that | was managing my entire operation to accom-
modate the half of one percent of guests who actually invoke the guarantee. And out of
that number, maybe only 5 percent were cheating. Viewed this way, | was focused on
managing my business to only 0.025 percent of total revenues."”

Experience has shown that guests are not typically looking for a refund—they just
want to be satisfied with what they pay for. And because the 100 percent Satisfaction
Guarantee promisesjust that, it's a powerful vehicle for attracting and retaining guests.
The guarantee was subsequently extended to several of Hampton Inn's sister brands,
Hampton Inn and Suites, Embassy Suites, and Homewood Suites. A subsequent survey
found that:

>- Fifty-four percent of guests interviewed said they were more likely to consider
Hampton Inn (or one of its sister brand hotels) because of the guarantee.

>- Seventy-seven percent of guests interviewed said they would stay again at the
same hotel.

»- Ninety-three percent of guests interviewed said they would stay at another hotel
in the same chain.

>- Fifty-nine percent of guests interviewed have already returned.

Tracking Down Guests
Who Cheat

As part of its guarantee tracking system, Hampton Inn has devel-
oped ways to identify guests who appeared to be cheating—using
aliases or different satisfaction problems to invoke the guarantee
repeatedly in order to get the cost of their room refunded. Guests
who request frequent compensation receive personalized attention
and follow-up from the company's Guest Assistance Team.
Wherever possible, senior managers will telephone these guests to
ask them about their recent stays. The conversation might go as
follows: "Hello, Mr. Jones. I'm the director of guest assistance and |
see that you've had some difficulty with the last four Hampton Inn
properties you've visited. Since we take our guarantee very seri-
ously, | thought I'd give you a call and find out what the problems

were." The typical response is dead silence! Sometimes the silence
is followed with questions of how headquarters could possibly
know about their problems. These calls have their humorous
moments as well. One individual, who had invoked the guarantee
17 times in what appeared to be a trip that took him across the
United States and back, was asked, innocuously, "Where do you
like to stay when you travel?" "Hampton Inn," came the enthusias-
tic response. "But," said the executive making the call, "our records
show that the last 17 times you have stayed at a Hampton Inn, you
have invoked the 100 percent Satisfaction Guarantee." "That's why
| like them!" proclaimed the guest (who turned out to be a long-
distance truck driver).
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Among the reasons for the success of the Hampton Inn service guarantee are
caeful planning, listening to employee and manager concerns, an emphasis on train-
ing, and a willingness to delegate more authority to employees. The company has
evaluated the possibility that customers would abuse its service guarantee—namely,
making fraudulent claims to obtain a free night in a hotel—and has determined that
the incidence of such fraud is confined to a tiny fraction of its customers. So cus-
tomers are trusted when they register a complaint and a refund is cheerfully given on
the spot. However, the firm's management is not naive: There is careful tracking after
the fact of all claims against the guarantee and any suspicious-looking pattern of
repeated claims is followed up.

Developing Viable Guarantees

Guarantees need to be clear, so that customers and employees can understand them eas-
ily. Sometimes, this means relating the terms of the guarantee to satisfaction with a spe-
cfic activity rather than overall performance. For instance, the Irish Electricity Supply
Board (ESB) offers 12 clearly stated service guarantees in its "Customer Charter," relat-
ing to such elements as network repair, the main fuse, meter connection and accuracy,
and scheduled appointments (when an employee visits the customer's premises). In each
instance, the ESB has established a service standard, such as a promised speed of
response, stating the payment that will be made to the customer if the company fails to
meet the promised standard. The charter is written in simple language and tells cus-
tomers what to do if they encounter a problem with any of the problems covered by the
12 guarantees. Compensation payments range from IRE20—100 ($23—115) depending
on the nature of the problem and whether the customer is a household or a business.

Is it aways a good idea for a service firm to offer a guarantee? The answer, accord-
ing to Ostrom and Hart, is that managers should first think carefully about their firms'
strengths and weaknesses in the context of the markets in which they compete.?®
Companies that already have a strong reputation for high-quality service may not need
a guarantee; in fact, it might even be incongruent with their image to offer one. Firms
whose service is currently poor must first work to improve quality to a level above that
at which the guarantee might be invoked on a regular basis by most of their customers!
Service organizations that suffer from high turnover, poor employee attitudes, and
inability to recruit strong managers are also in no position to start offering guarantees.
Similarly, firms whose service quality is truly uncontrollable (due to outside forces)
would be foolish to consider guaranteeing any aspect of their service that was not
amenable to improvement through internal strategies.

Service managers should ask themselves: Do the benefits outweigh the costs?
Potential costs include compensating customers for failures covered by the guarantee
and the cost of investments to improve operational effectiveness and staff performance.
In evaluating benefits, managers need to look at the value of the extra business gained,
the long-term potential for greater operational productivity, increased staff pride and
motivation, and the firm's ability to recruit and retain the best employees.

In a market where customers see little financial, personal, or psychological risk asso-
ciated with purchasing and using the service, it's questionable whether much value
would be added by instituting a guarantee. However, where perceived risks do exist but
there is little identifiable difference in service quality among competing offerings, the
firs company to institute a guarantee may be able to obtain a first-mover advantage and
differentiate its services. But what should managers do if one or more competitors
already have a guarantee in place? Doing nothing is a risk in that it may be seen as a de
facto admission of inconsistent quality. There is also the possibility that the availability of
a guarantee may eventually become a requirement in customers' purchase decision cri-
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teria. So the best response may be to attract customers' attention by launching a highly
distinctive guarantee like Hampton Inn's that goes beyond what the competition offers
and will also be difficult for them to match or exceed in the short run.

Conclusion

Collecting customer feedback via complaints, suggestions, and compliments provides a
means of increasing customer satisfaction. It's a terrific opportunity to get into the hearts
and minds of customers. In al but the worst instances, complaining customers are indi-
cating that they want to continue their relationship with the service firm. But they are
also signaling that al is not well, and that they expect the company to make things right.

Service firms need to develop effective strategies for recovering from service fail-
ures so that they can maintain customer goodwill.This is vital for the long-term success
of the company. However, service personnel must also learn from their mistakes and try
to ensure that problems are eliminated. After al, even the best recovery strategy isn't as
good in the customer's eyes as being treated right the first time. Well-designed uncondi-
tional service guarantees have proved to be a powerful vehicle for identifying and justi-
fying needed improvements, as well for creating a culture in which staff members take
proactive steps to ensure that guests will be satisfied.

Study Questions and Exercises

1. Explain the courses of action available to a dissatisfied consumer.

2. Describe the factors that may prevent a dissatisfied consumer from complaining.
How can service providers encourage dissatisfied customers to complain?

3. When was the last time you were truly satisfied with an organization's response
to your complaint? Describe in detail what happened and what made you
satisfied.

4. Think about the last time you experienced a less than satisfactory service
experience. Did you complain? Why? Ifyou did not complain, explain why not.

5. Apply the service recovery concepts presented in this chapter to a service
organization with which you are familiar. Describe how this organization
follows/does not follow these guidelines. What impact do you think this has on
the firm's customers in terms of loyalty?

6. Evaluate the 100 percent Service Guarantee introduced by Hampton Inn. What
are its main advantages and disadvantages?
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Service Marketing Strategy

In Part Il of the book, we focus on some key marketing compo-
nents of the 8Ps—product elements, price and other user out-
lays, and promotion and education. Figure 1111 shows how these
three elements relate to the service management decision
framework.

We've already addressed service product issues in several
previous chapters, where we (1) defined service as an act or per-
formance that provides benefits for customers, (2) showed how the
core product is surrounded by a group of supplementary service
elements, and (3) specified how the nature of the underlying ser-
vice process shapes the performance and thus the customer's
experience. Chapter 7 raises the question: What should be the
coreand supplementary elements of our service product?
Developing service product strategy requires managers to identify
the characteristics of the core product, consider how it should be
augmented and enhanced by supplementary services, and deter-
mine how best to design the overall service experience. These deci-
sions are shaped by the nature of the market for the service, requir-
ing consideration of what product benefits will create the most
value for target customers.

nation of several different pricing elements like a fixed monthly
rate, a usage charge that offers volume discounts, and various sup-
plementary charges. Service managers need to recognize that
price is not the only cost incurred by customers. There may be out-
of-pocket expenditures associated with purchasing and using the
service. Customers may also incur significant nonfinancial outlays
and burdens ranging from time costs to physical and mental effort.
Designing a good product and pricing it appropriately will
not ensure its success if people are unaware of it. So service
firms must address the question: How should we communicate
what our service has to offer? Credibility is an important issue
in marketing communication and may depend, in part, on the
reputation of the organization, its capabilities, and its brand
names. Managers must ask themselves what customers need to
know about the service and its benefits. Communication must go
beyond mere promotion. Many customers, especially new ones,
will need to be educated about the service. Service businesses
have to determine what communication methods and media will
be most effective in reaching their target audiences. They also
need to examine the role that physical evidence can play in cre-

The question What price should we charge for our service? ating desired impressions. These issues are discussed in

is addressed in Chapter 8. Identifying the costs to be recovered
tends to be a more challenging task for services than for manufac-
tured goods. Service prices may vary by time of day, day of week, or
season. And the price actually paid by customers may be a combi-

Chapter 9.

Finally, service managers must decide how to differentiate
their firm's offerings from those of the competition—which is
the essence of positioning strategy. Chapter 10 examines issues



What Business Are We In?

. .| Processes Can Be Used
in Our Operation?

Relate to Them?

What Are the Options for How Can We Balance
Delivering Our Service? Productivity and Quality?

How Should We Match Demand and

People and Technology?

What Are Appropriate Roles for

How Can Our Firm Achieve
Service Leadership?

related to linking product, pricing, and communication in a
strategic context. This chapter also emphasizes the need to (1)
integrate different elements of the 8Ps so that they are mutually
reinforcing, (2) ensure that key product attributes relate to the

FIGURE I11.1

Product, Pricing, and
Communication Decisions

needs of specific target segments, and (3) create a service pack-
age that is differentiated from competitors' offerings in mean-

ingful ways.
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The Service Product

The Moose Ts Loose at Germany's Most

Popular Radio Station

SWF3 is Germany's most popular radio station, reaching more than
two million listeners in southwestern Germany every day. Some say
that it's more than radio—it's a lifestyle.* Pethaps SWF3's most note-
worthy feature is the never-ending production of its comic radio skits.
For over 20 years the station has created characters and slogans that
have become part of everyday conversation in Germany. These skits,
plus investigative journalism and trend-setting music, reflect the sta-
tion's philosophy and are essential keys to its success. SWF3's trade-
mark, the moose, was chosen because the station is headquartered in
Baden-Baden in the famous Black Forest. The animal has become a
part of the station's lifestyle, to the extent that quality is referred to as
"moose-proof."

Following deregulation of the German radio broadcasting market,
hundreds of new local and national radio stations swamped the mar-
ket. To compete more effectively and to build greater loyalty among its
listeners, SWF3 established a club, now some 100,000 strong, that
offers members a variety of financial and nonfinancial benefits with a
high emotional and economic value. Holders of the SWF3 Club's gold
Wildcard (which costs the equivalent of about $15) can obtain savings
on a variety of purchases.

The Club's popular quarterly publication, ON, offers a mix of
journalism, music, and humor written by the station’s staff, including
DJs, editors, and anchors. The members' newsletter, published every
six weeks and called ONFO, contains details of Club events through-
out the year, news from the station, and current ticket and merchan-

dise offers. The Club is also featured on SWF3's Web site,
www.swf3.de.

Of course, anyone can access the Web site, and fans living far
outside SWF3's broadcast reception area—even on another conti-
nent—can still listen to the station live on Web radio. The user-friendly
site features information on the station, its staff, and programming, as
well as offering services ranging from weather forecasts to
Kinodatenbank (a useful database of movie reviews). There is also a
chat room and a library of pictures of real moose, cartoon moose, and
stuffed toy moose in many amusing situations.

To serve listeners who want information about the station, club
services, and related activities, the station has instituted the SWF3
Service Center (even using the English-language term as its name),
which also handles ticket sales and merchandise orders. The SWF3
Club produces and coproduces about 120 events each year. Large
open-air concerts and festivals can draw over 100,000 visitors,
whereas the numerous smaller shows with newcomer bands attract
just a few hundred. At all major events, a Club Lounge—open to
members and event guests only—provides special catering. After the
show, rock and pop stars show up for scheduled "unplugged" sessions
and interviews. Club members can save up to $6 off the ticket prices
to all major pop and rock concerts in Germany, including concerts of
major artists such as the Rolling Stones, Simple Minds, R.E.M., and
U2. In addition to tickets for the Club's own productions, members also
get offers for preferential tickets to hundreds of events each year.


http://www.swf3.de
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SWHF3 believes that its club program and event sponsorship have
helped the station to build high awareness, develop a strong relation-
ship with its listeners, and increase its ratings. In short, the Club has
proven to be absolutely "moose-proof."
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After reading this chapter, you should
be able to

discuss several frameworks for
describing the augmented service
product

define the eight petals of the Flower
of Service

distinguish between facilitating and
enhancing supplementary services

complete a service blueprint for
different kinds of services

describe the types of information
that service blueprints can provide
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augmented product: the
core product (agood or a
service) plus dl
supplementary elements that
add value for customers.

molecular model: a
framework that uses a
chemical analogy to describe
the structure of service
offerings.

THE SERVICE OFFERING

In this chapter, we address the question, What should be the core and supplementary ele-
ments of our service product? The core addresses the customer's need for a basic bene-
fit—such as transportation to a desired location, resolution of a specific health problem,
or repair of malfunctioning equipment. Supplementary services facilitate and enhance
use of the core service; they range from information, advice, and documentation to
problem solving and acts of hospitality.

As an industry matures and competition increases, there's a risk that prospective
customers may view competing core products as commodities that are indistinguishable
from each other. For instance, many airlines fly the same types of aircraft, al credit cards
perform the same basic function, and it's hard to distinguish one hotel bed from another
within a given class of service. In these cases, the customer's natural tendency is to
choose the option with the cheapest price. Hence, the search for competitive advantage
in a mature industry often focuses on differentiating the product through better supple-
mentary services. SWF3, the German radio station in the opening story, uses a mix of
financial and nonfinancial benefits to offer a value-oriented package that attracts listen-
ers in the highly competitive radio broadcasting market and keeps them loyal.

The Augmented Product

Marketers use the term augmented product to describe the combination of a core
product with a bundle of value-adding supplementary elements. Theorists have devel-
oped several frameworks to describe augmented products. Lynn Shostack created a
molecular model (Figure 7.1) that can be applied to either goods or services. The
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Source: G. Lynn Shostack, "Breaking Free from Product Marketing," Journal of Marketing (April 1977), published by the American Marketing
Association. Reprinted with permission.
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model uses a chemical analogy to help marketers visualize and manage what she termed
a"total market entity." At the center is the core benefit that addresses the basic cus-
tomer need, with links to a series of other service characteristics. Surrounding the mol-
ecules is a series of bands representing price, distribution, and market positioning (com-
munication messages). As in chemical formulations, a change in one element may
completely alter the nature of the entity.

The molecular model helps identify the tangible and intangible elements
involved in service delivery. By highlighting tangible elements, marketers can deter-
mine whether their services are tangible-dominant or intangible-dominant. In an air-
line, for example, the intangible elements include transportation itself, service fre-
quency, and pre-flight, in-flight, and post-flight service. But the aircraft itself and the
food and drinks that are served to passengers are al tangible.The more intangible ele-
ments exist, the more necessary it is to provide tangible clues about the features and
quality of the service.

Eiglier and Langeard developed a different model to describe the augmented prod-
uct. In their model, the core service is surrounded by a circle containing a series of sup-
plementary services that are specific to that particular product.® Their approach, like
Shostack's, emphasizes the interdependence of the various components. They distinguish
between those elements needed to facilitate use of the core service (such as the reception
desk at a hotel) and those that enhance the appeal of the core service (such as a fitness
center and business services at a hotel). Eiglier and Langeard focus on two issues: (1)
whether supplementary services are needed to facilitate use of the core service or simply
to add extra appeal; and (2) whether customers should be charged separately for each ser-
vice element or whether al elements should be bundled under a single price tag.

IDENTIFYING AND CLASSIFYING
SUPPLEMENTARY SERVICES

The more we examine different types of core services, the more we find that most of
them have many supplementary services in common. Although core products may dif-
fer widely, certain supplementary elements—Ilike information, billing, and reservations
or order taking—keep recurring.” There are dozens of different supplementary services,

Information

Payment Consultation

Order

Billing taking

FIGURE 7.2

The Flower of Service: Core
Product Surrounded by

Safekeeping Clusters of Supplementary

| Services

Exceptions '\ Hospitality
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TABLE 7.1

Examples of Information
Elements

facilitating
supplementary services:
supplementary services that
ad in the use of the core
product or are required for
service ddlivery.

enhancing
supplementary services:
supplementary services that
may add extravaue for
customers.

Flower of Service: avisua
framework for understanding
the supplementary service
elements that surround and
add vaue to the product core.

Directions to service site
Schedules/service hours
Prices

Instructions on using core product/supplementary services
Reminders

Warnings

Conditions of sale/service
Notification of changes
Documentation

Confirmation of reservations
Summaries of account activity
Receipts and tickets

but almost al of them can be classified into one of the following eight clusters. We have
listed them as either facilitating supplementary services, which aid in the use of the
core product or are required for service delivery, or enhancing supplementary ser-
vices, which add extra value for customers.

Facilitating Services Enhancing Services

*- Information >e Consultation
>- Order Taking 5* Hospitality
>- Billing >-  Safekeeping
>- Payment >e Exceptions

In Figure 7.2, these eight clusters are displayed as petals surrounding the center of a
flower—which we call the Flower of Service. We've shown them clockwise in the
sequence in which they are often likely to be encountered by customers (although this
sequence may vary—for instance, payment may have to be made before service is deliv-
ered rather than afterwards). In a well-run service organization, the petals and core are
fresh and attractive. But a badly designed or poorly executed service is like a flower with
missing, wilted, or discolored petals. Even if the core is perfect, the overall flower is
unattractive. Think about your own experiences as a customer. When you were dissatis-
fied with a particular purchase, was it the core that was at fault or was there a problem
with one or more of the supplementary service petals? Not every core product is sur-
rounded by supplementary elements from all eight clusters. As we'll see, the nature of
the product helps to determine which supplementary services must be offered and
which might be added to enhance the value of the core service.

Information

To obtain full value from any service experience, customers need relevant information
(Table 7.1). New customers and prospects are especially information hungry. Customer
needs may include directions to the physical location where the product is sold (or
details of how to order it by telephone or Web site), service hours, prices, and usage
instructions. Further information, sometimes required by law, could include conditions
of sale and use, warnings, reminders, and notification of changes. Finally, customers may
want documentation of what has already taken place, such as confirmation of reserva-
tions, receipts and tickets, and monthly summaries of account activity.

Companies should make sure the information they provide is both timely and
accurate; if it's not, customers may be annoyed or inconvenienced. Traditional ways of
providing information to customers include using front-line employees (who are not
always as well informed as customers might like), printed notices, brochures, and
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Applications

« Membership in clubs or programs

« Subscription services (e.g., utilities)

« Prerequisite-based services (e.g., financial credit, college enroliment)
Order Entry

« On-site order fulfillment

« Mailitelephone order placement

¢ E-mail/Web site order placement

Reservations and Check-in

* Seats

« Tables

* Rooms

« Vehicles or equipment rental

Professional appointments

« Admission to restricted facilities (e.g., museums, aquariums)

instruction books. Other media include videotapes or software-driven tutorials, touch-
screen video displays, and menu-driven recorded telephone messages.The most signifi-
cant recent innovation has been corporate use of Web sites. Companies use the Internet
for a wide range of useful applications including the provision of information about
train and airline schedules, hotel availability and reservations, the location of specific
retall outlets such as restaurants and stores, and service descriptions and prices. Many
business logistics companies offer shippers the opportunity to track the movements of
their packages—each of which has been assigned a unique identification number.

Order Taking

Once customers are ready to buy, companies must have effective supplementary service
processes in place to handle applications, orders, and reservations (Table 7.2). The
process of order taking should be polite, fast, and accurate so that customers do not
waste time and endure unnecessary mental or physical effort.

Banks, insurance companies, and utilities require prospective customers to go
through an application process designed to gather relevant information and to screen
out those who do not meet basic enrollment criteria (like a bad credit record or serious
health problems). Universities also require prospective students to apply for admission.
Reservations (including appointments and check-in) represent a special type of order
taking that entitles customers to a defined unit of service at a specific time and loca-
tion—for example, an airline seat, a restaurant table, a hotel room, time with a qualified
professional, or admission to a facility such as a theater or sports arena.

Ticketless systems, based upon telephone or online reservations, provide enormous
cost savings for airlines. There is no travel agent commission since customers book
directly, and the administrative effort is drastically reduced. A paper ticket at an airline
may be handled 15 times while an electronic ticket requiresjust one step. But some cus-
tomers are not comfortable with the paperless process.

Billing

Billing is common to almost al services (unless the service is provided free of charge).
Inaccurate, illegible, or incomplete bills risk disappointing customers who may, up to that
point, have been quite satisfied with their experience. Such failures add insult to injury if
the customer is already dissatisfied. Billing procedures range from verbal statements to a
machine-displayed price, and from handwritten invoices to elaborate monthly statements
of account activity and fees (Table 7.3). Due to recent technological advances, many

TABLE 7.2

Examples of Order-Taking
Elements
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TATIT™H 7 1

Examples of Billing Elements

« Periodic statements of account activity
« Invoices for individual transactions

« Verbal statements of amount due

« Machine display of amount due

« Self-billing (computed by customer)

forms of billing are computerized to capitalize on the potential for productivity improve-
ments. But computerized billing can sometimes cause service failures, as when an inno-
cent customer tries futilely to contest an inaccurate bill and is met by an escalating
sequence of ever-larger bills (compounded interest and penalty charges) accompanied by
increasingly threatening, computer-generated |etters.

Customers usually expect bills to be clear and informative, and itemized in ways
that make it clear how the total was computed. Unexplained or confusing charges do
not create a favorable impression of the supplier. Nor does fuzzy printing or illegible
handwriting. Laser printers, with their ability to switch fonts and typefaces, to box and
to highlight, can produce statements that are not only more legible but also organize
information in more useful ways.

Marketing research can help companies design user-friendly bills by identifying
what information customers want and how they would like it to be organized.
Sometimes billing information can even be used to provide extra value to customers.
For example, American Express built its Corporate Card business by offering companies
detailed documentation of the spending patterns of individual employees and depart-
ments on travel and entertainment. Its Corporate Purchasing Card is particularly useful

FIGURE 7.3

American Express Promotes the
Benefits of Its Corporate
Purchasing Card
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for firms making purchases through the Internet, allowing senior management to estab-
lish spending limits, designate preferred vendors, and track expenses (Figure 7.3).
Intelligent thinking about customer needs led AmEx to realize that well-organized
billing information and control of spending were valuable to its business customers,
beyond just the basic requirement of knowing how much to pay.

Busy customers hate to be kept waiting for a bill. Some service providers offer
express checkout options, taking customers' credit card details in advance and docu-
menting charges later by mail. Many hotels push bills under guests' doors on the morn-
ing of departure showing charges to date; others offer customers the option of preview-
ing their bills before checkout on the TV monitors in their rooms. Some car rental
companies use an alternative express checkout procedure. An agent meets customers as
they return their cars, checks the odometer and fuel gauge readings, and then prints a
bill on the spot using a portable wireless terminal. Accuracy is essential with all of these
billing methods. Since customers use the express checkouts to save time, they certainly
don't want to waste time later seeking corrections and refunds.

Payment

In most cases, a bill requires the customer to take action on payment. Bank statements
ae an exception, since they detail charges that have already been deducted from the
customer's account. Increasingly, customers expect ease and convenience of payment,
including credit, wherever they make their purchases.

A variety of options exists to facilitate customer bill paying (Table 7.4). Self-service
payment systems, for instance, require customers to insert coins, banknotes, tokens, or
cads in machines. But equipment breakdowns destroy the whole purpose of such a sys-
tem, so good maintenance and speedy trouble-shooting are essential. Much payment
dill takes place through hand-to-hand transfers of cash and checks, but credit and debit
cards are growing in importance as more and more establishments accept them. Other
alternatives include tokens, vouchers, coupons, or prepaid tickets. Firms benefit from
prompt payment, since it reduces the amount of accounts receivable.

To ensure that people actually pay what they owe, some services employ control
systems, such as ticket collection before entering a movie theater or boarding a train.
However, inspectors and security officers must be trained to combine politeness with
firmness in performing their jobs, so that honest customers do not feel harassed.

self-service

« Exact change in machine

¢ Cash in machine with change returned

* Insert prepayment card

« Insert credit/charge/debit card

 Insert token

 Electronic funds transfer

* Mail a check

 Enter credit card number online

Directto payee or intermediary

¢ Cash handling and change giving

¢ Check handling

« Credit/charge/debit card handling

¢ Coupon redemption

* Tokens, vouchers, etc.

Automatic deduction from financial deposits (e.g., bank charges)
Control and verification

« Automated systems (e.g., machine-readable tickets that operate entry gates)
« Human systems (e.g., toll collectors, ticket inspectors)

TABLE 7 4

Examples of Payment
Elements
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TABLE 7.5

Examples of Consultation
Elements

TABLE 7.6
Examples of Hospitality
Elements

« Advice

¢ Auditing

« Personal counseling

¢ Tutoring/training in product usage

« Management or technical consulting

Consultation

Consultation is an enhancing supplementary service that involves a dialog to identify
customer requirements and develop a personalized solution. Table 7.5 provides exam-
ples of several supplementary services in the consultation category. At its simplest, con-
sultation consists of immediate advice from a knowledgeable service person in response
to the request: "What do you suggest?' (For example, you might ask the person who
cuts your hair for advice on different hairstyles and products.) Effective consultation
requires an understanding of each customer's current situation before suggesting a suit-
able course of action. Good customer records can be a great help in this respect, partic-
ularly if relevant data can be retrieved easily from a remote terminal.

Counseling represents a more subtle approach to consultation. It involves helping
customers better understand their situations so that they can come up with their "own"
solutions and action programs. This approach can be a particularly valuable supplement
to services such as health treatment. Part of the challenge in this situation is to get cus-
tomers to take a long-term view of their personal situation and to adopt more healthful
behaviors, which often involve some initial sacrifice. Diet centers like Weight Watchers
use counseling to help customers change their behaviors so that weight loss can be sus-
tained after the initial diet is completed.

Finaly, there are more formalized efforts to provide management and technical
consulting for corporate customers, such as the "solution selling" associated with mar-
keting expensive industrial equipment and services. The sales engineer researches the
business customer's situation and then offers objective advice about what particular
package of equipment and systems will yield the best results. Some consulting services
are offered free of charge in the hope of making a sale. In other instances the service is
"unbundled" and customers are expected to pay for it.

Hospitality

Hospitality-related services should ideally reflect pleasure at meeting new customers
and greeting old ones when they return. Companies like Wal-Mart take this concept
quite literally, designating a specific employee in each store to welcome customers as
they enter. Well-managed businesses try to ensure that their employees treat customers
as guests. Courtesy and consideration for customers' needs apply to both face-to-face
encounters and telephone interactions (Table 7.6). Hospitality finds its full expression in
face-to-face encounters. In some cases, it starts with an offer of transport to and from

Greeting

Food and beverages

Toilets and washrooms

Waiting facilities and amenities

« Lounges, waiting areas, seating

« Weather protection

« Magazines, entertainment, newspapers
Transport

Security
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the service site, as with courtesy shuttle buses. If customers must wait outdoors before
the service can be delivered, then a thoughtful service provider will offer weather pro-
tection. If the wait occurs indoors, then guests should have access to a waiting area with
seating and entertainment (TV, newspapers, or magazines) to pass the time. Recruiting
employees who are naturally warm, welcoming, and considerate for customer-contact
jobs aso helps to create a hospitable atmosphere.

The quality of a firm's hospitality services can increase or decrease satisfaction with
the core product.This is especially true for people-processing services where customers
cannot easily leave the service facility. Private hospitals often seek to enhance their hos-
pitality by providing the level of room service—including meals—that might be
expected in a good hotel.

Some air transportation companies (like Singapore Airlines) differentiate themselves
from their competitors with better meals and more attentive cabin crew.While in-flight
hospitality is important, an airline journey also includes passengers' pre- and post-flight
experiences. Air travelers have come to expect departure lounges, but British Airways
(BA) came up with the novel idea of an arrivals lounge for its terminals at London's
Heathrow and Gatwick airports to serve passengers arriving early in the morning after
along, overnight flight from the Americas, Asia, Africa, and Australia. The airline allows
holders of first- and business-class tickets or a BA Executive Club gold card (awarded to
the airline's most frequent flyers) to use a special lounge where they can take a shower,
change, have breakfast, and make phone calls or send faxes before continuing to their
final destination. The arrivals lounge provided such a significant competitive advantage
for British Airways that other airlines felt obliged to copy it.

Safekeeping

While visiting a service site, customers often want assistance with their personal pos-
sessions. In fact, unless certain safekeeping services are provided (like safe and conve-
nient parking for their cars), some customers may not come at all.The list of potential
on-site safekeeping services is long. It includes: provision of coatrooms; luggage trans-
port, handling, and storage; safekeeping of valuables; and even child and pet care
(Table 7.7).

Caring for possessions customers bring with them
« Childcare

* Petcare

« Parking facilities for vehicles
« Valet parking

» Coatrooms

¢ Luggage handling

» Storage space

« Safe deposit boxes

¢ Security personnel

Caring for goods purchased (or rented) by customers
« Packaging

¢ Pick-up

¢ Transportation

« Delivery

Installation

« Inspection and diagnosis

¢ Cleaning

« Refueling

* Preventive maintenance

« Repairs and renovation

« Upgrade

TABLE 7.7
Examples of Safekeeping
Elements
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Additional safekeeping services are directed at physical products that customers buy
or rent. They include packaging, pick-up and delivery, assembly, installation, cleaning,
and inspection. Sometimes there's a charge for these services.

Exceptions

Exceptions involve supplementary services that fal outside the routine of normal ser-
vice delivery (Table 7.8). Astute businesses anticipate exceptions and develop contin-
gency plans and guidelines in advance. That way, employees will not appear helpless and
surprised when customers ask for special assistance. Well-defined procedures make it
easier for employees to respond promptly and effectively.

There are several different types of exceptions:

1.

A

Soecial requests. There are many circumstances when a customer may request ser-
vice that requires a departure from normal operating procedures. Advance
requests often relate to personal needs, including childcare, dietary requirements,
medical needs, religious observances, and personal disabilities. Such special
requests are common in the travel and hospitality industries.

Problem solving. Situations arise when normal service delivery (or product perfor-
mance) fals to run smoothly as a result of accidents, delays, equipment failures,
or customers experiencing difficulty in using the product.

. Handling of complaints/suggestions/compliments. This activity requires well-defined

procedures. It should be easy for customers to express dissatisfaction, offer sug-
gestions for improvement, or pass on compliments, and service providers should
be able to make an appropriate response quickly.

. Restitution. Many customers expect to be compensated for serious performance

failures. Compensation may take the form of repairs under warranty, legal settle-
ments, refunds, an offer of free service, or other forms of payment-in-kind.

flexible approach to exceptions is generally a good idea because it reflects

responsiveness to customer needs. On the other hand, too many exceptions may

TABLE 7.8 Special requestsin advance of service delivery
Examples of Exceptions + Children's needs
Elements  Dietary requirements

« Medical or disability needs

« Religious observances

« Deviations from standard operating procedures

Handling special communications

¢ Complaints

¢ Compliments

¢ Suggestions

Problem solving

« Warranties and guarantees against product malfunction

« Resolving difficulties that arise from using the product

« Resolving difficulties caused by accidents, service failures,
and problems with staff or other customers

« Assisting customers who have suffered an accident or
medical emergency

Restitution

* Refunds

« Compensation in kind for unsatisfactory goods and services

« Free repair of defective goods
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compromise safety, negatively impact other customers, and overburden employees.
Managers need to keep an eye on the level of exception requests. Large numbers of
exceptions may indicate a need to reexamine standard service procedures. For instance,
if a restaurant constantly receives requests for special vegetarian meals when there are
none on the menu, then it may be time to revise the menu to include at least one
mestless dish.

Managerial Implications of the Flower of Service

The eight categories of supplementary services that form the Flower of Service provide
many options for enhancing the core service product. Most supplementary services do
(or should) represent responses to customer needs. As noted earlier, some are facilitating
services—like information and reservations—that enable customers to use the core
product more effectively. Others are "extras" that enhance the core or even reduce its
nonfinancial costs (for example, meals, magazines, and entertainment are hospitality ele-
ments that help pass the time). Some elements—notably billing and payment—are
imposed by the service provider. But even if not actively desired by the customer, they
dill form part of the overall service experience. Any badly handled element may nega-
tively affect customers' perceptions of service quality. The "information" and "consulta-
tion" petals emphasize the need for education as well as promotion in communicating
with service customers.

A key insight from the Flower of Service concept is that different types of core
products often share use of similar supplementary elements. As a result, customers may
make comparisons across unrelated industries. For instance, "If my stockbroker can give
me clear documentation of my account activity, why can't the department store where
I shop?* Or "If my favorite airline can take reservations accurately, why can't the French
restaurant up the street?' Questions like these suggest that managers should be studying
businesses outside their own industries in a search for "best-in-class" performers on spe-
cfic supplementary services.

Not every core product will be surrounded by a large number of supplementary
services from all eight petals. People-processing services tend to be the most
demanding in terms of supplementary elements like hospitality, since they involve
close (and often extended) interactions with customers.When customers do not visit
the service factory, the need for hospitality may be limited to simple courtesies in
letters and telecommunications. Possession-processing services sometimes place
heavy demands on safekeeping elements, but there may be no need for this particu-
lar petal in information-processing services where customers and suppliers deal
entirely at arm's length. However, financial services that are provided electronically
are an exception to this. Companies must ensure that their customers' intangible
financial assets are carefully safeguarded in transactions that occur via phone or the
Web.

Companies in the business-to-business sector face many decisions concerning what
types of supplementary services to offer. A study of Japanese, American, and European
firms found that most simply added layer upon layer of services to their core offerings
without knowing what customers really valued.® Managers surveyed in the study indi-
cated that they did not understand which services should be offered to customers as a
standard package accompanying the core, and which should be offered as options for an
extra charge.

There are no simple rules governing decisions about core products and supple-
mentary services. But managers should continually review their firms' product offer-
ings to make sure they are in line with both market practice and customer needs. A
study of plastic surgeons' offices and procedures suggests that poor performance on

151



152

PART THREE -

SERVICE MARKETING STRATEGY

supplementary services—notably, unwanted information and inhospitable waiting
areas—creates unfavorable initial impressions that may lead patients to cancel surgery
or even change doctors (see the box titled "Cosmetic Surgeons' Offices Disappoint
Patients").

Customer needs and expectations often vary by segment. Consider the example of
Asea Brown Boveri (ABB), a supplier of power plant equipment and maintenance ser-
vices to utilities companies. ABB's Power Transformers business realized that not al
customers needed or wanted the same levels of maintenance service; some utilities pre-
fer to handle maintenance in-house, using their own employees and equipment.
Instead of simply supplying a comprehensive maintenance service to all of its cus-
tomers, ABB now offers different levels of service and prices as part of a negotiated ser-
vice agreement. It no longer requires customers to have ABB service al aspects of their
transformers. Instead, they can choose the combination of supplementary services that
they prefer.

Tables 7.1 through 7.8 can be used to identify value-added ways to augment
existing core products and design new offerings. The lists provided in these eight
tables do not claim to be al encompassing, since some products may require special-
ized supplementary elements. A company's marketing strategy helps to determine
which supplementary services should be included. A strategy of adding benefits to
increase customers'perceptions of quality will probably require more supplementary
services (and also a higher level of performance on al such elements) than a strategy
of competing on low prices. In general, a firm that competes on a low-cost, no-frills
basis will require fewer supplementary elements than one that is marketing an
expensive, high-value-added product. And firms that offer different grades of ser-
vice—like first class, business class, and economy class in an airline context—often

Cosmetic Surgeons Offices
Disappoint Patients

It appears that plastic surgeons could use some service marketing
training along with their other courses in medical school. That's the
diagnosis of two experts, Kate Altork and Douglas Dedo, who did a
study of patients' reactions to doctors' offices. They found that
many patients will cancel a surgery, change doctors, or refuse to
consider future elective surgery if they feel uneasy in the doctor's
office. The study results suggested that patients won't usually
"doctor-jump” because they don't like the doctor; they defect
because they don't like the context of the service experience. The
list of common patient dislikes includes: graphic posters of moles
and skin cancers decorating office walls; uncomfortable plastic
identification bracelets for patients; claustrophobic examining
rooms with no windows or current reading material; bathrooms
that aren't clearly marked; and not enough wastebaskets and
water coolers in the waiting room.

What do patients want? Most requests are surprisingly simple
and involve creature comforts like tissues, water coolers, tele-
phones, plants, and bowls of candy in the waiting room and live
flower arrangements in the lobby. Patients also want windows in
the examining rooms and gowns that wrap around the entire body.
They would like to sit on a real chair when they talk to a doctor
instead of perching on a stool or examining table. Finally, preopera-
tive patients prefer to be separated from postoperative patients,
since they are disturbed by sitting next to someone in the waiting
room whose head is enclosed in bandages.

These study results suggest that cosmetic surgery patients
would rather visit an office that looks more like a health spa than a
hospital ward. By thinking like service marketers, sawy surgeons
could look outside their own industries to find ways of creating
patient-friendly environments that will complement rather than
counteract their technical expertise.

Source: LisaBannon, "Plastic Surgeons Are Told to Pay More Attention to Appearances.” Wall Street Journal, 15 March 1997, B1.
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differentiate them by adding extra supplementary services to a common core for
each upgrade in service.

Regardless of which supplementary services a firm decides to offer, the elements in
each petal should receive the care and attention needed to consistently meet defined
service standards. That way the resulting Flower of Service will always have a fresh and
appealing appearance rather than looking wilted or disfigured by neglect.

SERVICE DESIGN

Service design is a complex task that requires an understanding of how the core and
supplementary services are combined to create a product offering that meets the needs
of target customers. For physical objects like new buildings or ships, the design is usually
captured on architectural drawings called blueprints (because reproductions have tradi-
tionally been printed on specia paper where al the drawings and annotations appear in
blue).These blueprints show what the product should look like and detail the specifica-
tions to which it should conform.

In contrast to the physical architecture of a building, ship, or piece of equipment,
services have a largely intangible structure that makes them al the more difficult to
plan and execute. However, it is possible to map service processes by defining the
steps required to provide the core and supplementary product elements. To do this,
we borrow process-mapping techniques from logistics, industrial engineering,
decision theory, and computer systems analysis, each of which uses blueprint-like
techniques to describe processes involving flows, sequences, relationships, and
dependencies.’

Blueprinting can be used to document an existing service or design a new service
concept. We introduced a simpler version of blueprinting known as flowcharting in
Chapter 4. But in that case our focus was limited to front-stage service delivery from the
customer's perspective. As you'll see, blueprinting provides more extensive documenta-
tion of the activities involved in producing a service.

To develop a blueprint, you need to be able to identify al of the key activities
involved in service delivery and production, clarify the sequence, and to specify the
linkages between these activities.® Service blueprints clarify the interactions
between customers and employees and how these are supported by additional activ-
ities and systems backstage. As a result, they can facilitate the integration of market-
ing, operations, and human resource management within a firm. This can be benefi-
cial, since operationally oriented businesses are sometimes so focused on managing
backstage activities that they neglect to consider the customer's view of front-stage
activities. Accounting firms, for instance, often have elaborately documented proce-
dures and standards for how to conduct an audit properly, but may lack clear stan-
dards for when and how to host a client meeting or how to answer the telephone
when clients call.

By analyzing blueprints, managers are often able to identify potential fail pointsin
the service delivery process where there's a significant risk of problems that can hurt ser-
vice quality. Knowledge of these fail points enables managers to design procedures to
avoid their occurrence or implement effective recovery strategies if necessary.
Blueprints can also pinpoint parts of the process where customers commonly have to
wait. Standards can then be developed for these activities that include times for comple-
tion of a task, maximum wait times in between tasks, and scripts to guide interactions
between staff members and customers.

Blueprints of existing services can suggest ideas for product improvements.
Managers may spot opportunities to reconfigure delivery systems (perhaps through
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service blueprint: avisua
map of the sequence of
activities required for service
delivery that specifies front-
stage and backstage elements
and the linkages between
them.

fail point: apointina
process where thereis a
significant risk of problems
that can damage service
quality.
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use of new technologies), add or delete specific elements, or reposition the service to
appeal to other segments. For example, Canadian Pacific Hotels (which operates
hotels under Fairmont and Delta brand names) decided to redesign its hotel services.
It had already been successful with conventions, meetings, and group travel but
wanted to build greater brand loyalty among business travelers. The company
blueprinted the entire "guest experience" from pulling up at the hotel to getting the
car keys from the valet. For each encounter, Canadian Pacific defined an expected
service level based on customer feedback and created systems to monitor service
performance. It also redesigned some aspects of its service processes to provide busi-
ness guests with more personalized service. The payoff for Canadian Pacific's
redesign efforts was a 16-percent increase in its share of business travelers in a single
year.

There's no single "best" way to prepare a service blueprint, but it's helpful to adopt
a consistent approach within a single organization. In this chapter, we adapt and simplify
an approach proposed by Jane Kingman-Brundage.® If desired, any aspect of a blueprint
can subsequently be examined in greater detail.

Developing a Service Blueprint

To illustrate blueprinting, let's examine the process of dining at Chez Jean, an upscale
restaurant that enhances its core food service with a variety of supplementary services.
A typical rule of thumb in full-service restaurants is that the cost of purchasing the food
ingredients represents about 20 to 30 percent of the price of the meal. The balance can
be seen as the "fees" that the customer is willing to pay for supplementary benefits like
renting a table and chairs in a pleasant setting, hiring the services of food preparation
experts and their kitchen equipment, and having staff to wait on them both inside and
outside the dining room.

Figure 7.4 (shown on pages 156—159) contains a blueprint of the Chez Jean restau-
rant experience. The key components of the blueprint (reading from top to bottom)
are:

1. Definition of standards for each front-stage activity (only a few examples are
actually specified here)

Physical and other evidence for front-stage activities (specified for al steps)
Principal customer actions (illustrated by pictures)

Line of interaction

Front-stage actions by customer-contact personnel

Line of visibility

Backstage actions by customer-contact personnel

Support processes involving other service personnel

© ® N O oA W

Support processes involving information technology

Reading from left to right, the blueprint prescribes the sequence of actions over
time. To emphasize the involvement of human actors in the service delivery process, our
blueprint uses pictures to illustrate each of the 14 principal steps in which our two cus-
tomers are involved. The process begins with making a reservation and concludes with
departure from the restaurant after the meal. Like many high-contact services involving
discrete transactions, the restaurant experience can be divided into three "acts," repre-
senting activities that take place before the core product is encountered, delivery of the
core product (in this case, the meal), and subsequent activities while still involved with
the service provider.
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Act I: Starting the Service Experience

Act | begins with the customer making a reservation—an interaction conducted by
telephone with an unseen employee. In theatrical terms, the telephone conversation
might be likened to a radio drama, with impressions being created by the speed of
response, tone of the respondent’'s voice, and style of the conversation. Once the cus-
tomers arrive at the restaurant, the "stage" or servicescape includes both the exterior
and interior of the restaurant. From this point on, front-stage actions take place in a very
visual environment. Restaurants are often quite theatrical in their use of physical evi-
dence like furnishings, decor, uniforms, lighting, and table settings; they may also
employ background music to help create an environment that matches their market
positioning.

By the time our customers reach their table in the dining room, they have been
exposed to several supplementary services, including reservations, valet parking, coat-
room, cocktails, and seating. They have also seen a sizeable cast of characters, including
five or more contact personnel and many other customers. Standards that are based on a
good understanding of guest expectations should be set for each of these service activi-
ties. Below the line of visibility, the blueprint identifies key actions that should take
place to ensure that each front-stage step is performed in a manner that meets or
exceeds customer expectations. These actions include recording reservations, handling
customers' coats, delivery and preparation of food, maintenance of facilities and equip-
ment, training and assignment of staff for each task, and use of information technology
to access, input, store, and transfer relevant data.

Identifying the Fail Points Running a good restaurant is a complex business and
much can go wrong. The most serious fal points, marked by Q. are those that will
result in failure to access or enjoy the core product.They involve the reservation (Could
the customer get through by phone? Was a table available at the desired time and date?
Was the reservation recorded accurately?) and seating (Was a table available when
promised?). Since service delivery takes place over time, there is also the possibility of
delays between specific actions that will cause customers to wait. Points at which there
isarisk of such await are identified by a y(™\ Excessive waits at critical steps in delivery
can be classified as fail points, because they will annoy customers and negatively impact
perceived service quality.

Every step in the process has some potential for failures and delays. David Maister
coined the term OTSU ("opportunity to screw up") to highlight the importance of
thinking about al the things that might go wrong in delivering a particular type of ser-
vice.®® OTSUs can be very humorous if you're not personally involved. John Cleese
made millions laugh with his portrayal of an inept hotel manager in the television series
Fmt'lty Towers. Chevy Chase and Steve Martin have entertained movie audiences for
years by playing customers tortured by inept, rude, or downright cruel service employ-
ees. However, customers don't always see the funny side when the joke is on them.
That's why it is important for service managers to identify al the possible OTSUs asso-
ciated with a particular task so they can put together a delivery system that is explicitly
designed to avoid these problems.

Setting Service Standards Through both formal research and on-the-job
experience, service managers can learn the nature of customer expectations at each
step in the process. As discussed in other chapters, customers' expectations range
across a spectrum—referred to as the zone of tolerance—from desired service (an ideal)
to a threshold level of merely adequate service. Service providers should design
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Time Line ACT 1
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Service Standards
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Front Stage
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Contact Person
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* Script for Taking « Script for Greeting = Script for
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-

Make Reservation - Coat Room
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« Building Exterior « Employee

* Appearance of Employee « Other Coats

________

——Line of Visibility
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Line of Internal

Support
Processes

Back Stage

Line of Internal
IT Interaction

FIGURE 7.4
Blueprinting a Full-Service
Restaurant Experience
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f ACT Il -
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* Script for Serving Drinks * Script for Seating Guests, Taking Order Wine Service
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Cocktails Seating Order Food and Wine
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* Table Setting * Table Setting
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Time Line
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standards for each step that are sufficiently high to satisfy and even delight customers.
These standards may include time parameters for specific activities, the script for a
technically correct performance, and prescriptions for appropriate employee style and
demeanor.

The initial steps of service delivery are particularly important, since customers' first
impressions can affect their evaluations of quality during later stages of service delivery.
Perceptions of their service experiences tend to be cumulative.'* If things go badly at
the outset, customers may simply walk out. Even if they stay, they may be looking for
other things that aren't quite right. On the other hand, if the first steps go well, their
zones of tolerance may increase so that they are more willing to overlook minor mis-
takes later in the service performance.

Research by Marriott Hotels has found that four of the five top factors contribut-
ing to customer loyalty come into play during the first 10 minutes of service delivery.*?
While initial impressions are critical, performance standards should not be allowed to
fal off toward the end of service delivery. Other research findings point to the impor-
tance of a strong finish. They suggest that a service encounter that starts poorly but then
increases in quality will be better rated than one that starts well but declines to a poor
conclusion.

Act II: Delivery of the Core Product

In Act Il, our customers are finally about to experience the core service they came
for. We've condensed the meal into just four scenes for simplicity's sake. But review-
ing the menu and placing the order are actually two separate activities and meal ser-
vice typically proceeds on a course-by-course basis. Assuming al goes well, the two
guests will have an excellent meal, nicely served in a pleasant atmosphere, and perhaps
a fine wine to enhance it. But there is always the possibility that the restaurant won't
satisfy customer expectations during Act Il. The answers to the following questions
can help managers identify potential fail points: Is the menu information complete? Is
it intelligible? Is everything that's listed on the menu available this evening? Will
employees provide explanations and advice in a friendly and noncondescending man-
ner for guests who have questions about specific menu items or are unsure about
which wine to order?

After our customers decide on their meals, they place their order with the
server, who must then pass on the details to personnel in the kitchen, bar, and
billing desk. Mistakes in transmitting information are a frequent cause of quality
failures in many organizations. Bad handwriting or unclear verbal requests can lead
to delivery of the wrong items altogether—or of the right items incorrectly
prepared.

As Act Il continues, our customers evaluate not only the quality of food and
drink—the most important dimension of all—but also how promptly it is served and
the style of service. A disinterested, ingratiating, or overly casual server can still spoil a
technically correct performance.

Act lll: Concluding the Service Performance

The meal may be over, but much activity is still taking place both front stage
and backstage as the service process moves to its close. The core service has now
been delivered, and we'll assume that our customers are happily digesting it. Act
I11 should be short. The action in each of the remaining scenes should move
smoothly, quickly, and pleasantly, with no shocking surprises at the end. In a North
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American environment, most customers' expectations would probably include the
following:

>- An accurate, intelligible bill is presented promptly as soon as customers request it.

>- Payment is handled politely and expeditiously (with al major credit cards
accepted).

>e Guests are thanked for their patronage and invited to come again.
>- Customers visiting the restrooms find them clean and properly supplied.
»- The right coats are promptly retrieved from the coat room.

>- The customers' car is brought promptly to the door in the same condition as
when it was left.

>- The parking lot attendant thanks them again and bids them a good evening.

But how often do failures at the end of a service intervene to ruin the customers'
experience and spoil their good humor? Can you remember situations in which the
experience of a nice meal was completely spoiled by one or more failures in conclud-
ing the service delivery? Informal research among participants in dozens of executive
programs has found that the most commonly cited source of dissatisfaction with restau-
rants is an inability to get the bill quickly when customers are ready to leave! This seem-
ingly minor OTSU can sour the overall dining experience even if everything else has
gone well. (For some suggestions on reducing customer waits, see the box, "In and Out
Food Service.")

We chose a restaurant example to illustrate blueprinting because it is a
high-contact, people-processing service that is familiar to most readers. However,
many possession-processing services (like repair or maintenance) and information-
processing services (like insurance or accounting) involve far less contact with
customers since much of the action takes place backstage. In these situations, a

In and Out
Food Service

>

When customers are on a tight time budget, making them wait last on the menu.
unnecessarily at any point in the process is akin to stealing their
time. Restaurant Hospitality, a trade magazine for the restaurant
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5. Offer dishes that can be prepared ahead of time.
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Place the quickest, highest-margin menu items either first or

industry, offers the following 10 suggestions for serving customers 6. Warn customers when they order menu items that will take a

quickly without making them feel like they've been pushed out of the lot of time to prepare.
door. As you'll see, some of these tactics involve front-stage
processes while others take place backstage—but it is the interac-

7. Consider short-line buffets, roving carts, and more sand-

wiches.
tion between front stage and backstage that creates the desired ser-
vice delivery. 8. Offer "wrap"-style sandwiches, which are a quickly prepared,
1. Distinguish between patrons who are in a hurry, and those filling meal.
who are not. 9. Use equipment built for speed, like combination ovens.
2. Design specials that are quick. 10. Eliminate preparation steps that require cooks to stop
3. Guide hurried customers to those specials. cooking.

Adapted from Paul B. Hertneky, "Built for Speed," Restaurant Hospitality, January 1997, 58.
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reengineering: the anaysis
and redesign of business
processes to create dramatic
performance improvements
in such areas as cost, qudity,
speed, and customers' service
experiences.

failure committed front stage is likely to represent a higher proportion of the
customer's service encounters with a company. Thus it may be viewed even more
seriously, because there are fewer subsequent opportunities to create a favorable
impression.

REENGINEERING SERVICE PROCESSES

Blueprinting can provide valuable insights by suggesting opportunities to reengineer
business processes, improve capacity planning, and better define employee roles. The
design of business processes has important implications for the nature and quality of the
customer's experience as well as the cost, speed, and productivity with which the
desired outcome is achieved.

Improving productivity in services often requires speeding up the overall process,
since the cost of creating a service is usually related to how long it takes to deliver each
step in the process (plus any dead time between each step). When they are relaxing or
being entertained, customers don't mind spending time. But when they are busy, they
hate wasting time and often view time expenditures as something to be minimized.
Even when customers aren't directly involved in the process, the elapsed time between
ordering and receiving a service may be seen as burdensome (for example, waiting for
repair of a broken machine, installation of a new computer system, receipt of legal
advice, or delivery of a consulting report).

Reengineering involves analyzing and redesigning business processes to
achieve faster and better performance. To reduce the overall time for a process, ana-
lysts must identify each step, measure how long it takes, look for opportunities to
speed it up (or even eliminate it altogether), and cut out dead time. Running tasks in
parallel rather than in sequence is a well-established approach to speed up processes
(a simple household example would be to cook the vegetables for a meal while the
main dish was in the oven, rather than waiting to cook them until after the main dish
was removed).

Examination of business processes sometimes leads to creation of alternative deliv-
ery forms that are so radically different as to constitute entirely new service concepts.
Options may include eliminating certain supplementary services, adding new ones,
transforming personal service into self-service, or rethinking the location where service
delivery takes place. Figure 7.5 illustrates this principle with simple flowcharts of four
alternative ways to deliver meal service. Take a moment to compare and contrast what
happens front stage at a fast-food restaurant, a drive-in restaurant, home delivery, and
home catering. And now, for each alternative, think about the implications for backstage
activities.

Understanding Employee Roles

Many of the benefits of blueprinting come from the actual nature of the work
required to create the charts—especially if employees themselves are directly
involved in the task. Participation in mapping specific processes gives employees a
clearer picture of their roles and responsibilities and makes them feel like part of a
team that is responsible for implementing a shared service vision. Blueprints can also
help managers and employees understand the service delivery process as customers
experience it.

Blueprinting can also be used to show backstage personnel how their work relates
to that of their front-stage colleagues. Backstage personnel provide a series of internal
services (represented by each of the vertically stacked boxes in Figure 7.4) that support
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Fast-food See sign; Park and Review menu, Pick up Find table Clear table
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Drive-in
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Delivery restaurant give address doorbell take food
Ho Telephone Meet to plan Caterer arrives Meal is Caterer
cm'::n caterer; meal; with food and prepared and cleans up; pay
9 sel meeting pay deposit other staff served balance due

front-stage activities. If they do theirjobs poorly, the employees working backstage may
create problems for their coworkers with customer-contact responsibilities. It's not
adways possible to give either external or internal customers exactly the service that they
would like, but blueprinting can be a valuable tool for facilitating discussion about how
to improve service processes.

Conclusion

In mature industries, the core service can become a commodity. The search for compet-
itive advantage often centers on improvements to the supplementary services that sur-
round this core. In this chapter, we grouped supplementary services into eight cate-
gories, circling the core like the petals of a flower. They are categorized as either
facilitating or enhancing supplementary services. Facilitating supplementary services aid
in the use of the core product or are required for service delivery, while enhancing sup-
plementary services add extra value for customers.

Designing the overall service experience is a complex task that requires an under-
standing of how the core and supplementary services should be combined and
sequenced to create a product offering that meets the needs of target customers.
Blueprinting is a structured procedure for analyzing existing services and planning
new ones. In particular, it enables us to define the different components of the aug-
mented service, to examine the sequence in which they are delivered, and to identify
potential fail points. We also gain insights into what is happening to the customer at
each stage. Supporting each front-stage action are backstage activities involving people,
supporting equipment and facilities, and information (often stored in a databank). As
we discussed, a poorly organized backstage can lead to failures that are experienced by
the customer.

FIGURE 7.5
Flowcharts for Meal Delivery

Scenarios
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Study Questions and Exercises

1.

Define what is meant by the core product and supplementary services. Can they
be applied to goods as well as services? Explain your answer.

. What service failures have you encountered recently? Did they involve the core

product or supplementary service elements? ldentify possible causes and suggest
how such failures might be prevented in the future.

. Explain the distinction between enhancing and facilitating supplementary

services. Give several examples of each for services that you have used
recently.

. Review the blueprint of the restaurant experience in this chapter (Figure 7.4).

Identify and categorize each of the supplementary services described in the
figure.

. Prepare detailed blueprints for the following services:

a. Repair of a damaged bicycle
b. Applying to college or graduate school
c. Renting a car

. Describe the different types of information that service blueprints can

provide.
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Pricing Strategiesfor Services

"Name Your Own Price"
with Priceline.com

Priceline.com was launched in 1998 to give customers some leverage
in purchasing a variety of services." Using the slogan, "Name Your
Own Price," the Internet-based company invited price-conscious con-
sumers to make offers for services such as airline tickets, hotel rooms,
rental cars, long-distance phone service, and mortgages. In addition to
helping customers save money, Priceline offered sellers an opportunity
to generate incremental revenue without disrupting their existing dis-
tribution channels or retail pricing structures.

Priceline termed its approach a demand collection system.
Through its Web site, the firm collected consumer demand (in the form
of individual bids guaranteed by a credit card) for a particular service
at prices set by those customers. It then communicated that demand
directly to participating sellers or to their private databases. Customers
agreed to hold their offers open for a specified period of time, during
which Priceline sought to fulfill their offers from inventory provided by
participating sellers. Users of the service had to be flexible with regard
to brands, sellers, and/or product features. Once fulfilled, purchases
normally couldn't be canceled.

The concept of giving customers the freedom to set their own
prices initially attracted a lot of attention and enthusiasm. The firm's
market value rose to $20 billion within a month after it went public in
1999. Founder (and then-CEQ) Jay Walker expanded Priceline's offer-
ings to include hotel rooms, rental cars, home mortgages, long-dis-
tance telephone services, and cars. He also added services like
WebHouse Club that allowed customers to bid on groceries and gaso-
line. Promoted heavily through television advertising featuring actor

William Shatner (best known for his role of Captain Kirk in Star Trek),
Priceline soon became one of the most widely recognized brand
names in e-commerce.

But in spite of Priceline's promising start, things began to go
wrong in 2000. Instead of taking a markup on the inventory that it
held and resold, Priceline sometimes found itself selling rooms, tick-
ets, and even gasoline at prices below its own cost. There was a
growing number of complaints, ranging from hidden airline charges
to shabby hotel facilities; consumer dissatisfaction was compounded
by poor customer service, eventually leading to an investigation by
the attorney general in the company's home state of Connecticut
and expulsion from the local Better Business Bureau. The company's
business model had worked best in the air travel market, where
Priceline accounted for about 4 percent of all ticket sales in the
United States. However, new competition emerged in October 2000
when a number of airlines got together to create their own Internet
service to dispose of unsold tickets at discounts of up to 40 percent.
Named Hotwire, this service differed from Priceline in that users
specified their travel needs (but no price) and received an almost
immediate fare offer; however, as with Priceline, customers didn't
learn the carrier name or precise schedule until after they had pur-
chased the ticket.

WebHouse Club service had to be discontinued in late 2000
when it became clear that suppliers weren't eager to provide groceries
or gasoline at cut-rate prices in response to consumer bids. And con-
sumers themselves got frustrated at the conditions that sellers often
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attached to sales, such as a requirement to sign up for trial magazine
subscriptions.

In response to investigations into consumer complaints, the firm
added more customer service reps, improved its training procedures,
and instituted more consistent guidelines on problem resolution.
Misleading procedures on the Web site were corrected. In particular,
the full amount that customers would have to pay for an airline ticket,
including all taxes and fuel charges, was disclosed on a single page;
previously, the extras were noted on separate screens. Finally, an
important phrasing change, from "Submitting my offer now" to "Buy
my ticket now" clarified that customers were committing themselves
to a purchase if their offer was accepted.

Seeking to sharpen its focus, Priceline announced that it was
restructuring its operations, cutting staff, and canceling plans to add
cell phone services and insurance. But Hotwire disclosed that it was
expanding service to include hotel rooms and international air travel.
Further bad news for Priceline came from the departure of key execu-
tives and a plummeting stock price.

All in all, the future looked very uncertain for Priceline as it
entered 2001, with promises of profits still unfulfilled and news that
the company's market valuation on Wall Street had sunk to an all-
time low of only $200 million—down more than 99 percent from its

peak.

£>

£>

£>

N>

Productivity
and QUality

L earning Objectives
After reading this chapter, you should
be able to

explain how the differences between
goods and services affect pricing
strategy

appreciate ethical concernsin pricing
policy

identify the different outlays
customers incur in purchasing and
using a service

discuss the relationship between
pricing and demand

understand yield management and
how it relates to price elasticity

describe the key issues in designing
and implementing pricing strategies
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PAYING FOR SERVICE:
THE CUSTOMER'S PERSPECTIVE

Have you ever noticed what a wide variety of terms service organizations use to describe
the prices they set? Universities talk about tuition, professional firms collect fees, and banks
charge interest on loans or add service charges. Some bridges and highways impose talls, trans-
port operators collect fares, clubs charge subscriptions, utilities set tariffs, insurance companies
establish premiums, and hotels establish room rates. These diverse terms are asignal that service
industries have historically taken a different approach to pricing than manufacturers.

Answering the question, What price should we charge for our service? is a task that
can't be left solely to financial managers. The challenges of service pricing require active
participation from marketers who understand customer needs and behavior and from
operations managers who recognize the importance of matching demand to available
capacity. The discussion that follows in this chapter assumes a basic understanding of the
economic costs—fixed, semivariable, and variable—incurred by companies, as well as
the concepts of contribution and break-even analysis. If you haven't previously been
exposed to this material or feel you could benefit from a refresher, you may want to
review the information in the box titled "Understanding Costs, Contribution, and
Break-Even Analysis" on page 169.

What Makes Service Pricing Different?

Let's consider how some of the differences between goods and services marketing that
we discussed in Chapter 1 may affect pricing strategy.

No Ownership of Services It's usually harder for managers to calculate the
financial costs involved in creating an intangible performance for a customer than it is
to identify the labor, materials, machine time, storage, and shipping costs associated with
producing a physical good. Yet without a good understanding of costs, how can
managers hope to price at levels sufficient to achieve a desired profit margin?

Higher Ratio of Fixed Costs to Variable Costs Because of the labor and
infrastructure needed to create performances, many service organizations have a much
higher ratio of fixed costs to variable costs than is found in manufacturing firms.
Service businesses with high fixed costs include those with an expensive physical facility
(e.g., a hotel, a hospital, a university, or a theater), or a fleet of vehicles (e.g., an airline, a
bus company, or a trucking company), or a network dependent on company-owned
infrastructure (e.g., a telecommunications company, an Internet provider, a railroad, or a
gas pipeline).While the fixed costs may be high for such businesses, the variable costs for
serving one extra customer may be minimal.

Variability of Both Inputs and Outputs. It's not always easy to define a unit of
service, raising questions as to what should be the basis for service pricing. And
seemingly similar units of service may not cost the same to produce, nor may they be of
equal value to al customers. The potential for variability in service performances
(especially those that involve interactions with employees and other customers) means
that customers may pay the same price for a service but receive different levels of quality
and value. Alternatively, they may be charged radically different prices for the same
service offering, as often happens in the hotel industry. Advertising byTravelscape.com,
the do-it-yourself travel site, emphasizes its ability to help customers quickly find the
cheapest price for a hotel room (see Figure 8.1).
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Many Services Are Hard to Evaluate The intangibility of service performances
and the invisibility of the backstage facilities and labor make it harder for customers to
know what they are getting for their money than when they purchase a physical good.

Consider the homeowners who call an electrical firm, seeking repairs to a defective
circuit.A few days later (if they are lucky) an electrician arrives with a small bag of tools.
Within 20 minutes, the problem is located and a new circuit breaker installed. Presto,
everything works! Subsequently, the owners are horrified to receive a bill for $65, most
of it for labor charges. But they're overlooking all the fixed costs that the firm needs to
recover, such as the office, telephone, vehicles, tools, fuel, and support daff. The variable
costs of the visit are also higher than they appear. Fifteen minutes of driving back and
forth plus 5 minutes to unload (and later reload) needed tools and supplies from the van
on arrival at the house must be added to the 20 minutes spent at the customers' house.
These activities effectively double the labor time devoted to this cal. Finally, the firm

Understanding Costs, Contribution,

169

and Break-Even Analysis

Fixed costs—sometimes referred to as overheads—are those
economic costs that a supplier would continue to incur (at least in
the short run) even if no services were sold. These costs may
include rent, depreciation, utilities, taxes, insurance, salaries and
wages for managers and long-term employees, security, and inter-
est payments.

Variable costs refer to the economic costs associated with
serving an additional customer, such as making another bank
transaction, selling an additional seat in a train or theater, serving
an extra hotel guest for the night in a hotel, or completing one
more repair job. For many services, such costs are very low.
There is, for instance, very little labor or fuel cost involved in
transporting an extra bus passenger. Selling a hotel room for the
night has slightly higher variable costs, since the room will need
to be cleaned and the linens sent to the laundry after a guest
leaves. More significant variable costs are associated with activi-
ties like serving food and beverages or installing a new part when
making repairs, since they include the provision of costly physical
products in addition to labor. Just because a firm has sold a ser-
vice at a price that exceeds its variable costs does not mean that
the firm is now profitable. There are still fixed and semivariable
costs to be covered.

Semivariable costs fall in between fixed and variable costs.
They represent expenses that rise or fall in stepwise fashion as the
volume of business increases/decreases. Examples include adding
an extra flight to meet increased demand on a specific air route,
or hiring a part-time employee to work in a restaurant on busy
weekends.

Contribution is the difference between the variable cost of sell-
ing an extra unit of service and the money received for that service. It
goes to cover fixed and semivariable costs before creating profits.

Determining and allocating economic costs can be a chal-
lenging task in some service operations. For example, it's difficult
to decide how to assign fixed costs in a multi-service facility like a
hospital. There are certain fixed costs associated with running the
emergency unit. Beyond that there are fixed costs for running the
entire hospital. How much of the hospital's fixed costs should be
allocated to the emergency unit? A hospital manager might use one
of several approaches to calculate the unit's share of overheads.
These could include (1) the percentage of total floor space that it
occupies, (2) the percentage of employee hours or payroll that it
accounts for, or (3) the percentage of total patient contact hours
involved. Each method is likely to yield a totally different fixed-cost
allocation. One method might indicate that the emergency unit is
very profitable, another might make it seem like a break-even
operation, and a third might suggest that the unit is losing money.

Break-even analysis. Managers need to know at what sales
volume a service will become profitable. This is called the break-
even point. The necessary analysis involves dividing the total fixed
and semivariable costs by the contribution obtained on each unit of
service. For instance, if a 100-room hotel needs to cover fixed and
semivariable costs of $2 million a year and the average contribu-
tion per room-night is $100, then the hotel will need to sell 20,000
room-nights per year out of a total annual capacity of 36,500. If
prices are cut by an average of $20 per room night (or variable
costs rise by $20), then the contribution will drop to $80 and the
hotel's break-even volume will rise to 25,000 room nights.
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FIGURE 8.1

Travelscape.com Helps Customers
Find the Cheapest Price for a
Hotel Room

How to got the very
same room for a

very different price.

travelscape.com

T B

has to add a margin to the bill in order to make a profit for the owner. However, these
intrinsic costs are not readily visible to the customers, who are making their compar-
isons of price versus value based solely on visible service attributes.

Importance of the Time Factor Time often drives value. In many instances,
customers are willing to pay more for a service delivered at a preferred time than for a
service ofiered at a less convenient time. They may also choose to pay more for faster
delivery of some services—compare the cost of express mail against that of regular mail.
Sometimes greater speed increases operating costs for the service provider, reflecting the
need to pay overtime wages or use more expensive equipment. In other instances,
achieving faster turnaround is simply a matter of giving priority to one customer over
another. For instance, clothes requiring express dry-cleaning take the same amount of
time to clean.The firm saves time for these customers by moving their jobs to the head
of the line.

Availability of Both Electronic and Physical Distribution Channels The use
of different channels to deliver the same service can affect costs and perceived value.
Electronic banking transactions are much cheaper for a bank than face-to-face contact
in a branch. While some people like the convenience of impersonal but efficient
electronic transactions, others prefer to deal with a real bank teller. Thus, a service
delivered through a particular channel may have value for one person but not for
another. Companies must balance customer needs and preferences against the desire to
reduce production costs, because in some cases customers may be willing to accept a
price increase in order to have access to a physical distribution channel.
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Ethical Concerns

Services often invite performance and pricing abuses. The problem is especially acute
for services that are high in credence attributes, whose quality and benefits are hard to
evaluate even after delivery.’

Exploiting Customer Ignorance When customers don't know what they are
getting from a service supplier, are not present when the work is being performed, and
lack the technical skills to know if a good job has been done, they are vulnerable to
paying for work that wasn't done, wasn't necessary, or was poorly executed. Although
price can serve as a surrogate for quality, it's sometimes hard to be sure if the extra value
is redly there. This is an important issue, since customers may rely more heavily on price
cues as an indication of service value when perceived risks (e.g., functional, financial,
psychological, or social) are high.

Web sites sometimes take advantage of customer ignorance, particularly where air-
line tickets are concerned. Although there are many Internet travel sites, finding the
cheapest fare isn't easy. Priceline initially confused customers by not clarifying that air-
port taxes and fuel surcharges had to be added to ticket prices.

Complexity and Unfairness Pricing schedules for services are often quite
complex. Changing circumstances sometimes result in complicated pricing schedules
that are difficult for consumers to interpret. Consider the credit card industry.
Traditionally, the banks that issue these cards received revenues from two sources: a
smdl percentage of the value of each transaction (paid by the merchant), and high
interest charges on credit balances. As credit cards became more popular, costs started
to rise for the banks on two fronts. First, more customers defaulted on their balances,
leading to a big increase in bad debts. Second, as competition increased between banks,
marketing expenses rose and gold and platinum cards started offering more affluent
customers features like free travel insurance, emergency card replacement, and points
redeemable for air miles. But as marketing expenses were rising, more customers
started to pay off their monthly balances in full and competition led to lower interest
rates, resulting in lower revenues. So the banks increased other charges and imposed
new fees that were often confusing to customers. Details of charges by one major bank
for its platinum card are shown in the box entitled "Charges, Fees, and Terms for a
Platinum Visa Card."

Another industry that has gained notoriety for its complex and sometimes misl|ead-
ing pricing schedules is cellular telephone service. Consumer Reports has warned its read-
ers about such practices as rounding up calling time to the nearest minute, misrepresen-
tation of "free" service elements that turn out not to be so, and huge cancellation fees
($150 to $200) for terminating a one-year contract before it expires.®

Complexity makes it easier—and perhaps more tempting—for firms to engage in
unethical behavior. The car rental industry has attracted some notoriety for advertising
bargain rental prices and then telling customers on arrival that other fees like collision
insurance and personal insurance are compulsory. And employees sometimes fail to
clarify certain "small print" contract terms such as a high per mile charge that is added
once the car exceeds a very low threshold of free miles. The "hidden extras" phenom-
enon for car rentals in some Florida resort towns got so bad at one point that people
werejoking: "the car is free, the keys are extral "A not uncommon practice is to charge
fess for refueling a partially empty tank that far exceed what the driver would pay at
the pump.

When customers know that they are vulnerable to potential abuse, they become
suspicious of both the firm and its employees. Assuming that a firm has honest manage-
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ment, the best approach is a proactive one, spelling out all fees and expenses clearly in
advance so that there are no surprises. A related approach is to develop a simple fee
structure so that customers can easily understand the financial implications of a specific
usage situation.

Identifying User Outlays

From a customer's standpoint, the monetary price charged by a supplier is not the only
cost or outlay associated with purchase and delivery of a service. Let's take a look at
what's involved (see Figure 8.2). As we do so, please consider your own experiences in
different service contexts.

Price and Other Financial Expenses Customers often spend additional amounts
over and above the purchase price. Necessary incidental expenses may include travel to
the service site, parking, and purchase of other facilitating goods or services ranging
from meals to babysitting. We call the total of al these expenses (including the price of
the service itself) the financial outlays associated with purchasing and consuming a

service. service.

Charges, Fees, and Terms
for a Platinum Visa Card

Annual fee

Finance charges on unpaid balances
Purchases
Cash advances

After failure to make two monthly payments within 6 months
(applies to all balances)

Transaction charges for purchase of money order, wire transfer, or
use of "convenience checks"

Cash advance (use card to obtain money from an ATM or bank)
Other charges

Late fee

Returned check fee (payment)

Overlimit fee

Payment terms

‘Minimum annual percentage rates (or prime rate + 0.99%, whichever is higher)
Source: First USA Bank (data taken from card member agreement, amended May 2000).

First year free; thereafter $65

9.99% (min. charge $0.50)*
19.99% (min. charge $0.50)

22.99%

3% of transaction value (min. $5)

2% of cash advance value (min. $10)

$29
$29
$29

Due by 10 A.M. on payment due date specified on monthly state-
ment. Failure to enclose coupon, pay by check or money order, or
use envelope provided may result in up to a 5-day delay in posting.
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| Search costs®
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"Includes all five cost categories

Nonfinancial Outlays Customers may incur a variety of nonfinancial outlays,
representing the time, effort, and discomfort associated with searching for, purchasing,
and using a service. We can group nonfinancial outlays into four distinct categories.

>e Time expenditures are inherent in the service delivery process.Time may also
be wasted simply waiting for service. There's an opportunity cost involved
because customers could spend that time in other ways.

>e Physical effort (including fatigue, discomfort, and occasionally even injury)
may be incurred during visits to the service factory or while using a company's
self-service equipment.

>- Psychological burdens like mental effort, feelings of inadequacy, or fear may
accompany the tasks of evaluating service alternatives, making a selection, and
then using the chosen service. Services that are high in experience and credence
attributes may create psychological burdens like anxiety since service outcomes
are more difficult to evaluate.

>- Sensory burdens relate to unpleasant sensations affecting any of the five senses.
They may include putting up with noise, unpleasant smells, drafts, excessive heat
or cold, uncomfortable seating or lighting, visually unappealing environments,
and even unpleasant tastes.

The total costs of purchasing and using a service also include those associated with
search activities. When you were looking at colleges, how much money, time, and effort
did you spend before deciding where to apply? And how much effort would you put
into comparing alternative haircutters if your existing one was no longer available?
There may even be further outlays after service delivery is completed. A doctor may

FIGURE 8.2

Determining the Total Costs
of a Service: More Than
Meets the Eye?

nonfinancial outlays: the
time expenditures, physica
and mental effort, and
unwanted sensory experiences
associated with searching for,
buying, and using a service.

time expenditures: time
spent by customers during all
aspects of the service delivery
process.

physical effort: undesired
consequences to a customers
body that occur during the
service ddlivery process.

psychological burdens:
undesired mental or
emotional states experienced
by customers as a result of
the service delivery process.

sensory burdens: negative
sensations experienced
through acustomer's five
senses during the service
delivery process.
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net value: the sum of al
perceived benefits (gross
value) minus the sum of al
perceived outlays.

FIGURE 8.3
Net Vaue = Benefits — Outlays

Perceived
outiays

diagnose a medical problem for a patient and then prescribe a course of physical therapy
and drugs to be continued over several months. Obtaining refunds after service failures
may force customers to waste time, money, and effort in trying to resolve the problem.

Understanding Net Value

When customers evaluate a service, they consider the benefits it offers relative to the
financial and nonfinancial outlays they will incur in purchasing and using it. Although
there are several ways to describe value, we have chosen to define value as "what | get
for what | give."® Net value is defined as the sum of al the perceived benefits (gross
value) minus the sum of al the perceived outlays for the customer. The greater the pos-
itive difference between the two, the greater the net value. If the perceived costs and
other outlays are greater than the perceived benefits, then the service in question will
possess negative net value.

Perceptions of net value may vary widely between customers, and even for the
same customer depending on the situation. How customers feel about the net value of
a service may be sharply different post-use and pre-use, reflecting the experiential qual-
ities of many services.When customers use a service and find that it has cost more and
delivered fewer benefits than expected, they are unlikely to repurchase it and may com-
plain about "poor value."

You can think of the value calculations that customers make in their minds as being
similar to weighing materials on an old-fashioned pair of scales, with product benefits in
one tray and the outlays associated with obtaining those benefits in the other (see Figure
8.3).When customers evaluate competing services, they are basically comparing the rel-
ative net values.

Increasing Net Value by Reducing Nonfinancial Outlays

Although our focus in this chapter is mainly on the monetary aspects of pricing, you've
probably noticed that people often pay a premium to save time, minimize unwanted effort,
and obtain greater comfort. In other words, they are willing to pay higher prices to reduce
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their nonfinancial outlays. Marketers can increase the net value of a service by adding ben-
efits to the core product, enhancing supplementary services, or reducing the financial costs
and other outlays associated with purchase and use of the product. People who fly first class
versus coach class are paying for more spacious seating, better food, and more personalized
attention from flight attendants in return for a more expensive fare. Other types of service
companies have also recognized the different trade-offs that customers are willing to make
and have created multiple levels of service. For example, Capital One Financial provides
thousands of credit card options with varying benefits and interest rates. The company uses
its sophisticated database technology to segment the market based on spending patterns and
other consumer characteristics. It is then able to offer personally customized bundles of
benefits that add value for customers while reducing risk for Capital One.’

In many cases, service firms can improve value by minimizing unwanted nonfinan-
cia outlays for customers. Reducing such outlays may even cause firms to increase the
monetary price for their services while still offering what customers perceive as "good
value." Strategies for reducing nonfinancial outlays include:

>e¢ Reducing the time involved in service purchase, delivery, and consumption—
especially time wasted in waiting for service delivery

>- Minimizing unwanted psychological burdens during all stages of service con-
sumption

>e Eliminating unwanted physical effort, especially during the search and delivery
processes

>- Decreasing unpleasant sensory burdens by creating more attractive visual environ-
ments, reducing noise, installing more comfortable furniture and equipment, cur-
tailing offensive smells, and ensuring that foods, drinks, or medicines taste appealing

FOUNDATIONS OF PRICING STRATEGY

The foundations underlying pricing strategy can be described as a tripod, with costs to
the provider, competition, and value to the customer as the three legs (see Figure 8.4).
The costs that a firm needs to recover usually impose a minimum or floor price for a
specific service offering. The perceived value of the offering to customers sets a maxi-
mum, or ceiling. The price charged by competitors for similar services typically deter-

Pricing *
Strategy

L

Competition

Cosls Value to
customer

FIGURE 8.4

The Pricing Tripod
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cost-based pricing: the
practice of relating the price
to be charged to the costs
associated with producing,
delivering, and marketing a
product.

activity-based costing: an
approach to costing based on
identifying the activities
being performed and then
determining the resources
that each consumes.
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mines where, within the floor-to-ceiling range, the price should actually be set. Let's
look at each leg of the pricing tripod in more detail.

Cost-Based Pricing

Cost-based pricing involves setting prices relative to financial costs. Companies seek-
ing to make a profit must set a price sufficient to recover the full costs—variable, semi-
variable, and fixed—of producing and marketing a service. A sufficient margin must also
be added to provide the desired level of profit at the predicted sdes volume. When fixed
costs are high and the variable costs of serving an additional customer are very low,
managers may feel that they have tremendous pricing flexibility and be tempted to
price low in order to make an extra sale. However, there can be no profit at the end of
the year unless al relevant costs have been recovered. Firms that compete on the basis of
low prices need to analyze their cost structure and identify the sales volume needed to
break even at particular prices.

Regulatory Pressures Not al service firms are free to charge whatever price they
choose. Most local utilities—like telephone, water, cable TV, electricity, and gas—have
been regulated historically by government agencies that control al changes in prices
and terms of service. Industry regulators or politicians, responding to complaints about
excessively high prices, sometimes put pressure on these types of businesses to clarify
and account for service costs.

Sometimes companies lack the necessary information to calculate the costs associ-
ated with serving different types of users. In this case, managers may simply determine
the total costs incurred during a certain period, divide them by actual unit sales, calcu-
late an average cost per unit of service (e.g., kilowatt-hours or monthly phone line
rental fees), and add a certain percentage for profit. However, more sophisticated costing
analysis in the telecommunications industry has shown that this is not always the most
effective pricing strategy. The results of this analysis indicated that business users had
been subsidizing household subscribers who were, in fact, much more expensive to
serve. The net result was a shift in regulatory policy to allow relatively larger price
increases for households than for business users.

Activity-Based Costing It's a mistake to look at costs from just an accounting
perspective. Progressive managers view them as an integral part of their company's
efforts to create value for customers.® Unfortunately for the accountants, costs have
nothing to do with value, which is market driven. Customers aren't interested in what
it costs the firm to produce a service; instead, they focus on the relationship between
price and value. Activity-based costing (ABC) provides a structured way of thinking
about activities and the resources that they consume.

Many firms have developed ABC systems that link resource expenses to the variety
and complexity of products produced, not just to physical volume. Instead of focusing
on expense categories, such as labor or fuel, ABC analysis zeroes in on the activities that
are performed and then determines the cost of each activity as it relates to each expense
category. As activities are segregated, a cost hierarchy emerges, reflecting the level at
which the cost is incurred. For instance, unit-level activities need to be performed for
each unit of service (such as rotating the tires on a customer's car at a service garage),
whereas batch-level activities relate to each batch or set-up of work performed (for
instance, periodically maintaining the tire rotation equipment).

Cooper and Kaplan note "ABC analysis enables managers to dlice into the business in
many different ways—by product or group of similar products, by individual customer or
client group, or by distribution channel."*® Thus ABC analysis can pinpoint differences in
the costs of serving individual customers, while traditional cost analysis tends to result in
loading the same overhead costs on dl customers. This can lead to the assumption that
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large customers are more profitable. But a large customer who makes extensive demands
on a supplier may, in fact, be less profitable than a small and undemanding customer.

Controlling costs by cutting back certain activities often leads to reduced value for
customers because a curtailed activity may be crucial to providing a certain level and
quality of service. Many telecommunications firms created marketing problems for
themselves when they dismissed customer service staff to save money. This strategy
resulted in a sharp decline in service responsiveness that led discontented customers to
take their business elsewhere.

Competition-Based Pricing

If customers see little or no difference between the services offered in the marketplace,
they may just choose the cheapest alternative. Under conditions of competition-
based pricing, the firm with the lowest cost per unit of service enjoys an enviable
marketing advantage. It has the option of either competing on price at levels that
higher-cost competitors cannot afford to match, or charging the going market rate and
earning larger profits than competing firms.

Price Leadership In some industries, one firm may act as the price leader, with
others taking their cue from this company.You can see this phenomenon at the local
level when several gas stations compete within a short distance of one another, or on
opposite corners of a crossroads. As soon as one station raises or lowers its prices, each of
the others will follow promptly. During boom times in competitive industries such as
airlines, hotels, and rental cars, firms are often willing to go along with the leader since
prices tend to be set at a level that allows good profits. However, during an economic
downturn, these industries quickly find themselves with surplus productive capacity. To
attract more customers, one firm (often not the original leader) may cut prices. Since
pricing is the easiest and fastest marketing variable to change, a price war may result
overnight as competitors rush to match the competition's bargain prices.

Price Bids and Negotiations Industrial buyers sometimes request bids from
competing service suppliers. Companies who outsource contracts to provide food
service or facilities maintenance often use this approach to pricing. Under these
conditions, each bidder needs to review costs and think about what the buyer might be
willing to pay in addition to estimating the level of bid that competitors are likely to
submit. The more tightly specified the buyer's requirements, the less opportunity there
is to differentiate one bidder's offer from another. The terms of the bid will specify
whether the bids are to be sealed or not, and whether the buyer is obligated to take the
lowest bid. If the buyer feels that the bids are too high, it may change the specifications
and invite a new round of bidding.

An alternative to bidding is negotiation. The firm may request proposals from sev-
eral suppliers and then negotiate with a short list of those firms that seem the most qual-
ified and have offered the most relevant or innovative approaches. Large consulting pro-
jects, accounting audits, and engineering studies are often initiated through requests for
proposals. In this type of situation, the buyer may conduct severa rounds of negotia-
tions, giving participating suppliers at least some information about competing offers as
an incentive to lower their prices, conduct the work faster, or offer more features.

Value-Based Pricing

Service pricing strategies are often unsuccessful because they lack any clear association
between price and value.** In discussing value-based pricing, Berry and Yadav pro-
pose three strategies for capturing and communicating the value of a service: uncer-
tainty reduction, relationship enhancement, and cost leadership.

competition-based
pricing: the practice of
setting prices relative to
those charged by
competitors.

priceleader: afirmthat
takes the initiative on price
changes in its market area
and is copied by others.

value-based pricing: the
practice of setting prices with
reference to what customers
are willing to pay for the
value they believe they will
receive.
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benefit-driven pricing:
the strategy of relating the
price to that aspect of the
service that directly creates
benefits for customers.

flat-rate pricing: the
strategy of quoting a fixed
price for a service in advance
of delivery.
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Pricing Strategies to Reduce Uncertainty If customers are unsure about how
much value they will receive from a particular service, they may remain with a known
supplier or not purchase at all. Benefit-driven pricing helps reduce uncertainty by
focusing on that aspect of the service that directly benefits customers (requiring
marketers to research what aspects of the service the customers do and do not value).
This strategy requires firms to communicate service benefits clearly so that customers
can see the relationship between value and costs. Flat-rate pricing involves quoting a
fixed price in advance of service delivery so that there are no surprises. This approach
transfers the risk from the customer to the supplier in the event that service production
costs more than anticipated. Flat-rate pricing can be an effective differentiation tool in
industries where service prices are unpredictable and suppliers are poor at controlling
their costs.

Relationship Enhancement In general, discounting to win new business is not the
best way to attract customers who will remain loyal over time, since those who are
attracted by cut-rate pricing are easily enticed away by competing offers.  However,
offering discounts when customers purchase two or more services together may be a
viable relationship-building strategy. The greater the number of different services a
customer purchases from a single supplier, the closer the relationship is likely to be. Both
parties get to know each other better, and it's more inconvenient for such customers to
take their business elsewhere.

Cost Leadership This strategy is based on achieving the lowest costs in an industry.
Low-priced services have particular appeal to customers who are on a tight financial
budget. They may also lead purchasers to buy in larger volumes. One challenge when
pricing low is to convince customers that they shouldn't equate price with quality—they

Southwest Airlines. Low-Price
Leader with a Low-Cost Culture

The most consistently profitable airline in North America is Southwest
Airlines, which emphasizes relatively short-haul, point-to-point routes
within the United States and has no international service.®
Southwest's strategy is to price low enough to compete with surface
travel by car, bus, or train, rather than pricing to compete against other
airlines. Whenever it enters a new market, demand increases sub-
stantially as people shift from other modes of transportation, start to
travel more frequently, or make trips they would not previously have
made before.

Supporting Southwest's low-price marketing efforts is a low-
cost operational strategy and a culture among the airline's dedi-
cated employees of doing everything possible to keep costs low,
including working very productively. "Thanks to the Culture at
Southwest Airlines," observed a recent annual report, "we do not
have to motivate our Employees with programs to reduce costs;
rather it is their goal each and every day."

Source: Southwest Airlines Annual Reports (Dallas, 1996-1999).

By minimizing the amount of time aircraft spend at the
gate, Southwest keeps them in the air more hours per day. Using
only one aircraft type, the Boeing 737, in its fleet of some 350
aircraft simplifies the airline's operation and saves further costs.
Southwest offers a very basic core service (transportation), with
few of the supplementary elements found in full-service carriers.
But it manages customer expectations so that travelers are not
surprised to find no reserved seats, no meals, and no baggage
transfer to other airlines. The absence of these supplementary
services contributes to Southwest's record as having the lowest
costs per seat-mile of any major American carrier. Southwest
creates value by saving its customers time and money and by
doing a superb job of delivering basic air transportation safely,
reliably, and consistently, with friendly employees providing a
human touch.
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must feel they are also getting good value. A second challenge is to ensure that economic
cogts are kept low enough to enable the firm to make a profit. Some service businesses
have built their entire strategy around being the cost leader, which enables them to
remain profitable despite rock bottom prices. Southwest Airlines provides a classic case of
a focused low-cost pricing strategy that continues to be highly successful. The airline's
approach is based on a low-cost culture that competitors find difficult to imitate (see the
boxed story "Southwest Airlines: Low-Price Leader with a Low-Cost Culture").

PRICING AND DEMAND

In most services, there's an inverse relationship between price levels and demand levels.
Demand tends to fdl as price rises. This phenomenon has implications for revenue plan-
ning and also for filling capacity in businesses that experience wide swings in demand
over time.

Price Elasticity

The concept of elasticity describes how sensitive demand is to changes in price. When
price elasticity is at "unity," sales of a service rise (or fal) by the same percentage that
prices fal (or rise). When a small price change has a big impact on sales, demand for that
product is said to be price elastic. But when a change in price has little effect, demand is
described as price inelastic. One advantage of Internet-based marketing is that it gives
firms the opportunity to test prices continuously to determine customers' responses to
price variations.*

Demand can often be segmented according to customers' sensitivity to price or ser-
vice features. For example, few theaters, concert halls, and stadiums have a single, fixed
admission price for performances. Instead, prices vary according to (1) seat locations, (2)
performance times, (3) projected staging costs, and (4) the anticipated appeal of the per-
formance. In establishing prices for different blocks of seats and deciding how many
segts to offer within each price block (known as scaling the house), theater managers
need to estimate the demand within each price category. A poor pricing decision may
result in many empty seats in some price categories and immediate sell-outs (and disap-
pointed customers) in other categories.

Management also needs to know theatergoers'preferences for scheduling of perfor-
mances, such as matinees versus evenings, weekends versus weekdays, and even seasonal
variations. In each instance, the goal is to manage demand over time to maximize atten-
dance, revenues, or a combination of the two (e.g., maximizing revenues, subject to a
minimum attendance goal of 70 percent of al seats sold at each performance). A good
reason for seeking to achieve sell-outs is that they encourage people to book and pay in
advance (thus committing themselves) instead of waiting until the last minute when
they might change their minds.

What if the mission statement includes the goal of attracting less-affluent segments,
such as students and senior citizens? In such cases, management may wish to set aside
some seats at a discount for people in those target segments. In a theater context, this
socid goal is sometimes addressed by offering unsold tickets at deeply discounted prices
on the day of the performance.

Yield Management

Service organizations often use the percentage of capacity sold as a measure of opera-
tional efficiency. By themselves, however, these percentage figures tell us little about the
relative profitability of the customer base. High utilization rates may be obtained at the
expense of heavy discounting, or even outright give-aways.

cost leader; afirmthat
bases its pricing strategy on
achieving the lowest costs in
its industry.

price elasticity: the extent
to which a change in price
leads to a corresponding
change in demand in the
opposite direction. (Demand
is described as"price
inelastic" when changes in
price have little or no impact
on demand.)
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yield managements a
pricing strategy based on
charging different prices to
different users in order to
maximize the revenue yield
that can be derived from a
firm's available capacity at
any specific point in time.

price bucket: an allocation
of service capacity (for
instance, seats) for sde at a
particular price.

rate fences: techniques for
separating customers so that
segments for whom the
service offers high value are
unable to take advantage of
lower-priced offers.

auction: asdling procedure
managed by a specialist
intermediary in which the
priceis set by alowing
prospective purchasers to bid
against each other for a
product offered by a seller.

Yield management pricing strategies are based on maximizing the revenue yield
that can be derived from available capacity at any given time. Effective yield manage-
ment models can significantly improve a company's profitability. Airlines, hotels, and car
rental firms, in particular, have become adept at varying their prices in response to the
price sensitivity of different market segments at different times of the day, week, or sea-
son. The challenge is to capture sufficient customers to fill the organization's perishable
capacity without selling at lower prices to those customers who would have been will-
ing to pay more.

How does a firm know what level of demand to expect at different prices in a mar-
ket environment where the factors influencing demand are constantly changing? Many
markets are very dynamic. For instance, the demand for both business and pleasure travel
changes in response to competition and economic conditions. Although business travel-
ers may be less sensitive to price changes, tourists and other pleasure travelers may be so
price sensitive that special promotions involving discounted airfares and hotel room
rates can encourage them to undertake trips that they wouldn't otherwise have made.

Advances in software and computing power have made it possible for managers to
use sophisticated mathematical models to address complicated yield management issues.
In the case of an airline, for example, these models integrate massive historical databases
on past passenger travel with real-time information on current bookings. The output
helps analysts predict how many passengers would want to travel between two cities at
a particular fare on a flight leaving at a specified time and date. Airlines use yield man-
agement analysis to allocate seats at different fares (known as price buckets) for a spe-
cific flight with the objective of improving its yield.

The use of price buckets illustrates the concept of price customization—that is,
charging different customers different prices for what is, in effect, the same product. The
basic idea is simple: have people pay prices based on the value they put on the product. As
Simon and Dolan point out, "Obviously you can't just hang out a sign saying '‘Pay me
what it's worth to you' or'lt's $80 if you value it that much but only $40 if you don't." You
have to find a way to segment customers by their valuations. In a sense, you have to 'build
a fence' between high-value customers and low-value customers so the 'high' buyers can't
take advantage of the low price."*® Successful yield management strategies require an
understanding of the shape of the demand curve and an ability to relate the size and price
levels of the different "buckets" to different value segments (see Figure 8.5).

Fencing Mechanisms Firms need to be able to separate or "fence off" different
value segments so that customers for whom the service offers high value are unable to
purchase it cheaply. Rate fences can be either physical or nonphysical and involve
setting qualifications that must be met in order to receive a certain level of discount
from the full price.’® Physical fences include observable characteristics of the customer
(like child versus adult) and service characteristics such as class of travel, type of hotel
room, or inclusion of certain amenities with a higher price (free breakfast at a hotel, free
golf cart at a golf course). Nonphysical fences include penalties for canceling or
changing an inexpensive reservation, requirements for advance purchase, group
membership or affiliation, and time of use (e.g., happy hours in bars before 8:00 PM.,,
travelers must stay over a Saturday night to obtain a cheap airline booking).

Customer-Led Pricing: Auctions and Bids

One method of pricing that has attracted a lot of attention with the advent of the
Internet is inviting customers to bid the price that they are prepared to pay. The Internet
provides a good medium for auctions because of its ability to aggregate buyers from all
around the world. DoveBid, a long-established auctioneer of capital assets, now
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conducts Webcast business auctions worldwide (Figure 8.6). DoveBid's Webcast auctions
are open-outcry auctions broadcast live via the Internet, allowing remote buyers around
the globe to bid real-time against bidders who are on-location at plant auctions. This
type of auction increases the number of auction bidders as well as creating price premi-
ums. Auctions employing the speed and reach of the Internet are particularly useful for
corporate purchasers seeking to identify sellers of such time-sensitive service products as
energy, telecommunications capacity, and advertising space, and then bid competitively
for the amount and type that they need.’

The Web also offers many opportunities for consumers to bid on prices for goods
and services. eBay.com (which describes itself as "the world's online marketplace")

FIGURE 8.5
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dominates the U.S. market and has plans to expand worldwide. Its unique approach to
helping individual customers sell to each other is reflected in the following statement
from its home page:

Welcome! eBay is the world's first, biggest and best person-to-person online trading com-
munity. It's your place to find the stuff you want, to sell the stuff you have and to make
a few friends while you're at it."®

Some financial services are sold through auctions. Rather than approaching indi-
vidual financial institutions for a mortgage or other loan, borrowers can enter their
requirements and personal situations at a Web site that solicits bids for the required
loans. And online market makers let buyers decide how much they are willing to offer
for many other types of services. uBid.com recently held an auction for an eight-day
Hawaiian vacation on its site. The highest accepted bid was $519, but most successful
bidders ended up paying only $99!%°

PUTTING PRICING STRATEGIES INTO PRACTICE

Although the main decision in pricing is usually seen as how much to charge, there are
other important decisions to be made. Table 8.1 summarizes the questions that service
marketers need to ask themselves as they design and implement a pricing strategy.

How Much to Charge?

Realistic decisions on pricing are critical for financial solvency. The pricing tripod
model (Figure 8.4) provides a useful departure point.The task begins with determining
the relevant financial costs, which set the relevant "floor" price. The second step is to
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establish a "ceiling" price for specific market segments. This involves assessing market
sensitivity to different prices, which reflects both the overall value of the service to
prospective customers and their ability to pay. Competitive prices provide a third input.
The greater the number of similar alternatives, the greater the pressure to keep prices at
or below those of the competition. The situation is particularly challenging when some
competitors choose to compete on the basis of low price and couple this with an oper-
ating strategy designed to achieve low costs, as does Southwest Airlines.

The wider the gap between the floor and ceiling prices, the more room there is for
maneuvering. If a ceiling price is below the floor price, the manager has several choices.
One alternative is to recognize that the service is noncompetitive, in which case it should
be discontinued. The other is to modify it in ways that differentiate it from the competition
and add value for prospective customers. This makes it competitive at a higher price.?®

Finally, a specific figure must be set for the price that customers will be asked to pay.
Should the firm price in round numbers or try to create the impression that prices are

1. How much should be charged for this service?
a. What costs is the organization attempting to recover? Is the organization trying to achieve a specific profit margin
or return on investment by selling this service?
. How sensitive are customers to different prices?
. What prices are charged by competitors?
. What discount(s) should be offered from basic prices?
e. Are psychological pricing points (e.g., $4.95 versus $5.00) customarily used?
2. What should be the basis of pricing?
. Execution of a specific task
. Admission to a service facility
. Units of time (hour, week, month, year)
. Percentage commission on the value of the transaction
. Physical resources consumed
Geographic distance covered
. Weight or size of object serviced
. Should each service element be billed independently?
i. Should a single price be charged for a bundled package?
3. Who should collect payment?
a. The organization that provides the service
b. A specialist intermediary (travel or ticket agent, bank, retailer, etc.)
¢. How should the intermediary be compensated for this work—flat fee or percentage commission?
4. Where should payment be made?
a. The location at which the service is delivered
b. A convenient retail outlet or financial intermediary (e.g., bank)
c. The purchaser's home (by mail or phone)
5. When should payment be made?
a. Before or after delivery of the service
b. At which times of day
c. On which days of the week
6. How should payment be made?
. Cash (exact change or not?)
. Token (where can these be purchased?)
. Stored value card
. Check (how to verify?)
. Electronic funds transfer
Charge card (credit or debit)
. Credit account with service provider
. Vouchers
i. Third-party payment (e.g., insurance company or government agency)?
7. How should prices be communicated to the target market?
a. Through what communication medium? (advertising, signage, electronic display, sales people, customer service
personnel)
b. What message content (how much emphasis should be placed on price?)
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TABLE 8.1

Some Pricing Issues
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slightly lower than they really are? If competitors set prices like $4.95 or $19.95, then
charging $5.00 or $20.00 may make the firm appear uncompetitive. However, most ser-
vices (aside from car rental firms and hotels) tend to avoid odd pricing—perhaps
because this pricing strategy is often associated with a discount or low-quality image.?*

An ethical issue concerns the practice of promoting a price that excludes tax, ser-
vice charges, and other extras. This approach is misleading if customers expect the
quoted price to be inclusive. Managers also need to recognize that changes in pricing
policy sometimes result in consumer opposition. For instance, new ATM surcharges
have generated numerous complaints about "price gouging" (see box titled "Consumers
Protest ATM Surcharges").

What Should Be the Basis for Pricing?

To set a price, managers must define the unit of service consumption. Should it be based
on completing a specific service task, such as repairing a piece of equipment, cleaning a
jacket, or cutting a customer's hair? Should it be based on admission to a service perfor-
mance, such as an educational program, film, concert, or sports event? Should it be time
based, as in using an hour of a lawyer's time, occupying a hotel room for a night, or rent-
ing a car for a week? Should it be tied to value, as when an insurance company scales its
premiums to reflect the amount of coverage provided or a realtor takes a percentage

commission on the selling price of a house?
Some service prices are tied to consumption of physical resources like food, water,
or natural gas. Rather than charging customers an hourly rate for occupying a table and

Consumers Protest
ATM Surcharges

Most banks charge their customers an extra fee when they use a
"foreign" ATM (that is, one belonging to another bank). This sur-
charge is on top of any service charges for account activity, which
might be as much as $1.25 per transaction if the balance falls
below a certain level. The surcharge, initially $1.00, was first imple-
mented in 1996 after heavy lobbying by banks to convince the two
largest ATM networks—Visa's "Plus" and MasterCard's "Cirrus"—
to withdraw their ban on additional surcharges. The banks argued
successfully that permitting surcharges would encourage place-
ment of ATMs in useful, but out-of-the-way places where volume
would be lower. By 1999,90 percent of all banks were surcharging
at an average rate of $1.35; in addition, all independently owned
ATMs imposed charges, averaging $1.59 per transaction. The result
was accusations by consumer groups of price gouging, leading to
growing political pressure in the United States to limit or even ban
surcharges. Banks responded with claims that making ATMs avail-
able to noncustomers was a service that offered value and that peo-
ple were clearly prepared to pay for this convenience. However, data
showed ATM usage peaking in late 1999 as more people used their

debit cards to obtain cash when making purchases at grocery
stores, which don't typically charge fees.

The big winners from surcharges appear to be several dozen
small companies that install inexpensive ATMs and connect them
to a national network. These nonbank ATMs impose a double sur-
charge: first the $1 + fee for use of a "foreign” ATM plus an addi-
tional charge that may be as high as $3 for a simple cash with-
drawal. To make matters worse, nonbank ATMs often fail to
disclose the extra surcharge. The first that users know about it is
when they find it billed to their bank accounts.

Despite these drawbacks, many small business owners
approve of the nonbanks' approach to doing business. When the
owner of a minimart was unable to persuade a bank to put an ATM
in his store, he leased a machine from a company for about $300 a
month. Users pay an extra $1.50 surcharge for each transaction, of
which $0.80 goes to the minimart owner. He claims that, thanks to
the machine, his store attracts more customers and sells more
merchandise, netting him a profit of up to $50 a month after paying
the leasing fee.

Sources: D. Foust, S, Browden, andG. Smith, "Mad as Hell at the Cash Machine," Business Week, 15 September 1997, 124; "High ATM Fees, Low Profiles," Wall Street Journal A
December 1997, BT, Mike McNamee, "Why ATM Outrage Is So Misplaced," Business Week, 29 November 1999.
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chairs, restaurants put a sizeable mark-up on the food and drink items consumed. Long-
distance phone call pricing reflects a combination of distance and time rates.
Transportation firms have traditionally charged by distance, with freight companies
using a combination of weight or cubic volume and distance to set their rates. Another
straightforward pricing strategy involves charging a flat rate, like postal charges for
domestic letters below a certain weight or a zone rate for packages that groups geo-
graphic distances into broad clusters. These policies have the virtue of consistency, but
they ignore relative market strength on different routes.

Price Bundling Many services unite a core product with various supplementary
services, such as a cruise ship where the tariff includes meals and bar service. Should such
service packages be priced as awhole (referred to as a "bundle"), or should each element
be priced separately? If people prefer to avoid making many small payments, price
bundling may be preferable—and it's certainly simpler to administer. However, if
customers dislike being charged for product elements they don't use, itemized pricing
may be better. Bundled prices offer a guaranteed revenue from each customer, while
giving users a clear idea in advance of how much the bill will be. By contrast, unbundled
pricing provides customers with flexibility. Some firms offer an array of choices. Mobile
phone subscribers, for instance, can select from among several service options. One
choice involves paying a small monthly fee for a basic service and then extra for each call.
Another alternative is to pay a higher flat rate in return for several hundred minutes of
calling time. At the top of the pricing scale is the option that provides business users with
unlimited access to long-distance calls over a prescribed area.

Discounting To attract the attention of prospective buyers or to boost sdes during a
period of low demand, firms may discount their prices, often publicizing this price cut
with coupons or an advertising campaign. Marketers of subscription services, such as
cable television, Internet service, cellular telephone service, or credit cards, often employ
a strategy of offering the service at a discount—or even free of charge—for an
introductory period. There are risks to a discounting strategy. It dilutes the
contribution from each sale, may attract customers whose only loyalty is to the firm that
can offer the lowest price on the next transaction, and may give a bargain to customers
who would have been willing to pay more. Nevertheless, selective price discounting
targeted at specific market segments can help to fill capacity that would otherwise go
unused. Volume discounts are sometimes used to cement the loyalty of large corporate
customers, who might be inclined to spread their purchases among several different
suppliers. Rewarding smaller customers by occasionally offering them a discount off
their next purchase may also build loyalty.

Who Should Collect Payment?

Sometimes firms choose to delegate provision of supplementary services like billing to
an intermediary. Although the original supplier pays a commission, using a third party
may ill be cheaper and more efficient than performing those tasks itself. Commonly
used intermediaries include travel agents who make hotel and transportation bookings;
ticket agents who sell seats for theaters, concert halls, and sports stadiums; and retailers
who sell services ranging from prepaid phone cards to home and equipment repair.

Where Should Payment Be Made?

Payment for many services is collected at the service facility just before or immediately
following service delivery. When consumers purchase a service well in advance of using it,
there are obvious benefits to using intermediaries that are more conveniently located, or
allowing payment by mail. (Airports, theaters, and stadiums, for instance, are often situated

price bundling: the
practice of charging a base
price for a core service plus
additional fees for optional
supplementary elements.

discounting! astrategy of
reducing the price of an item
below the normal level.
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some distance from where potential customers live or work.) A growing number of ser-
vice providers now accept credit cards for telephone bookings and sales over the Internet.

The simplicity and speed with which payment is made may influence the customer's
perceptions of overall service quality. Thus service firms should pay special attention to
providing payment collection procedures that are both efficient and effective from both
the customers' and the companies' perspectives. Poorly designed payment methods may
encourage "jaycustomer” behaviors like delayed payments—or worse yet—no payment
at all. For example, one driver told ajournalist that he refuses to pay tolls at New Jersey's
automated tollbooths "on principle, because the toll plazas are badly designed and irritat-
ing—the state set up a system so bad, you have to abuse it.

When Should Payment Be Made?

Two basic options are to ask customers to pay in advance (e.g., an admission charge, air-
line ticket, or postage stamps), or to bill them on completion of service delivery (e.g.,
restaurant bills and repair charges). Occasionally a service provider may ask for an initial
payment in advance of service delivery, with the balance being due later (e.g., manage-
ment consulting).This approach is also quite common with expensive repair and main-
tenance jobs, especially when the firm—often a small business with limited working
capital—must buy materials up front. Asking customers to pay in advance means that
the buyer is paying before the benefits are received. But prepayments may be advanta-
geous to the customer as well as to the provider. Advance payment saves time and effort,
especially with frequently purchased services.

How Should Payment Be Made?

Service businesses must decide on the types of payments they will accept. Although cash
is a simple payment method, it raises security problems and is not always convenient for
customers (especially for large purchases). Checks are convenient for customers, but
sellers need to develop controls to discourage invalid payment. A $15 to $20 charge for
returned checks is not uncommon at retail stores.

Credit cards are convenient and have the advantage of being accepted worldwide,
regardless of currency. Businesses that refuse to accept such cards increasingly find them-
selves at a competitive disadvantage. Prepayment cards simplify the process of paying for
services like road and bridge tolls or telephone calls. Internet service provider World
Online has introduced a new type of prepayment card in the United Kingdom that oper-
ates on the prepaid model popular in the mobile phone industry. British consumers buy
the cards from local retailers and then use a PIN number located on a scratch-off panel on
the back of the card to open an account withWorld Online. These cards are mainly aimed
at teenagers, but they are also marketed to the 50 percent of British adults who don't have
credit cards. World Online plans to roll out the service across the rest of Europe.?®

Smart cards store value in a microchip embedded within the card. To accept payment
in this form, however, service firms must first install card readers.This sophisticated payment
option requires partnerships between banks, retailers, and telephone companies. Working
together, these partners can provide a smart card that serves as an "electronic wallet,"
enabling customers to download digital money to their cards from their bank accounts
from an ATM or by telephone, using a special card reader. The latest innovation is card
readers that can be attached to an account holder's computer. As a student, you may have
personal experience with this form of payment, since many universities provide students
with personalized smart cards that can be used to buy drinks from vending machines, make
photocopies, pay fines for late return of library books, and many other purposes.

Other payment procedures include directing the bill to a third party for payment
and using vouchers as supplements to (or instead of) cash. Insurance companies often
designate approved garages to inspect and repair customers' vehicles when they are
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involved in accidents. To make life easier for the customer, the garage bills the insurance
company directly for the work performed. This saves the customer the effort of paying
personally, filing a claim, and waiting for reimbursement. Vouchers are sometimes pro-
vided by social service agencies to elderly or low-income people. Such a policy achieves
the same benefits as discounting but avoids the need to publicize different prices or
require cashiers to check eligibility.

In the business-to-business environment, most suppliers offer credit accounts,
payable monthly, which generate membership relationships with customers. Online
payments are often made through third-party firms like Clareon that specialize in man-
aging electronic transactions between customers and vendors (Figure 8.7).

Communicating Prices to the Target Markets

The final task is to decide how the organization's pricing policies can best be commu-
nicated to its target markets. People need to know the price for some product offerings
well in advance of purchase. They may also need to know how, where, and when that
price is payable. This information must be presented in ways that are intelligible and
unambiguous, so that customers will not feel misled. Managers must decide whether or
not to include information on pricing in advertisements for the service or on the com-
pany's Web site. Advertising sometimes relates the price to those of competing products
or to alternative ways of spending one's money. Customers expect salespeople and ser-
vice representatives to be able to give prompt, accurate responses to queries about pric-
ing, payment, and credit. Good signage at retail points of sale saves staff members from
having to answer basic questions on prices.

Finally, when the price is presented in the form of an itemized bill, marketers
should ensure that it is both accurate and intelligible. Hospital bills, which may run to
several pages and contain dozens of items, have been much criticized for inaccuracy.?*
Telephone bills, too, used to be confusing. They were often printed on small sheets of

“Suveny, if I'm going to take irvditfir tins fxtyment jxiiwtigm shift,
lint hud dii/rtti well better teH me what it all means!”

The check's not in the mail.

There's tic faking it m the new economy. Real success requires
something more. Something better. Weteome to Clareon,
the B2B payment solution that makes paper checks viriuaiiy obsolete.

Ctoraon tmabfea internet commerce with cross platform ease.

Global access. State-of-the-art security efficiency.

in otfter words, everyinuno, electronic payment needs !o be.

www.clareoo.net

Clareon FIGURE 8.7

the business payment network Clareon Offers Internet-Based
B2B Payment Services
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paper, crammed with technical jargon and it was hard to determine how the total
charge due was computed. But many firms have worked to develop new and clearer
formats that are easier for consumers to interpret.

Conclusion

Customers pay more to use a service than just the purchase price specified by the sup-
plier. Additional outlays may include related financial costs (such as travel to the service
site), time expenditures, psychological and sensory burdens, and physical effort.
Customers are often willing to pay a higher price when the nonfinancial outlays are
minimized, since the value of a service reflects the benefits that it delivers to the cus-
tomer minus all the associated costs.

Pricing strategy must address the central issue of what price to charge for a given
unit of service at a particular point in time, no matter how that unit may be defined. It's
essential that the monetary price charged should reflect knowledge of the service
provider's fixed and variable costs, competitor's pricing policies, and the value of the ser-
vice to the customer.

Study Questions and Exercises

1. Is pricing strategy more difficult to implement in some service industries than in
others? If so, why? Be specific and give examples.

2. Of the various nonfinancial outlays incurred by customers, which are likely to be
the most significant in situations involving: (8) traditional retail banking; (b) home
banking; (c) going to the movies; (d) taking a taxi in an unfamiliar city; (€)
surgery?

3. Why is cost-based pricing (as it relates to financial costs) particularly problematic
in service industries?

4. In what ways does competition-based pricing work in favor of many service
providers? In what circumstances does it not?

5. Explain the concept of yield management in a service setting. How might it be
applied to (8) a professional firm (e.g., consulting); (b) a restaurant; (c) a golf course?

6. Identify three aspects of pricing strategy that might raise ethical considerations. In
each instance, how should such abuses be prevented?

7. From a customer perspective, what defines value in the following services: (a) a
nightclub; (b) a hairdressing salon; (c) a legal firm specializing in business and tax
law?

8. Choose a service organization and investigate its pricing policies and methods. In
what respects are they similar to, or different from, what has been discussed in this
chapter?

9. Review recent bills that you have received from service businesses. Evaluate each
one against the following criteria: (a) general appearance and clarity of
presentation; (b) easily understood terms of payment; (c) avoidance of confusing
terms and definitions; (d) appropriate level of detail; () unanticipated ("hidden")
charges; (f) accuracy; (g) ease of access to customer service in case of problems or
disputes.
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Promotion and Education

Enterprise Rent-a-Car Courts Insurance
Companies as Well as Consumers

Although most people probably think of vacation travel when
Enterprise Rent-a-Car comes to mind, the company's roots are in the
business-to-business arena.* Founder Jack Taylor started Enterprise
as an auto-leasing service in 1957 out of the Cadillac shop where he
worked. But business didn't really take off until the early 1980s when
he switched his primary focus from the highly competitive consumer
market into the less-crowded replacement rental market, taking
advantage of new legislation requiring insurance companies to provide
their customers with rental cars while their own vehicles were being
repaired or replaced following accidents or theft. With this focus,
Enterprise grew quickly and the company now holds a majority share
of the U.S. replacement market. But it also targets customers in the
business and leisure travel markets and is expanding abroad. Ninety
percent of its 4,400 offices and its fleet of half a million cars are based
in the United States, with the balance in Canada, Britain, Ireland, and
Germany. Enterprise is now one of the world's largest car rental com-
panies.

In addition to exploiting the replacement niche, what else makes
Enterprise so successful? One reason is the company's location strat-
egy, which emphasizes convenient access from people's homes and
workplaces, placing 90 percent of the American population within 15
minutes of an Enterprise office. Its largest offices are limited to a max-
imum of 300 vehicles—in sharp contrast to some of its competitors,
which may locate several thousand cars at a major airport.

Enterprise enjoys many advantages not found in the traditional
model of car rental firms. They include avoiding the heavy expenses

associated with airport space rental, not replacing its fleet as often,
renting cars for longer periods of time, and experiencing more stability
in demand (in contrast to fluctuations in business and pleasure travel,
car accidents and breakdowns happen more consistently). And, as Jon
LeSage, editor of Auto Rental News, observed, "repairs always take
longer than they are supposed to."

The company is devoted to effective salesmanship and good
customer service. In particular, it employs direct-marketing strategies
to court the insurance companies that provide their policyholders with
replacement vehicles when their own are stolen, under repair, or dam-
aged beyond repair. Professionally trained telemarketers contact
insurance agents to persuade them to set up accounts with
Enterprise. They offer discounted rates and a direct billing option so
that the insurance companies' customers will never have to pay per-
sonally for their Enterprise car rentals. The direct billing option makes
it easier for the companies to handle financial transactions. Thanks to
these attractive benefits and the skills of the highly trained telemar-
keters, Enterprise continues to capture a large percentage of the
replacement market. Once an account is established, the company
maintains the relationship by sending employees to make weekly
sales calls and deliver gifts like food and plants to help foster goodwill
and ensure that the insurance provider remains a loyal Enterprise cus-
tomer.

The company also reaches out directly to individual customers
who need to rent a car for business or pleasure. Its mass media adver-
tising in 2000 was designed to draw attention to a distinctive aspect of
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its service—picking people up at their homes or place of employment.
The ads featured a car wrapped like a package speeding along the
road with the name Enterprise emblazoned on the side (an advertising
icon for almost a decade) and promoted the slogan: "Pick Enterprise.
Well Pick You Up." Complementing other marketing communications
is the company's Web site, www.enterprise.com, which provides addi-
tional information about Enterprise (including job opportunities), and
enables customers to search online for the nearest location, check
prices, and then make a booking.
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After reading this chapter, you should
be able to

=£>  explain what is distinctive about
marketing communications strategy
for services

=£> understand how the level of
customer contact affects
communication strategy

=£> list common educational and
promotional objectives for services

=£>  describe the marketing
communications mix for services

==%> discuss potential uses of the Internet
as a communication channel
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FIGURE 9.1
A Birthday Card from
Southwest Airlines

THE ROLE OF MARKETING COMMUNICATION

Marketing communications, in one form or another, are essential to a company's
success. Enterprise Rent-a-Car could not have built its business without personal
selling and advertising. Without effective communications, few prospects would ever
have learned of Enterprise's existence, what it had to offer them, and how to use its
services. In the absence of follow-up sales calls, a user-friendly Web site, and good
signage, customers might be more easily lured away by competitors and competitive
offerings, and there would be no proactive management and control of the firm's
identity. So managers need to debate the question: How should we communicate what
our service has to offer?

Much confusion surrounds the scope of marketing communication. Some
people still define it narrowly as the use of paid media advertising, public relations,
and professional salespeople. But this view doesn't recognize the many other ways
that a firm can communicate with its customers. The location and atmosphere of a
service delivery facility, corporate design features like the consistent use of colors and
graphic elements, the appearance and behavior of employees, Web site design—all of
these factors contribute to an impression in the customer's mind.

Communicating with Customers

Communication efforts serve not only to attract new users but also to maintain contact
with an organization's existing customers and build relationships with them. As we
emphasized in Chapter 5, reinforcing loyalty and securing repeat sales are usually central
to a firm's long-term profitability. Nurturing customer relationships depends on a com-
prehensive and up-to-date customer database, and the ability to make use of this in a
personalized way.

Techniques for keeping in touch with customers and building their loyalty include
direct mail and contacts by telephone or other forms of telecommunication, including

"..YOU ARE NOW FREE TO
HAVE A FANTASTIC DAY!"

From everyone at
Southwest Airlines.

THE HAPPY BIRTHDAY SIGN...

1!
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faxes, e-mail, and Web sites. Doctors, dentists, and household maintenance services often
post annual checkup reminders to their customers. Some businesses even send birthday
and anniversary cards to valued customers (Figure 9.1). Banks and utility companies
often include a brief newsletter with their account statements or print customized
information on each statement in an effort to cross-sell additional services.

Internal Communications

Marketing communications can be used to communicate with service employees as
well as with external customers. Internal communications from senior managers
to their employees play a vital role in maintaining and nurturing a corporate culture
founded on specific service values. Well-planned internal marketing efforts are espe-
cially necessary in large service businesses that operate in widely dispersed sites,
sometimes around the world. Even when employees are working far from the head
office in the home country, they still need to be kept informed of new policies,
changes in service features, and new quality initiatives. Communications may also be
needed to nurture team spirit and support common corporate goals. Consider the
challenge of maintaining a unified sense of purpose at the overseas offices of compa-
nies such as Citibank, Air Canada, Marriott, or McDonalds, where people from dif-
ferent cultures who speak different languages must work together to create consis-
tent levels of service.

Effective internal communications can help ensure efficient and satisfactory service
delivery, achieve productive and harmonious working relationships, and build employee
trust, respect, and loyalty. Commonly used media include internal newsletters and mag-
azines, videotapes, private corporate television networks like those owned by FedEx and
Merrill Lynch, Intranets (private networks ofWeb sites and e-mail that are inaccessible
to the general public), face-to-face briefings, and promotional campaigns using displays,
prizes, and recognition programs.

COMMUNICATION STRATEGIES FOR SERVICES

Several of the differences distinguishing services from goods have important marketing
communications implications.Thus communication strategies need to reflect the special
characteristics of services.”

Intangible Nature of Service Performances

Since services are performances rather than objects, their benefits can be difficult to
communicate to customers. Service providers should use tangible cues whenever pos-
sible in their advertising campaigns, especially for low-contact services that involve
few tangible elements.® It is also helpful to include "vivid information" that will pro-
duce a strong, clear impression on the senses, especially for services that are complex
and highly intangible.* For example, an ad by a large law firm showed a picture of
empty jurors' chairs to draw attention to its trial lawyers' skills in presenting complex
cases to juries, which must then withdraw from the courtroom to deliberate on the
verdict (Figure 9.2). Similarly, MasterCard television and print advertisements empha-
size the tangible things that can be purchased with its credit card—complete with a
listing of the price of each item. In each ad, al of the items purchased with the card
lead to a priceless experience (a clever and memorable reference to the concept of
intangibility).

At a very basic level, some companies have succeeded in creating tangible, recog-
nizable symbols to associate with their corporate brand names. Animal motifs are com-
mon physical symbols for services. Examples include the eagle of the U.S. Postal Service

internal

communications: al forms
of communication from
management to employees in
a service organization.
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FIGURE 9.2

Advertising by Robins, Kaplan,
Miller & Ciresi in The Wall Street
Journal, Fall 2000

ROBINS, KAPLAN, MILLER & CIRESI

(also used by AeroMexico and Eagle Star Insurance), the black horse of Norfolk
Southern Railroad and Britain's Lloyd's Bank, Merrill Lynch's bull, the lion of Dreyfus
Funds and Royal Bank of Canada, and the Chinese dragon of Hong Kong's Dragonair.
Easily recognizable corporate symbols are especially important for international compa-
nies when services are offered in markets where the local language is not written
in Roman script or where a significant proportion of the population is functionally
illiterate.

Some companies have created metaphors that are tangible in nature to help com-
municate the benefits of their service offerings. Insurance companies often use this
approach to market their highly intangible products.Thus Allstate advertises that "You're
in Good Hands," Traveler's umbrella motif suggests protection, and Prudential uses the
Rock of Gibraltar as a symbol of corporate strength.

When possible, advertising metaphors should also include some information about
how service benefits are actually provided.® Consider Trend Micro's problem in adver-
tising its new antivirus monitoring service for corporate Internets. Most advertise-
ments for antivirus protection feature devils or evil-looking insects (remember the
Millennium Bug used to highlight theY 2K problem?).That approach may capture the
reader's interest, but it doesn't show how virus protection actually works or how dev-
astating its effects might be. In a technical context like this, explaining the problem and
its solution in ways that senior management will understand is not always possible.
Trend Micro's clever solution was to use the easily grasped metaphor of airport secu-
rity guarding against terrorism. A picture of an aircraft was captioned "this is your
company," a briefcase containing a bomb was labeled "this is a virus," and two security
officers checking that bag on an X-ray machine were captioned, "This isTrend Micro."
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Customer Involvement in Production

In high-contact services, customers are often concerned about the risks associated with
service delivery and consumption. Sometimes these risks are financial or psychological in
nature, but there can aso be physical risks—as in many outdoor sports and organized
adventure activities like rock-climbing, skiing, and white-water rafting. The providers of
such services have both a legal and a moral responsibility to educate their clients. The
better informed customers are of potential dangers, and what to do in the event of, sy, a
reft tipping its occupants into a stretch of foaming rapids, the more likely they are to
remain safe and have an enjoyable experience. Basic information on signs and in instruc-
tional brochures may need to be reinforced by personal briefings from employees.

When customers are actively involved in service production, they need training to
help them perform well—-just as employees do. Improving productivity often involves
innovations in service delivery. But the desired benefits won't be achieved if customers
resist new, technologically based systems or avoid self-service alternatives. So, service
marketers need to become educators. One approach recommended by advertising
experts is to show service delivery in action.® Television is a good medium, because of
its ability to engage the viewer as it displays a seamless sequence of events in visual form.
Some dentists show their patients videos of surgical procedures before the surgery takes
place. This educational technique helps patients prepare mentally for the experience and
shows them what role they should play during service delivery.

Advertising and publicity can make customers aware of changes in service features
and delivery systems. Marketers often use sales promotions to motivate customers, offer-
ing them incentives to make the necessary changes in their behavior. Publicizing price
discounts is one way to encourage self-service on an ongoing basis. At self-service gas
pumps, for instance, the price difference from full-service is often substantial. Other
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incentives to change include promotions that offer a chance to win a reward. And if
necessary, well-trained customer-contact personnel can provide one-to-one tutoring to
help customers adapt to new procedures.

Evaluating Service Offerings

Even if you understand what a service is supposed to do, you may have difficulty distin-
guishing one firm from another and knowing what level of performance to expect from
a particular supplier. What can a service business do to attract your attention and your
patronage? Possible solutions include: providing tangible clues related to service perfor-
mance; highlighting the quality of equipment and facilities; and emphasizing employee
characteristics such as their qualifications, experience, commitment, and professionalism.

Some performance attributes lend themselves better to advertising than others.
When an airline wants to boast about its punctuality, reporting favorable statistics col-
lected by a government agency offers credible support for this claim. However, airlines
don't like to talk overtly about safety, because even the admission that things might go
wrong makes many passengers nervous. Instead, they approach this ongoing customer
concern indirectly, advertising the expertise of their pilots, the newness of their aircraft,
and the skills and training of their mechanics.

In low-contact services "where much of the firm's expertise is hidden, firms may need
to illustrate equipment, procedures, and employee activities that are taking place backstage.
For instance, how do prospective buyers know if they are getting the best value from insur-
ance services? One approach is to show how the firm is trying to reduce losses due to acci-
dents or to cut costs. Liberty Mutual has run ads using attention-getting headlines like

I love
dissecting humans.

Lileen Cieaba nintr wuruas nsio wvisticaron
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want pevple are hon the snes

that aren’t cost buninesses and weriers
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"Wake up, you're dead,” which shows a grim-looking auto safety expert with a Ph.D. who
is researching how to prevent highway accidents caused by driver fatigue.The company's”|
love dissecting humans" ad includes an amusing photo of one of the company's field inves-
tigators, who describes her work in detecting and preventing insurance fraud (Figure 9.3).
The fraud prevention ad shows just how serious the problem of jaycustomers is for the
insurance industry, where fraudulent claims amount to an estimated $25 billion a year!

Supply-and-Demand Management

Many live service performances—Ilike a seat at the Metropolitan Opera for Friday
evening's performance of Carmen, a room at the Marriott on Monday, or a haircut at
Supercuts on Tuesday morning—are time-specific and can't be stored for resale at a later
date. Advertising and sales promotions can help to change the timing of customer use
and thus help to match demand with the capacity available at a given time. Demand
management strategies include reducing usage during peak demand periods and stimu-
lating it during off-peak periods. Low demand outside peak periods poses a serious
problem for service industries with high fixed costs, like hotels. One strategy is to run
promotions that offer extra value—such as a room upgrade and a free breakfast, in an
attempt to stimulate demand without decreasing price. When demand increases, the
number of promotions can be reduced or eliminated.

Importance of Contact Personnel

In high-contact services, service personnel are central to service delivery.Their presence
makes the service more tangible and, in many cases, more personalized. An ad that
shows employees at work helps prospective customers understand the nature of the ser-
vice encounter and implies a promise of the personalized attention that they can expect
to receive (Figure 9.4). Advertisers must be realistic, since these messages help set cus-

FIGURE 94

A Uniformed Hotel Employee
Leads a Guest Through the Check-
in Script; Her Warmth Humanizes
the Experience for Him

197



198 PART THREE +« SERVICE MARKETING STRATEGY

TABLE 9.1

Common Educational

and Promotional Objectives
in Service Settings

tomers' expectations. If a firm's brochures and ads show friendly, smiling workers but, in
reality, most employees turn out to be glum, frazzled, or rude, customers will most cer-
tainly be disappointed. Advertising can also be effective in showing employees what cus-
tomers are being promised. At a minimum, service personnel should be informed about
the content of new advertising campaigns or brochures.

Reduced Role for Intermediaries

Intermediaries like retailers often play a key role in promoting products and teaching
customers about their characteristics. Services are less likely than goods to be sold
through channel intermediaries. Many service providers (such as universities, lawn care
specialists, banks, restaurants, health clubs, and professional firms) sell directly to cus-
tomers. But some service providers do rely on intermediaries for help in selling their
products. Firms in the travel and insurance industries, which make extensive use of
independent agents and brokers, must compete with other brands not only for physical
display space but aso for "top-of-mind" recall if they are to obtain adequate push from
intermediaries in the distribution channels. Internal communication, personal selling,
motivational promotions, and effective public relations can be critical in maintaining
successful working relationships between intermediaries and service firms.

Setting Communication Objectives

When planning a campaign, marketers need to formulate specific communications objec-
tives and select the most appropriate messages and tools to achieve them (see Table 9.1 for
a list of common educational and promotional objectives for service businesses). To illus-
trate this point, let's assume that a rental car agency has defined the need to increase repeat
purchase rates among business travelers as one of its key strategic objectives. In pursuit of
this objective, the firm decides to implement an automatic upgrade program and an
express delivery and drop-off system. For this plan to succeed, customers must be
informed about these new features and educated on how to take advantage of them.

A specific set of communications objectives might be: (1) to create awareness of the
new offering among all existing customers; (2) to attract the attention of prospective
customers in the business traveler segment, inform them of the new features, and teach
them how to use the new procedures effectively; (3) to stimulate inquiries and increase
pre-bookings; and (4) to generate an increase in repeat patronage of 20 percent after six
months.

Planning a marketing communications campaign should reflect a good understanding
of the service product and the ability of prospective buyers to evaluate its characteristics in
advance of purchase. It's also essential to understand target market segments and their
exposure to different media, as well as consumer awareness of the product and attitudes
toward it. Decisions include determining the content, structure, and style of the message

« Create memorable images of specific companies and their brands

« Build awareness of and interest in an unfamiliar service or brand

« Build preference by communicating the strengths and benefits of a specific brand
« Compare a service with competitors' offerings and counter competitive claims

« Reposition a service relative to competing offerings

¢ Stimulate demand in low-demand periods and discourage demand during peak periods
« Encourage trial by offering promotional incentives

« Reduce uncertainty and perceived risk by providing useful information and advice
« Provide reassurance (e.g., by promoting service guarantees)

« Familiarize customers with service processes in advance of use

« Teach customers how to use a service to their own best advantage

« Recognize and reward valued customers and employees
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to be communicated, its manner of presentation, and the media most suited to reaching
the intended audience. Additional considerations include: the budget available for execu-
tion; time frames (as defined by such factors as seasonality, market opportunities, and antic-
ipated competitive activities); and methods of measuring and evaluating performance.

THE MARKETING COMMUNICATIONS MIX

Most service marketers have access to numerous forms of communication, referred to
collectively as the marketing communications mix. Different communication ele-
ments have distinctive capabilities relative to the types of messages that they can convey
and the market segments most likely to be exposed to them. As shown in Figure 9.5, the
mix includes personal contact, advertising, publicity and public relations, sales promo-
tion, instructional materials, and corporate design.

How should service marketers approach the task of selecting communication ele-
ments to convey the desired messages efficiently and effectively to the target audience?
In well-planned campaigns, several different communication elements may be used in
ways that mutually reinforce each other. Effective sequencing of communications is
important, since one element often paves the way for others. For example, advertising
may encourage prospects to visit aWeb site, request further information by mail, or shop
in a specific store where they will be exposed to retail displays and can interact
directly with a salesperson.

Communication experts draw a broad division between personal communica-
tions, involving personalized messages that move in both directions between two par-
ties, and impersonal communications, in which messages move in only one direc-
tion and are generally targeted at a large group of customers and prospects rather than
at a single individual. However, technology has created a gray area between the two. It's
now very easy for a firm to combine word-processing technology with information
from a database to create an impression of personalization. Think about the direct mail
and e-mail messages that you have received, containing a personal salutation and per-
haps some reference to your specific situation or past use of a particular product.
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communications mix: the

full set of communication

tools (both paid and unpaid)

available to marketers.
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personal selling: two-way
communications between
service employees and
customers designed to
directly influence the
purchase process.

telemarketing: personal
sdlling to prospective
customers through the
medium of the telephone.

customer service: the
provision of supplementary
service elements by
employees who are not
specificaly engaged in selling
activities.

customer training: formal
training courses offered by
sarvice firms to teach
customers about complex
service products.

word of mouth: positive or
negative comments about a
service made by one
individual (usualy a current
or former customer) to
another.

SERVICE MARKETING STRATEGY

Personal Communications

As shown in Figure 9.5, personal communications include personal selling, telemarket-
ing, customer training, customer service, and word of mouth.

Personal Selling Interpersonal encounters in which efforts are made to educate
customers and promote preference for a particular brand or product are referred to as
personal selling. For infrequently purchased services like property, insurance, and funeral
services, the firm's representative may act as a consultant to help buyers make their
selections. Because face-to-face selling is usually expensive, it's most often used in
business-to-business markets. A lower-cost alternative is telemarketing, involving use
of the telephone to reach prospective customers. It's used by about 75 percent of dl
industrial companies.’

Relationship marketing strategies are often based on account management pro-
grams, where customers are assigned a designated account manager who acts as an
interface between the customer and the supplier. Account management is most com-
monly practiced in industrial and professional firms that sell relatively complex services,
resulting in an ongoing need for advice, education, and consultation. Examples of
account management for individual consumers can be found in insurance, investment
management, and medical services.

Customer Service Employeesin customer service positions are often responsible for
delivery of a variety of supplementary services, including providing information, taking
reservations, receiving payments, and problem solving. New customers, in particular,
often rely on customer service personnel for assistance in learning how to use a service
effectively and how to resolve problems.

When several different products are available from the same supplier, firms
encourage their customer service staff to cross-sell additional services. However, this
approach is likely to fail if strategies are not properly planned and executed.® In
the banking industry, for example, a highly competitive marketplace and new tech-
nologies have forced banks to add more services in an attempt to increase their
profitability. In many banks, tellers who traditionally provided customer service are
now expected to promote new services to their customers as well. Despite training,
many employees feel uncomfortable in this role and don't perform effectively as
salespeople.

Customer Training Some companies, especially those selling complex business-to-
business services, offer formal training courses to familiarize their customers with the
service product and teach them how to use it to their best advantage.

Word of Mouth Recommendations from other customers can have a powerful
influence on people's decisions to use a service, but word of mouth is a difficult form of
communication for firms to control. Some advertisers try to encourage positive
comments from customers who have already used a service since positive word of
mouth can act as a powerful and highly credible selling agent.® In an effort to extend
the reach of word of mouth, advertising and brochures sometimes feature comments
from satisfied customers.

Research in the United States and Sweden shows that the extent and content
of word of mouth is related to satisfaction levels. Customers holding strong views are
likely to tell more people about their experiences than those with milder views.
And extremely dissatisfied customers tell more people than those who are highly
satisfied.™
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Advertising

As the most dominant form of communication in consumer marketing, advertising is
often the first point of contact between service marketers and their customers, serving
to build awareness, inform, persuade, and remind. It plays a vital role in providing factual
information about services and educating customers about product features and capa-
bilities. To demonstrate this point, Grove, Pickett, and Laband carried out a study com-
paring newspaper and television advertising for goods and services'’. Based on a review
of 11,543 television advertisements over a 10-month period and of 30,940 newspaper
display advertisements that appeared over a 12-month period, they found that ads for
services were significantly more likely than those for goods to contain factual informa-
tion on price; guarantees/warranties; documentation of performance; and availability
(where, when, and how to acquire products).

One of the challenges fiicing advertisers is how to get their messages noticed.
Television and radio broadcasts are cluttered with commercials, while newspapers and
magazines sometimes seem to contain more ads than news and features. How can a firm
hope to stand out from the crowd? Longer, louder commercials and bigger format ads
are not necessarily the answer. Some advertisers stand out by using a sharply different
format. For its ads in Business Week, where most advertising includes color photography
and occupies one or two full pages, Williams Communications employs black-and-
white cartoons occupying approximately half a page (Figure 9.6).

A broad array of paid advertising media is available, including broadcast (TV and
radio), print (magazines and newspapers), movie theaters, and many types of outdoor

“He absolutely hates stories about anachronistic

|
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Communications. He likes happy endings.” |
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advertising: any form of
nonpersonal communication
by a marketer to inform,
educate, or persuade
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sales promotion: a short-
term incentive offered to
customers and intermediaries
to stimulate product
purchase.

FIGURE 9.7

Cleanrite Coupon
Encourages Repeat Usage

media (posters, billboards, electronic message boards, and the exteriors of buses or bicy-
cles). Some media are more focused than others, targeting specific geographic areas or
audiences with a particular interest. Advertising messages delivered through mass media
are often reinforced by direct marketing tools like mailings, telemarketing, faxes, or e-
mail. Direct marketing, which offers the potential to send personalized messages to
highly targeted micro-segments, is most likely to be successful when marketers possess a
detailed database of information about customers and prospects.

Sales Promotion

A few years ago, SAS International Hotels devised an interesting sales promotion tar-
geted at older customers. If a hotel had vacant rooms, guests over 65 years of age could
get a discount equivalent to their years (e.g., a 75-year-old could save 75 percent of the
normal room price). All went well until a Swedish guest checked into one of the SAS
chain's hotels in Vienna, announced his age as 102, and asked to be paid 2 percent of the
room rate in return for staying the night. This request was granted, whereupon the spry
centenarian challenged the general manager to a game of tennis—and got that, too.
(The results of the game, however, were not disclosed!) Events like these are the stuff of
dreams for PR people. In this case, a clever promotion led to a humorous, widely
reported story that placed the hotel chain in a favorable light.

A useful way of looking at sales promotions is as a communication attached to an
incentive. Sales promotions are usually specific to a time period, price, or customer
group—sometimes al three, as in the SAS example.Typically, the objective is to acceler-
ate the purchasing decision or motivate customers to use a specific service sooner, in
greater volume with each purchase, or more frequently. Sales promotions for service
firms may take such forms as samples, coupons and other discounts, gifts, and competi-
tions with prizes. Used in these forms, sales promotions add value, provide a competitive
edge, boost sales during periods when demand would otherwise be weak, speed the
introduction and acceptance of new services, and generally get customers to act faster
than they would in the absence of any promotional incentive.'? The Cleanrite coupon
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shown in Figure 9.7 is a simple example of a sales promotion designed to encourage
past customers to become repeat customers.

Some promotional campaigns are very creative in their appeals to customers. For
example, some international airlines provide passengers in first and business classes with
free gifts including toiletries, pens, stationery, and playing cards. Gifts are sometimes
offered simply to amuse customers and create a friendly environment. The Conrad
Hotel in Hong Kong places a small teddy bear on each guest's bed and a yellow rubber
duck in the bathroom; it reports that many guests take these items home with them.

Publicity and Public Relations

Public relations (PR) involves efforts to stimulate positive interest in an organization
and its products by sending out news releases, holding press conferences, staging special
events, and sponsoring newsworthy activities put on by third parties. A basic element in
public relations strategy is the preparation and distribution of press releases (including
photos and/or videos) that feature stories about the company, its products, and its
employees. PR executives also arrange press conferences and distribute press kits when
they feel a story is especially newsworthy. A key task performed by corporate PR spe-
cidists is to teach senior managers how to present themselves well at news conferences
or in radio and television interviews.

Other widely used PR techniques include recognition and reward programs,
obtaining testimonials from public figures, community involvement and support, fund-
raising, and obtaining favorable publicity for the organization through special events and
pro bono work.These tools can help a service organization build its reputation and cred-
ibility; form strong relationships with its employees, customers, and the community; and
secure an image conducive to business success.

Firms can also win wide exposure through sponsorship of sporting events and
other high-profile activities where banners, decals, and other visual displays provide
continuing repetition of the corporate name and symbol. For example, the U.S. Postal
Service (USPS) was a major sponsor of the U.S. cycling team in the 2000 Tour de
France. This provided many PR and advertising opportunities for the Postal Service
including stamps, print articles, television news clips, and photos of the team members
with "U.S. Postal Service" prominently displayed on their jerseys. USPS gained world-
wide attention when team member Lance Armstrong won the Tour de France after a
near-fatal battle with cancer.

Unusual activities can present an opportunity to promote a company's expertise.
FedEx gained significant favorable publicity in December 2000 when it safely trans-
ported two giant pandas from Chengdu, China, to the National Zoo in Washington,
D.C. The pandas flew in specially designed containers aboard an MD 11 aircraft
renamed "FedEx PandaOne." In addition to press releases, the company aso featured
information about the unusual shipment on a special page in itsWeb site (Figure 9.8).

In the business-to-business marketplace, trade shows are a popular form of public-
ity.”* They are not usually open to the public, and there is no entry fee. In many indus-
tries, trade shows are a great opportunity for business customers to find out about the
latest products in their fields. Service vendors provide physical evidence in the form of
exhibits, samples and demonstrations, and brochures to educate and impress these
potential customers. For example, cosmetic surgeons from around the world attended
trade shows to learn about advances in technology and equipment that will allow them
to perform highly effective nonsurgical treatments with mysterious names like "botox,"
"vein sclerotherapy,” and "collagen replacement therapy."

Trade shows can be very profitable promotional tools. Fifty percent of the sales
leads generated at these shows can be closed with just one sales call—a much higher

public relations; efForts to
stimulate positive interest in
a company and its products
by sending out news releases,
holding press conferences,
staging specia events, and
sponsoring newsworthy
activities put on by third
parties.
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FIGURE 9.8
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percentage than for leads generated in any other way. And a sales representative who
usually reaches four to five prospective clients per day can average five qualified leads
per hour at a show.

Instructional Materials

Promotion and education often go hand in hand. There's little point in promoting a
new service (or service feature) if people are unsure of the benefits or don't know how
to proceed. Service personnel are often called upon to play teaching roles, but they are
not always available to help in the locations where customers need them.To remedy this
problem, some firms offer free telephone calls to expert personnel or provide printed
materials, video or audio instructions, or informative Web sites. Newspaper advertising
by the CVS pharmacy chain encourages customers to use their telephones to access
recorded information about prescription medications for a variety of different diseases.

Nowadays, many instructional media are technology based. Supermarkets and
department stores sometimes feature a touch-screen store directory. Airlines show films
to illustrate aircraft safety procedures and make customers aware of government regula-
tions. Some banks install computerized displays that customers can use to learn about
new financial products. Through access toWeb sites, customers can access needed infor-
mation from their homes or offices.

Corporate Design and Physical Evidence

Many service firms employ a unified and distinctive visual appearance for al tangible
elements to facilitate recognition and reinforce a desired image. Corporate design
strategies are usually created by external consulting firms and include such features as
stationery and promotional literature, retail signage, uniforms, and color schemes for
painting vehicles, equipment, and building interiors.The objective is to provide a unify-
ing and recognizable theme linking all of the firm's operations in a branded service
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experience through the strategic use of physical evidence. The American Automobile
Association has made good use of corporate design in solidifying its brand identity. The
bright red AAA logo is recognized worldwide as a reliable source of travel information
and assistance.

Corporate design is particularly important for companies operating in competitive
markets where it's necessary to stand out from the crowd and to be instantly recogniz-
able in different locations. For example, gasoline retailing provides striking contrasts in
corporate designs, from BP's bright green and yellow service stations to Texaco's red,
black, and white, and Sunoco's blue, maroon, and yellow.

Companies in the highly competitive express delivery industry tend to use their
names as a central element in their corporate designs. When Federal Express changed its
trading name to the snappier and more multilingual "FedEx," it also changed its logo to
feature the new name in a distinctive typeface. Consistent applications of this design
were developed for use in settings ranging from business cards to boxes and from
employee caps to aircraft exteriors.

Some companies use a trademarked symbol, rather than a name, as their primary
logo.* Shell makes a pun of its English name by displaying a yellow scallop shell on a
red background, which has the advantage of making its vehicles and service stations
instantly recognizable even in parts of the world that do not use the Roman alphabet.
McDonald's "Golden Arches" is said to be the most widely recognized corporate sym-
bol in the world. (However, international companies operating in many countries need
to select their designs carefully to avoid conveying a culturally inappropriate message
through unfortunate choices of names, colors, or images.)

Merrill Lynch, the global financial services company, used its famous slogan, "We're
Bullish on America" as the basis for its corporate symbol—a bull. A recent advertising
campaign by the company developed some intriguing variations of this highly recog-
nizable symbol (an example is shown in Figure 9.9).

Be strategic.

i FIGURE 9.9
Be bUI.hSh. Corporate Advertising by Merrill

. e Lynch
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servicescape; the design of
any physical location where
customers come to place
orders and obtain service
delivery.

Servicescape Dimensions The term servicescape describes the design of any
physical location where customers come to place orders and obtain service delivery.™ It
consists of four dimensions: the physical facility; the location; ambient conditions (like
temperature or lighting); and personnel. Each of these elements is a critical form of physical
evidence, since the appearance of a firm's service facilities and personnel affects customers'
perceptions of service quality. Corporate design consukants are sometimes asked to advise
on servicescape design, to coordinate the visual elements of both interiors and exteriors—
such as signage, decor, carpeting, furnishings, and uniforms—so that they may complement
and reinforce the other design elements. We can think of the servicescape concept in terms
of the design of the stage on which the service drama is enacted. A good set and costumes
can't save a bad play but they can greatly enhance the audience's enjoyment of a good one.
Conversely, a bad stage set can create a poor initial impression. Physical evidence and
servicescape design are discussed in greater detail in Chapter 11.

Ethical Issues in Communication

Few aspects of marketing lend themselves so easily to misuse (and even abuse) as adver-
tising, selling, and sales promotion.The fact that customers often find it hard to evaluate
services makes them more dependent on marketing communication for information
and advice. Communication messages often include promises about the benefits that
customers will receive and the quality of service delivery. When promises are made and
then broken, customers are disappointed because their expectations have not been
met.'® Their disappointment and even anger will be even greater if they have wasted
money, time, and effort and have no benefits to show in return or have actually suffered
a negative impact. Employees, too, may feel disappointed and frustrated as they listen to
customers' complaints about unfulfilled expectations.

Some unrealistic service promises result from poor internal communications
between operations and marketing personnel concerning the level of service perfor-
mance that customers can reasonably expect. In other instances, unethical advertisers
and salespeople deliberately make exaggerated promises about the benefits that cus-
tomers can hope to receive. Finally, there are deceptive promotions that lead people to
think that they have a much higher chance of winning prizes or awards than is really the
case. Fortunately, there are many consumer watchdogs on the lookout for these decep-
tive marketing practices. They include consumer protection agencies, trade associations

Can You Recognize a Service
Company from These Clues?~

2. Which international airline has a flying kangaroo for its sym-

How easy to recognize are the facilities, vehicles, and personnel bol? Which one uses a maple leaf?
of your own bank, favorite fast-food restaurant, taxi service, and

local public transport system? Try the quiz below to see how
many internationally used symbols and design elements you

3. Which stockbroker displays a ram's head as its corporate
symbol?

recognize. 4. How many companies can you name that use a globelike
1. With which rental car companies are the colors yellow, red, symbol?
and green associated?

5. Which international financial services company uses a symbol
of three crossed keys?

Note: The answers to this quiz can be found at the end of the chapter, before the Endnotes.
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within specific industries, and journalists who investigate customer complaints and seek
to expose fraud and misrepresentation.

A different type of ethical issue concerns unwanted intrusion into people's personal
lives—including, perhaps, your own.You can, of course, simply turn the page if you
don't want to look at an advertisement in a newspaper or magazine. Perhaps you ignore
television advertising by pressing the mute button on your remote and by talking to
friends or family members while the commercials are on. However, the increase in tele-
marketing and direct mail is frustrating for those who receive unwanted sales commu-
nications. How do you feel if your evening meal at home is interrupted by a telephone
cdl from a stranger trying to interest you in buying services in which you have no inter-
ex? Even if you are interested, you may feel, as many do, that your privacy has been vio-
lated and see the call as an unwanted intrusion. Trade associations like the Direct
Marketing Association offer ways for consumers to remove their names from telemar-
keting and direct-mail lists in an attempt to address the growing hostility toward these
types of direct-marketing techniques.

MARKETING COMMUNICATIONS
AND THE INTERNET

The Internet is playing an increasingly important role in marketing communication.
Few companies of any size are now without aWeb site and a substantial industry has
sprung up to support the design and implementation of Internet-based marketing activ-
ities. Perhaps the most remarkable aspect of the Internet is its ubiquity: A Web site
hosted in one country can be accessed from almost anywhere in the world, offering the
simplest form of international market entry available—in fact, as Christian Gronroos
points out, “the firm cannot avoid creating interest in its offerings outside its local or
national market."'” However, creating international access and developing an interna-
tional strategy are two very different things!

Internet Applications

Marketers use the Internet for a variety of communications tasks. These include pro-
moting consumer awareness and interest, providing information and consultation, facil-
itating two-way communications with customers through e-mail and chat rooms, stim-
ulating product trial, enabling customers to place orders, and measuring the
effectiveness of specific advertising or promotional campaigns.’® Firms can market
through their own Web sites and place advertising on other sites. Advertising on the
Web allows companies to supplement conventional communications channels at a rea-
sonable cost. But like any of the elements of the marketing communications mix,
Internet advertising should be part of an integrated, well-designed communications
strategy.

Many early Web sites were little more than electronic brochures, featuring attractive
graphics that took too long to download. By contrast, interactive Web sites allow cus-
tomers to engage in dialog with a database and come up with customized information.
Transportation firms like airlines and railroads offer interactive sites that allow travelers
to evaluate alternative routes and schedules for specific dates, download printed infor-
mation, and make reservations online. Some sites offer discounts on hotels and airfare if
reservations are made over the Internet—a tactic designed to draw customers away from
intermediaries like travel agents.

The interactive nature of the Internet has the potential to increase customer
involvement dramatically, since it enables "self-service” marketing in which individual
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permission marketing: a
marketing communication
strategy that encourages
customers to voluntarily
learn more about a
company's products because
they anticipate receiving
information or something
else of value in return.

SERVI CE MARKETI NG STRATEGY

customers control the nature and extent of their contact with the Web sites they visit.
Many banks allow customers to pay bills electronically, apply for loans over the
Internet, and check their account balances online. Whistler/Blackholm ski resort in
British Columbia uses itsWeb site to promote advance online purchase of lift tickets at
a discount. The site also offers instructions on how the online ticket window works,
describes where to pick up the tickets, and provides responses to frequently asked
questions.

Enabling marketers to communicate and establish a rapport with individual cus-
tomers is one of the Web's greatest strengths. These characteristics lend themselves to a
new communication strategy called " per mission marketing,"*° which is based on the
idea that traditional advertising doesn't work as well any more because it fights for
attention by interrupting people. For example, a 30-second television spot interrupts a
viewer's favorite program, a telemarketing call interrupts a meal, and a print ad inter-
rupts the flow of a magazine or newspaper article.

In the permission marketing model, the goal is to persuade consumers to volunteer
their attention. In essence, customers are encouraged to "raise their hands" and agree to
learn more about a company and its products in anticipation of receiving something of
value to them. This means that customers self-select into the target segment. Consider
the approach used by the Health Communication Research Institute, which issues pre-
paid phone cards to patients in doctors' offices or hospitals as a way to measure patient
satisfaction. To activate the card, the patient uses it to call an automated service that
records responses to questions about the individual's recent experience with medical
care. As a reward, the caller gets 30 minutes of free long-distance calling.?’ For an illus-
tration of how H& R Block used a promotional contest to get customers to volunteer to
learn about a new tax preparation service, see the boxed story "Permission Marketing at
H&R Block."

Permission Marketing

at H& R Block

included a promotional message about Premium Tax. Not everyone

When H&R Block wanted to introduce a new service called
Premium Tax, aimed at upper-income customers, it hired a firm
called Yoyodyne to create a contest. This promotional event was
announced using banner ads on selected Web sites that said, "H&R
Block: We'll pay your taxes sweepstakes." Through the action of
clicking on these banners, more than 50,000 people voluntarily
provided their e-mail addresses and said "tell me more about this
promotion."

In return for the chance to have their taxes paid by somebody
else, these people became players in a contest. Every week for 10
weeks, they received three e-mails, inviting them to answer trivia
questions about taxes, H&R Block, and other relevant topics. They
were given fun facts about the history of taxes or sent to H&R
Block's Web site to find answers to questions. Each e-mail also

responded to every message—on average, about 40 percent did
so. But over the life of the promotion, 97 percent of those people
who entered the game stayed in.

At the end of 10 weeks, surveys were conducted of: (1) those
who had participated actively in the game; (2) those who had par-
ticipated, but less actively; and (3) a control group of nonpartici-
pants. Among nonparticipants, knowledge of Premium Tax was
essentially nonexistent. Among less-active participants, 34 percent
had a good understanding of Premium Tax, and for active partici-
pants, the figure was 54 percent. By creatively applying the con-
cept of permission marketing, H&R Block acquired a database of
prospects that had already received some information and educa-
tion about its new service offering.

Source: William C. Taylor, "Permission Marketing" (interview with Seth Godin), Fast Company, April-May 1998, 198-212.
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Web Site Design Considerations

From a communication standpoint, aWeb site should contain information that a com-
pany's target customers will find useful and interesting.?* Internet users expect speedy
access, easy navigation, and content that is both relevant and up-to-date.

Service firms should set explicit communication goals for their Web sites. Is the site
to be a promotional channel; a self-service option that diverts customers away from
contact with service personnel; an automated news room that disseminates information
about the company and its products, as well as offering an archive of past press releases;
or even al of these? Some firms choose to emphasize promotional content, seeking to
present the firm and its products in a favorable light and to stimulate purchase; others
view their sites as educational and encourage visitors to search for needed information,
even providing links to related sites.

Innovative companies are continually looking for ways to improve the appeal and
usefulness of their sites. The appropriate communication content varies widely from
one type of service to another. A b2b site may offer visitors access to a library of techni-
cd information; by contrast, a resort hotel may include attractive photographs featuring
the location, the buildings and the guest rooms, and even short videos depicting recre-
ational options. Meantime, a radio station may display profiles and photos of key staff
members, schedules of its broadcasts, background information about its programs, and
access to its broadcasts viaWeb radio.

Marketers must also address other attributes, like downloading speed, that affect
Web site " stickiness.""" A sticky site is one that encourages repeat visits and purchases
by keeping its audience engaged with interactive communication presented in an
appealing fashion. Online service providers like EasyAsk have exploited a profitable
niche in helping other companies design sticky Web sites that make information
searches and site navigation easy for their customers.

THERE'S SDMEDMNE

PS Net's print advertising reinforces

! pw its television campaign, which shows
individuals in different global settings
(e knocking on a window to gain the

audience's attention.

stickiness: aWeb site's
ability to encourage repeat
visits and purchases by
keeping its audience engaged
with interactive
communication presented in
an appealing fashion.



210 PART THREE « SERVI CE MARKETI NG STRATEGY

reciprocal marketing: a
marketing communication
tactic in which an online
retailer allows its paying
customers to receive
promotions for another
online retailer and vice-versa,
at no upfront cost to either

party.

A memorable Web address helps to attract visitors to a site. Unlike phone or fax
numbers, it's often possible to guess a firm'sWeb address, especially if it's a simple one
that relates to the firm's name or business. However, firms that come late to the
Internet often find that their preferred name has already been taken. For instance,
many industries include a company called Delta, but there can only be one
delta.com. This site nhame belongs to Delta Financial Corporation (the U.S. airline
had to use the longer address, deltaairlines.com). Web addresses must be actively pro-
moted if they are to play an integral role in the firm's overall communication and
service delivery strategy. This means displaying the address prominently on business
cards, letterhead stationery, catalogs, advertising, promotional materials, and even
vehicles.

Internet Advertising

The Internet has become a new advertising medium. Many firms pay to place adver-
tising banners and buttons on portals likeYahoo or Netscape, as well as on other
firms'Web sites. The usual goal is to draw online traffic to the advertiser's own site.
In many instances, Web sites include advertising messages from other marketers with
related but noncompeting services.Y ahoo's stock quotes page, for example, features a
sequence of advertisements for various financial service providers. Similarly, many
Web pages devoted to a specific topic feature a small message from Amazon.com,
inviting the reader to identify books on these same topics by clicking the accompa-
nying hyperlink button to the Internet retailer's book site. In such instances, it's easy
for the advertiser to measure how many visits to its own site are generated by click-
throughs.

However, the Internet has not proved to be as effective an advertising medium as
many marketers originally anticipated. Experience shows that simply obtaining a large
number of exposures ("eyeballs') to a banner ad or button doesn't necessarily lead to
increases in awareness, preference, or sales for the advertiser. One consequence is that
the practice of paying a flaa monthly rate for banner advertising is falling out of favor.
Even when visitors click through to the advertiser's site, this action doesn't necessarily
result in sales. Consequently, there's now more emphasis on advertising contracts that tie
fees to marketing-relevant behavior by these visitors, such as providing the advertiser
with some information about themselves or making a purchase.

Some companies use reciprocal marketing, where an online retailer allows its
paying customers to receive promotions for another online retailer and vice-versa, at no
upfront cost to either party.”®> For example, RedEnvelope.com customers received an
online coupon offer from Starbucks when they logged onto the RedEnvelope site. In
exchange, RedEnvelope had a promotional link on Starbucks.com, enabling both com-
panies to capture a percentage of the other site's customer base.

Conclusion

The marketing communication strategy for services requires a somewhat different
emphasis from that used to market goods.The communication tasks facing service mar-
keters include emphasizing tangible clues for services that are difficult to evaluate, clar-
ifying the nature and sequence of the service performance, highlighting the perfor-
mance of customer-contact personnel, and educating the customer about how to
effectively participate in service delivery.

Many different communication elements are available to help companies create a
distinctive position in the market and reach prospective customers. The options in the


http://delta.com
http://deltaairlines.com
http://RedEnvelope.com
http://Starbucks.com
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marketing communication mix include personal communications like personal selling
and customer service, as well as impersonal communications like advertising, sales
promotions, public relations, corporate design, and the physical evidence offered by
the servicescape of the service delivery site. Instructional materials, from brochures to
Web sites, often play an important role in educating customers on how to make good
choices and obtain the best use from the services they have purchased. Developments
in technology, especially the Internet, are changing the face of marketing communi-
cations. We will explore the strategic implications of technology for service marketers
in greater detail in Chapter 16.

Answers to Symbol Quiz on Page 206

1.
2.

Hertz (yellow), Avis (red), National or Enterprise (both green)

Qantas (kangaroo), Air Canada (maple leaf). Note: Some regional Canadian
airlines also display a maple leaf.

3. T. Rowe Price (ram)

AT&T and Cable & Wireless are both quite well known; aircraft of

Continental Airlines have a partial golden globe on their tailfins, while those of
the now-defunct airline Pan Am featured a complete blue and white globe; UPS
paints a golden globe on all its trucks to emphasize its worldwide delivery
capabilities.

UBS and subsidiaries, e.g., UBS PaineWebber (three crossed keys).

Study Questions and Exercises

1.

Describe four common educational and promotional objectives in
service settings and provide a specific example for each of the objectives
you list.

. Which elements of the marketing communications mix would you use for each

of the following scenarios? Explain your answers.
¢ A newly established hair salon in a suburban shopping center

* An established restaurant facing declining patronage because of new
competitors

« A large, single-office accounting firm in a major city that serves primarily
business clients

. What roles do personal selling, advertising, and public relations play in (a)

attracting new customers to a service business and (b) retaining existing
customers?

. Describe the role of personal selling in service communications. Give examples

of three different situations where you have encountered this approach.

. Find examples of service promotional efforts in your local area and evaluate their

strengths and weaknesses as effective communication tools.

. Provide several current examples of public relations efforts made by service

companies.

. Discuss the relative effectiveness of brochures and Web sites for promoting (3 a

ski resort, (b) a hotel, (c) a fitness center, and (d) a bank.
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. Explore the Web sites of an airline, a bank, and an Internet retailer. Critique them
for ease of navigation, content, and visual design. What, if anything, would you
change about each site?
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Service Positioning and Design

Desperately Seeking Service Strategies

The basics of a travel agency's business have traditionally been quite
straightforward. Customers call for flight, train, hotel, or cruise reser-
vations.! The agent finds out what's available, maybe provides a bit of
advice, books the transaction, and delivers the tickets. For decades,
commissions on airline tickets provided about 60 percent of a typical
agency's revenues. But that situation changed when Delta Airlines
announced that it would no longer pay a 10-percent commission on
every ticket sold. Regardless of the purchase price, there would be
caps of $25 one-way and $50 round-trip for all domestic tickets.
Other major airlines soon followed suit.

These commission caps were only the start of trouble for the
travel agent industry. Other marketplace changes began to impact the
roles that travel agents filled as information brokers and distributors of
other companies' services. Travel agents are like stockbrokers, real
estate agents, or consultants—their value is in what they know and
what they can find out for customers. But access to information is
being completely reshaped these days by computers and Web-based
technologies. Customers can access travel information directly on the
Internet at any time, and can handle their own bookings, too—either
through a carrier's own Web site or through such Internet-based ser-
vices as Travelocity or Priceline.

So what's a travel agent to do in this challenging new world?
Many have closed, others are trying to survive by cutting costs or
seeking to add value by doing the same things better. But a few moved

quickly to create totally new service strategies. Here are three service
revolutionaries—see what you think of their innovative approaches to
establishing a secure competitive position!

THE MERCHANDISER

Company: Travelfest

Service Strategy: Revamp the way travel is sold

Gary Hoover likes to call his Austin, Texas-based travel agency the
Home Depot of the travel industry. His goal was to "yank travel out of
the retail Stone Age" by designing a travel superstore where cus-
tomers could shop for tickets and travel-related products in an enter-
taining and educational environment. Fourteen monitors play travel
videos simultaneously in Travelfest stores, and backlit walls show
slides from around the world. Customers can browse for travel infor-
mation in the Europe room, the Africa room, the Asia room, and kids
have their own special room to explore. Visa and passport applications
are available, and customers can check out the Hotel and Travel Index
(a resource used by most travel agents but rarely available to their
clients). There are also 10,000 travel-related items for sale, including
books, videos, maps, luggage and clothing, water purifiers, and lan-
guage guides. Oh yes—the store is also open from 9 A.M. to 11 PM.
seven days a week, and it accepts mail, Internet, and telephone
orders.
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THE CONTRACTOR
Company: Capital Prestige Travel

Service Strategy: Change the service-delivery model
Derek Messenger, owner of Capital Prestige Travel, spends $1 mil-
lion a year on statewide travel ads and infomercials about discount
cruise sailings. His biggest challenge is having enough trained peo-
ple to take all those calls his advertising generates. Messenger has
solved this problem creatively by using independent contractors who
work out of their homes and pay for the privilege of affiliating with a
well-known travel agency, which routes calls to them. Each home-
based contractor pays $7800 to Capital Prestige. In return, contrac-
tors get a computer, software that connects them to Sabre (a
national computerized reservations system), a hookup to Capital
Prestige phone lines, and eight days of training. They also get paid
35 to 70 percent of the agency's ticket commissions. Capital
Prestige takes care of all of the marketing and backup services like
handling tickets, collecting money, and providing a help line for
home agents who run into problems. With its innovative home-agent
system, the company has turned fixed costs into variable costs—
which saves enough money to generate more business by doing
large-scale promotions and advertising.

(continues)

©

PROCESS

Productivity
and _Quality

Physical
Evidence

Learning Objectives

After reading this chapter, you should
be able to

describe the four different focus
approaches

explain the elements of competitive
positioning strategy

discuss how perceptual maps help
identify competitors' positions in a
specific market

understand how branding relates to
individual offerings within a product
line

define the different types of service
innovation
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THE NICHE PLAYER

Company: Aspen Travel

Service Strategy: Specializein one service-intensive
market niche

Aspen Travel started out as a traditional travel agency. Its customer
base was largely limited to Jackson Hole, Wyoming, whose isolated
mountain location seemed an unlikely spot for building a large cor-
porate clientele. Then a film production company from Los Angeles
shot a movie in Jackson Hole, and Aspen did such a great job of
handling its travel that the company retained Aspen's services for

trips to other locations. Owners Randle Feagin and Andy Spiegel had
discovered the perfect niche—and today they do 85 percent of their
business with production companies from Los Angeles, New York,
and Miami. Word of mouth in the tightly knit film production industry
takes care of Aspen's marketing, while faxes, e-mail, and remote
ticket printers allow the agency to operate from Jackson Hole.
Aspen's specialized knowledge helps it outperform would-be com-
petitors. After all, how many travel agents know how to get an AT&T
phone booth to a film site in Belize or transport penguins to the
deserts of Moab, Utah, without having them collapse from heat-
stroke?

focus: the provision of a
relaively narrow product
mix for a particular market
segment.

market focus: the extent to
which afirm serves few or
many markets.

service focus: the extent to
which a firm offers few or
many Services.

THE NEED FOR FOCUS

If you ask a group of managers from different service businesses how they compete,
many will simply say, "on service." Press them a little further, and they may add "value
for money," "convenience," or "our people are the key." Some may even respond to the
question "What makes your service different?" by saying "Truthfully, nothing. We're dl
pretty much the same." But no two services are ever exactly alike. It would be impossi-
ble for companies to be identical in the design of their servicescapes, the employees they
attract, the personalities of their leaders, or the cultures they create. As competition
intensifies for many businesses in the service sector, cultivating and communicating
meaningful differences is becoming increasingly important for long-term profitability.

In this chapter, we show how to find answers to the questions: How can we differentiate
our service product from the competition's? and How should we go about designing new services ?

Four Focus Strategies

It's not usually realistic for a firm to try to appeal to dl actual or potential buyers in a
market, because customers are too numerous, too widely scattered, and too varied in
their needs, purchasing behavior, and consumption patterns. Firms themselves vary
widely in their abilities to serve different types of customers. So rather than attempting
to compete in an entire market, each company needs to focus its efforts on those cus-
tomers it can serve best. In marketing terms, focus means providing a relatively narrow
product mix for a particular market segment—a group of customers who share com-
mon characteristics, needs, purchasing behavior, or consumption patterns. Successful
implementation of this concept requires firms to identify the strategically important
elements in their service operations and concentrate their resources on these factors.

The extent of a company's focus can be described on two different dimensions—mar-
ket focus and service focus. Market focus is the extent to which a firm serves few or many
markets, while service focus describes the extent to which a firm offers few or many ser-
vices.These dimensions define the four basic focus strategies shown in Figure 10.1.

A fully focused organization provides a very limited range of services (perhaps just a
single core product) to a narrow and specific market segment. For example, Aspen Travel
serves the specific needs of the film production industry. A market-focused company con-
centrates on a narrow market segment but has a wide range of services. Each Travelfest
store serves a limited geographic market, appealing to families and individuals planning
vacation trips rather than to business travelers, but offers a broad array of services.
Service-focused firms offer a narrow range of services to a fairly broad market. Thus,
Capital Prestige Travel specializes in the narrow field of discount cruise sailings, but
reaches customers across a broad geographic market through a telephone-based delivery
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BREADTH OF SERVICE OFFERINGS Basic Focus Strategies for
Service Organizations
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Focused

e.g., Travelfest

Source: Adapted from Robert Johnston, "Achieving Focus in Service Organizations," The Service Industries Journal 16 (January 1996):
10-20.

system. Finally, many service providers fdl into the unfocused category because they try
to serve broad markets and provide a wide range of services.

As you can see from Figure 10.1, focusing requires a company to identify the mar-
ket segments that it can serve best with the services it offers. Effective market segmen-
tation should group customers in ways that result in similarity within each segment and
dissimilarity between each segment on relevant characteristics.

CREATING A DISTINCTIVE SERVICE STRATEGY

Once a company has decided which market segment(s) to target, the next task is to
establish an overall strategic direction—a service strategy—in order to achieve and
maintain a distinctive competitive position. Leonard Berry emphasizes the importance
of these service strategies:

All great service companies have a clear, compelling service strategy. They have a "reason

for being" that energizes the organization and defines the word "service. "A service strat-
egy captures what gives the service value to customers. To forge a path to great service, a
company's leaders must define correctly that which makes the service compelling. They
must set in motion and sustain a vision of service excellence, a set ofguideposts that point
to the future and show the way.®

A company's service strategy can usually be expressed in a few sentences or words
that guide and energize its employees. The best service strategies address basic human
needs that don't change much over time. For example, Taco Bell's service strategy is to
offer the best value fast meal whenever and wherever customers are hungry. While this
statement sounds simple enough, it actually symbolizes a major change in the way the
company defines itself and its operations. Club Med's basic service concept could be
described as "a fully paid vacation package where you make your arrangements and pay
the bill in advance in return for a well-managed program in which you don't need to
worry much about money, transportation, food, activities or clothes."

Dial-a-Mattress appeals to its target market's need for both convenience and risk
reduction by selling brand-name bedding like Sealy, Serta, or Simmons over the tele-
phone 24 hours a day, 7 days a week. Orders are delivered as soon as the customer wants
them, and old mattresses are removed at no extra cost. The company's core service strat-
egy makes buying a mattress so simple that new customers are often amazed. Founder
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advantage: aposition in the
marketplace that can't be
taken away or minimized by
competitors in the short run.

SERVICE MARKETING STRATEGY

and CEO Napoleon Barragan explains, "Buying a mattress is not a pleasurable experi-
ence; it's a chore. If you can make it easy for the customers, if you give them what they
want, the way they want it, and when they want it, you can do business."’

Creating a Sustainable Competitive Advantage

The first step in establishing a service strategy is to focus on customers' needs. Important
service needs that are not being met by competitors provide opportunities for a company
to move into an "open" position in the marketplace.Two questions should be asked about
the needs and expectations of a target market relative to a specific service offering: What
attributes are absolutely essential to this group of customers? And what attributes will
delight them? The service strategy can then be designed to include both the essential
attributes and those features that have the potential to exceed customer expectations.
The best service strategies provide organizations with a sustainable competitive
advantage—a way of meeting customer needs in a specific market segment better than
other competitors. (By sustainable, we mean a position in the marketplace that can't be
taken away or minimized by competitors in the short run.) Obtaining and keeping such
an advantage presents a significant challenge, because it's hard for a firm to protect inno-
vations legally and competitors can quickly copy many service attributes. Consider how
Amtrak positions its high-speed rail service in the Boston-Washington corridor against

competing air service.

Transporting Business Travelers
Into the Twenty-First Century

Amtrak, America's national passenger railroad, illustrates a service
strategy based on customers' needs related to travel in the 500
mile (800 km) Northeast Corridor that links Boston, Providence,
New York, Newark, Philadelphia, Baltimore, and Washington, D.C.
Over the years, air shuttles departing at 30-minute intervals on the
Boston-New York and New York-Washington routes, as well as
commuter flights serving other airports, had severely eroded the
railroad's position in the business traveler segment of the market.
The problem was particularly challenging between Boston and New
York, where rail service was slow and not very reliable. But
Amtrak's market research showed that in addition to speed, busi-
ness travelers wanted both convenience and comfort at levels not
currently available on most flights.

To address these unmet needs, Amtrak obtained funds to
upgrade the track on the Northeast Corridor and electrify the line all
the way to Boston. In December 2000, it introduced a new, high-
speed rail service, named Acela Express. Acela—a new brand
name that suggests both acceleration and excellence—promises
fast, comfortable, reliable, and safe transportation. Amtrak's futur-
istic-looking, Canadian-built electric trains can transport passen-
gers at speeds of up to 150 miles per hour (240 km/h), making

travel times between city centers competitive with the airlines,
once ground travel from airport to city center is included.

While seeking to match the airlines on essential attributes like
convenience, reliability, and travel time, Amtrak plans to beat them
on such features as customer service, spaciousness, and comfort.
The company has extended its definition of the "Amtrak travel expe-
rience" beyond the core product of transportation to include ele-
ments that have the potential to delight its customers—including the
service provided by on-board staff, the reservations and ticketing
processes, and the train station environment. While waiting at the
station, first-class passengers are entitled to use of a special lounge.

The trains' interior decor reflects customer preferences for
attractive modern design, appealing colors, and more space than
the cramped conditions found on air shuttles. The windows of the
cars are large and the seats in first and business class are bigger
and more comfortable than those on short-haul aircraft. There's
plenty of space for stowing baggage and even the toilets are large
and attractively designed. Lighting is bright enough to work by but
still soft and unobtrusive. Acela Express also offers passengers the
chance to stretch their legs and obtain food and drink in a new,
upscale "bistro" car; those traveling in first class can dine at their
seats, enjoying meals served on chinaware.

Source: Based on lan R Murphy, "Amtrak Enlists Customers' Help to Bring Service Up to Speed," Marketing News, 27 October 1997, 14; information from the Amtrak corporate Web site,

www.amtrak.com, February 2001, and news reports.
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SERVICE POSITIONING

After a service strategy has been identified, a company must decide how to position its

product most effectively. The concept of positioning involves establishing a distinctive positioning: establishing a
place in the minds of target customers relative to competing products. In The New distinctive place in the minds
Positioning: The Latest on the World's #1 Business Strategy, Jack Trout distills the essence of posi- of customers relative to
tioning into the following four principles:® competing products.

1. A company must establish a position in the minds of its targeted customers.
2. The position should be singular, providing one simple and consistent message.
3. The position must set a company apart from its competitors.

4. A company cannot be al things to al people—it must focus its efforts.

Cirque du Soleil is an example of a company that has taken these four principles to
heart. Most Americans can't even pronounce the name (which is French for "circus of
the sun"), and fewer than one in five know what Cirque offers. But the goal of the
Quebec-based founders is to become a worldwide brand—a Circus Without
Boundaries. Cirque provides a mystical mixture of stunningly choreographed dance,
original music, exotic costumes, and amazing acrobatics that is more art than traditional
circus entertainment. And the atmosphere is intimate, since the audience for most per-
formances is limited to a few thousand people compared to crowds of ten thousand or
more at typical circus events. Cirque's extravagant shows—with ticket prices of $60 to
$100 per seat—are produced at multimillion dollar theaters on three different conti-
nents. The company is extremely profitable, and its long-term strategy is to become a
megabrand targeted at the wealthy. Cirque has already cashed in on its brand equity
with a licensed wallpaper line (a top seller in the United States), a Cirque du Soleil
watch marketed by Swatch, and a $12 million IMAX film about the company that
recently debuted in Berlin.

Positioning and Marketing Strategy

Companies use positioning strategies to distinguish their services from competitors and
to design communications that convey their desired position to customers and prospects
in the chosen market segments. There are a number of different dimensions around
which positioning strategies can be developed, including:

1. Product attributes—America Online's e-mail service is"so easy to use, no wonder
it's #1" (see Figure 10.2)

2. Price I'quality relationship—Supercuts sells good haircuts at a "reasonable" price

3. Reference to competitors—"You'd better take your Visa card, because they don't
take American Express"

4. Usage occasions—Ski resorts offer downhill and cross-country skiing in the win-
ter; hiking and mountain biking in the summer

5. User characteristics—Cheap Ticket's online ticketing service is for travelers who are
comfortable with both Internet usage and self-service

6. Product class—Blue Cross provides a variety of different health insurance pack-
ages for its corporate customers to choose from in putting together their
employee benefit plans

Marketers often use a combination of these positioning approaches. Whatever strat-
egy a firm chooses, the primary goal is to differentiate itself from competitors by
emphasizing the distinctive advantages of its service offerings. If the core benefits are
similar to those of the competition, the company may decide to stress different advan-
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TABLE 10.1

Principal Uses of Positioning
in Marketing Management

FIGURE 10.2
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Provide a useful diagnostic tool for defining and understanding the relationships between products and markets:
a. How does the product compare with competitive offerings on specific attributes?
b. How well does product performance meet consumer needs and expectations on specific performance criteria?
c. What is the predicted consumption level for a product with a given set of performance characteristics offered at a
given price?
Identify market opportunities:
a. Introduce new products
+ What segments should be targeted?
+ What attributes should be offered relative to the competition?
b. Redesign (reposition) existing products
+ Should we appeal to the same segments or to new ones?
+ What attributes should be added, dropped, or changed?
+ What attributes should be emphasized in advertising?
c. Eliminate products that
+ Do not satisfy consumer needs
+ Face excessive competition
Make other marketing mix decisions to preempt or respond to competitive moves:
a. Distribution strategies
+ Where should the product be offered (locations and types of outlet)?
+ When should the product be available?
b. Pricing strategies
* How much should be charged?
+ What billing and payment procedures should be used?
c. Communication strategies
+ What target audience(s) are most easily convinced that the product offers a competitive advantage on attributes
that are important to them?
+ What message and attributes should be emphasized and which competitors, if any, should be mentioned as the
basis for comparison on those attributes?
* Which communication channels should be used, personal selling or different advertising media (selected not
only for their ability to convey the chosen message to the target audience but also for their ability to reinforce
the desired image of the product)?
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tages in its promotional efforts. For example, at one point Sprint was stressing the price
and value of its long-distance services, while AT& T emphasized reliability and exper-
tise.Table 10.1 summarizes how positioning strategies relate to critical marketing issues
like service development and delivery, pricing, and communications.

Service Repositioning

Market positions are rarely permanent. Competitive activity, new technologies, and
internal changes may cause a company to reposition itself and its services.
Repositioning involves changing the position a firm holds in a consumer's mind rela-
tive to competing services.This may be necessary to counter competitive attacks, remain
attractive and appealing to current customers, or target new and additional segments.
Repositioning can involve adding new services or abandoning certain offerings and
withdrawing completely from some markets. In response to major changes in its busi-
ness environment, Andersen Consulting recently repositioned itself and changed its
name to Accenture to reflect its "accent on the future" (see the boxed story
"Repositioning a Consulting Firm").

PERCEPTUAL MAPS AS POSITIONING TOOLS

Many companies use perceptual mapping to help finalize their positioning strategies.
Perceptual maps—also called positioning maps—help managers identify the most
critical attributes of their own and competing services, as viewed by customers. These
maps provide a visual picture of a service's distinctive characteristics, identify the nature
of competitive threats and opportunities, and highlight gaps between customer and
management perceptions about competing services (as the Palace Hotel example in the
next section illustrates).

Repositioning
a Consulting Firm
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repositioning: changing
the position afirm holds in a
consumers mind relative to
competing services.

perceptual map: avisua
illustration of how customers
perceive competing services.

tures that will help us provide our traditional consulting

Andersen Consulting, a management consulting firm whose clients
include more than 5,000 companies worldwide, recently reposi-
tioned itself to reflect a new business strategy with an emphasis on
cutting-edge technologies. On January 1, 2001, the company was
officially "Renamed. Redefined. Reborn as Accenture.” The com-
pany's name change reflects the new brand identity and reposition-
ing strategy that it had been working on since early in 2000.

works.

clients and the market with the latest technological innova-
tions. We are also investing in emerging technology
providers with applications that will benefit our clients. We
are moving beyond a traditional consulting firm, delivering
innovations that improve the way the world lives and

To create awareness of its new name and its extended capa-

According to Dave Seibel, the Canadian Managing Partner for
Accenture:

We are repositioning our firm in the marketplace to better
reflect our new vision and strategy for becoming part of the
fabric of the new economy and our strategy for getting
there. We are creating new businesses through joint ven-

bilities, Accenture implemented an integrated marketing commu-
nications program in 48 different countries at an estimated cost
of $175 million. The campaign included four 30-second Super
Bowl spots in addition to 6,000 other television commercials,
print ads in newspapers and business journals, and extensive
online advertising.

Source: Scotty Fletcher, "Accenture Buys Four Super Bowl Spots," localbusiness.com, 20 November 2000; Larry Greenemeier, "Andersen Consulting Changing Name to Accenture,” infor-
mationweek.com, 26 October 2000; the company's Web sites www.ac.com and www.ac.ca, December 2000 and www.accenture.com, January 2001; and conversations with Accenture

consultants.


http://localbusiness.com
http://mationweek.com
http://www.ac.com
http://www.ac.ca
http://www.accenture.com
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To create a perceptual map, researchers first identify attributes that are important to
customers and then measure how the firm and its competitors are performing on each
attribute. The results can then be plotted on a chart, using the horizontal axis for
measures of one attribute and the vertical axis for a second. Since charts are two-
dimensional, perceptual maps are usually limited to two attributes. Sometimes,
three-dimensional models are built so that a third dimension can be included. When
marketers need to feature more than three dimensions to describe service positioning,
they can create a series of two-dimensional maps or use computerized models to han-
dle numerous attributes simultaneously. Some commonly used attributes include:

>e Convenience

>- Industry-specific characteristics that offer a unique benefit
>- Level of personal service

*- Price

>e¢ Quality of physical elements

>- Reliability

>» Speed

>- Trustworthiness

In most cases, an attribute can be delivered at several different levels. Some of these
variations are easy to measure. For instance, travel times can be faster or slower and
prices can be higher or lower. Reliability—a key element in service quality—can be
measured by how often a service fails to perform against predefined standards (for
instance, errors in posting banking deposits or late arrival of flights). Evaluation of other
attributes may be more subjective. For instance, researchers may ask customers to evalu-
ate the level of convenience, comfort, or quality of personal service they encounter in a
specific context.

A perceptual map is only as good as the quality of the information used in con-
structing it. Dynamic markets require that research be repeated periodically and percep-
tual maps redrawn to reflect significant changes in the competitive environment. New
market entrants and repositioning of existing competitors may result in the disappear-
ance of a formerly distinctive positioning advantage. Separate maps will have to be
drawn for different market segments if research shows that there are sharp variations
between segments. In the case of airlines, for instance, vacationers and business travelers
may have different service priorities and vary in their willingness to pay extra for higher
classes of service.

Using Perceptual Maps to Evaluate Positioning Strategies

To demonstrate the value of perceptual mapping, let's look at how the Palace—a suc-
cessful four-star hotel in a large city that we'll call Belleville—used perceptual maps to
develop a better understanding of potential threats to their established market posi-
tion. The Palace was an elegant old hotel located on the edge of Belleville's booming
financial district. Its competitors included 8 four-star establishments and the Grand
Hotel, which had a five-star rating. The Palace had been very profitable for its owners
in recent years and boasted an above-average occupancy rate. It was sold out on
weekdays most of the year, reflecting its strong appeal to business travelers (who were
very attractive customers because of their willingness to pay higher room rates than
vacationers or convention participants). But the general manager and his staff saw
problems on the horizon. Permission had recently been granted for four large new
hotels in the city, and the Grand Hotel hadjust started a major renovation and expan-
sion project.



CHAPTER TEN « SERVICE POSITIONING AND DESIGN

To better understand these competitive threats, the hotel's management team
worked with a consultant to prepare perceptual maps that displayed the Palace's position
in the business traveler market both before and after the arrival of new competition.
Four attributes were selected: room price; level of physical luxury; level of personal ser-
vice; and location. Information on competing hotels was not difficult to obtain. The
locations were known, the physical structures were relatively easy to visit and evaluate,
and the sales staff kept informed on competitors' pricing policies and discounts. The
ratio of rooms per employee was a convenient surrogate measure for service level; this
was easily calculated from the published number of rooms and employment data filed
with city authorities. Data from travel agents provided additional insights about the
quality of personal service at each of the competing hotels.

The Palace's management team created scales for each attribute. Price was simple,
since the average price charged to business travelers for a standard single room at each
hotel was already known.The rooms per employee ratio formed the basis for a service-
level scale, with low ratios indicating high service. This scale was then modified slightly
to reflect what was known about the level of service actually delivered by each major
competitor. The level of physical luxury was more subjective. The management team
identified the Grand Hotel as the most luxurious hotel and decided that the Airport
Plaza was the four-star hotel with the least luxurious physical facilities. The other four-
star hotels were then rated relative to these two benchmarks.

The location scale was based on each hotel's distance from the stock exchange
(which was in the heart of the financial district), since past research had shown that a
majority of the Palace's business guests were visiting destinations in this vicinity. The set
of 10 hotels lay within an area that extended from the stock exchange through the city's
principal retail area (where the convention center was also located) to the inner suburbs
and the nearby metropolitan airport.

Two positioning maps were created to portray the existing competitive situation.
The first (Figure 10.3) showed the hotels on the dimensions of price and service level;
the second (Figure 10.4) displayed them on location and degree of physical luxury.

A quick glance at Figure 10.3 shows a clear correlation between price and service.
That's no surprise: Hotels offering higher levels of service can command higher prices.
The shaded bar running from the upper left to the lower right highlights this relation-
ship, and we would expect it to continue diagonally downward for three-star and lesser-
rated establishments. Further analysis indicates that there appear to be three clusters of
hotels within what is already an upscale market category. At the top end, the four-star
Regency is close to the five-star Grand. In the middle, the Palace is clustered with four
other hotels. Another set of three hotels is positioned at the lower end. One surprising
insight from this map is that the Palace appears to be charging significantly more (on a
relative basis) than its service level seems to justify. But since its occupancy rate is very
high, guests are evidently willing to pay the present rate. What's the secret of its success?

In Figure 10.4, we see how the Palace is positioned relative to the competition on
location and physical luxury. We would not expect these two variables to be directly
related and they don't appear to be so. A key insight here is that the Palace occupies a
relatively empty portion of the map. It's the only hotel located in the financial district—
a fact that probably explains its ability to charge more than its service level (or degree of
physical luxury) would normally command. There are two clusters of hotels in the
vicinity of the shopping district and convention center: a relatively luxurious group of
three, and a second group of two offering a moderate level of luxury.

After mapping the current situation, the Palace's management team turned to the
future. Their next task was to predict the positions of the four new hotels being con-
structed in Belleville, as well as the probable repositioning of the Grand (see Figures
10.5 and 10.6). The construction sites were already known. Two would be in the
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FIGURE 10.3
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FIGURE 10.4
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Location Versus Physical
Luxury

PART THREE + SERVICE MARKETING STRATEGY

® Grand
®)Regency

* PALACE
@ Shangri-La
le o e pderate
Service @ Atlantic Service
@ Sheraton|
@ ltalia

@ Castle

® Alexander IV
® Airport Plaza

financial district and the other two in the vicinity of the convention center.
Predicting the positions of the four new hotels was not difficult since preliminary
details had already been released. The owners of two of the hotels intended to aim for
five-star status, although they admitted that this goal might take a few years to
achieve. Three of the newcomers would be affiliated with international chains. Their
strategies could be guessed by examining hotels these same chains had opened
recently in other cities. Press releases distributed by the Grand had already declared
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that the "New Grand" would be larger and even more luxurious, and its management
planned to add new service features.

Pricing was easy to project because new hotels use a formula for setting posted
room prices (the prices typically charged to individuals staying on a weekday in high
season).This price is linked to the average construction cost per room at the rate of $1
per night for every $1000 of construction costs. Thus, a 500-room hotel that costs $100
million to build (including land costs) would have an average room cost of $200,000
and would need to set a price of $200 per room night. Using this formula, Palace man-
agers concluded that the four new hotels would have to charge significantly more than
the Grand or the Regency. This would have the effect of establishing what marketers
cal a"price umbrella" above existing price levels and would give other competitors the
option of raising their prices. To justify the high prices, the new hotels would have to
offer customers very high standards of service and luxury. At the same time, the New
Grand would need to increase its prices to recover the costs of renovations, new con-
struction, and enhanced service offerings.

Assuming that no changes "were made by either the Palace or the other existing
hotels, the impact of the new competition clearly posed a significant threat to the
Palace. It would lose its unique locational advantage and become one of three hotels in
the immediate vicinity of the financial district (see Figure 10.6). The sales staff believed
that many of the Palace's existing business customers would be attracted to the
Continental and the Mandarin and would be willing to pay higher rates in order to
obtain superior benefits. The other two newcomers were seen as more of a threat to the
Shangri-La, Sheraton, and New Grand in the shopping district/convention center clus-
ter. The New Grand and the other entrants would create a high price/high service and
luxury cluster at the top end of the market, leaving the Regency in what might prove
to be a distinctive—and therefore defensible—space of its own.

What action should the Palace take under these circumstances? One option would
be to do nothing in terms of service enhancements or physical improvements. But the
loss of its locational advantage would probably destroy the hotel's ability to charge a
price premium, leading to lower prices and profits. Some of the best staff might be
enticed away by the new hotels, leading to a decline in service quality. And without ren-
ovations, there would be a gradual decline in physical luxury, too. The net result over
time might be to shift the Palace into a new cluster with the Castle, serving guests who
want to visit destinations in the financial district but are unable (or unwilling) to pay the
high prices charged at the Mandarin and Continental. As you can see, doing nothing
would have significant strategic implications! If other existing hotels decided to upgrade
and the Palace did nothing, it would eventually slide even further down the scales on
luxury and service, risking reclassification as a three-star hotel.

An alternative strategy would be to implement renovations, service improvements,
and programs to reinforce the loyalty of current guests before the new hotels are com-
pleted. The price umbrella these hotels create would allow the Palace to raise its rates to
cover the additional costs. The hotel might then move to a new position where it is
clustered with the Regency on the dimensions of price and service. On the dimensions
of luxury and location, it would be clustered with the Mandarin and Continental but
with slightly lower prices than either competitor.

So what did the Palace actually do? Management selected the second option, con-
cluding that the future profitability of the hotel lay in competing against the
Continental (and to a lesser extent against the Mandarin) for the growing number of
business travelers visiting Belleville's financial district.The Palace also tried to retain the
loyalty of frequent guests by recording their preferences and special needs on the hotel
database so that staff could provide more personalized service. Advertising and selling
efforts promoted these improvements, and frequent guests were sent personalized direct
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mailings from the general manager. Despite the entrance of new and formidable com-
petition, the Palace's occupancy levels and profits have held up very well.

CREATING AND PROMOTING
COMPETITIVE ADVANTAGE

Creating a competitive advantage presents special challenges for service providers, who
are often forced to compete with goods and customers' self-service options in addition
to other service providers. Since customers seek to satisfy specific needs, they often eval-
uate reasonable alternatives that offer broadly similar benefits. For example, if your lawn
desperately needs mowing, you could buy a lawn mower and do it yourself—or you
could hire a lawn maintenance service to take care of the chore for you.

Customers may make choices between competing alternatives based on their skill
levels or physical capabilities and their time availability, as well as on factors like cost
comparisons between purchase and use, storage space for purchased products, and antic-
ipated frequency of need. As you can see, direct competition between goods and ser-
vices is often inevitable in situations where they can provide the same basic benefits.
This concept is illustrated in Figure 10.7, which shows four possible delivery alterna-
tives for both car travel and word processing. These alternatives are based on choices
between ownership or rental of physical goods and self-service or hiring other people
to perform the tasks.

Of course, many businesses rely on a mixture of both goods and services to satisfy
customer needs. "Quasi-manufacturing” operations like fast-food restaurants sell goods
supplemented by value-added service. At each site, customers can view a menu
describing the restaurant's products, which are highly tangible and easily distinguish-
able from those of competitors. The service comes from speedy delivery of freshly pre-
pared food items, the ability to order and pick up food from a drive-in location with-
out leaving the car, and the opportunity to sit down and eat a meal at a table in a clean
environment.

Providers of less tangible services also offer a "menu" of products, representing a
bundle of carefully selected elements built around a core benefit. For instance, universi-
ties provide many types of undergraduate education, ranging from two-year certifica-
tion programs to the completion of bachelors' degrees, and from full-time residency to
evening extension programs. Most also offer graduate studies and nondegree continuing
education classes. The supplementary service elements include advising, library and
computer resources, entertainment opportunities like theater and sports events, food
and health care services, and a safe, pleasant campus environment.

Hire Someone
to Do the Work

* Hire a chauffeur to drive car
« Hire a typist to use word
processor

Rent the Use
Own a Physical Good of a Physical Good
Perform the * Drive own car *Rentacaranddriveit
» Type on own word processor * Rent a word processor and
Work Oneself fype onit -

* Hire a taxi or limousine
» Send work out to a secretarial

service

FIGURE 10.7

Services as Substitutes for
Owning and/or Using Goods



228 PART THREE . SERVICE MARKETING STRATEGY

brand: aname, phrase,
design, symbol, or some
combination of these
elements that identifies a
company's services and
differentiates it from
competitors.

The Power of Service Brands

Because of the difficult competitive challenges faced by service providers, especially the
problem of differentiating an intangible performance, branding plays a special role in
defining and positioning a company's service offerings. As Leonard Berry states:

Srong brands enable customers to better visualize and understand intangible products.
They reduce customers' perceived monetary, social or safety risk in buying services, which
are difficult to evaluate prior to purchase. Srong brands are the surrogate when the com-
pany offers no fabric to touch, no trousers to try on, no watermelons or apples to scruti-
nize, no automobile to test-drive.™

While the product is the primary brand for packaged goods, the company itself serves
as the brand for services. But what is a brand? Harry Beckwith argues in his book
Slling the Invisible that for a service, a brand is more than a name or a symbol. It is an
implicit promise that a service provider will perform consistently up to customer
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expectations over time. Brands are very important to service customers, because few
services have warranties—in part because they are typically difficult to guarantee. For
example, how do you guarantee that a doctor's diagnosis will be accurate? That a pro-
fessor's class will be educational? That a tax accountant will find every legal deduc-
tion? Customers can't experience service quality in advance of purchase, so most of
the time they have to rely on the service provider's brand image as a promise of future
satisfaction.

Ritz-Carlton promises a particular type of luxury hotel experience; Motel 6 stands
for something simpler and more affordable. Similarly, Southwest Airlines and Singapore
Airlines, both respected as leaders in their industry, offer very different air travel experi-
ences. Brands that offer good value on a consistent basis gain the trust and respect of
their customers. In fact, when traveling on business or vacation, people who value con-
sistency often seek out the same service providers that they patronize at home. Perhaps
you're among them.

Advertising and other marketing communications play an important role in creat-
ing a positive brand image and establishing expectations. Even nonprofit organizations
like AARP have developed brand image campaigns. Figure 10.8 shows an advertisement
from a campaign designed, in part, to dispel misperceptions that the AARP (formerly
the American Association of Retired Persons) consisted only of inactive, elderly individ-
uals—in fact, membership is open to anyone over the age of 50. And the Chicago
Symphony Orchestra experienced a 10-percent increase in donations following a com-
munications program that introduced a modernized logo and sought to create a consis-
tent, upbeat image for the orchestra.

To maintain a well-defined brand identity, a firm must reinforce key brand
attributes in al of its communications—from service encounters to television adver-
tising. Marketing messages may vary by target audience, but there should be a con-
sistent theme. This includes Web sites, which can be powerful communication links
with customers if managed effectively. Companies like FedEx, UPS, Kinko's, and Sir
Speedy use the Internet to provide online information and delivery options for their
customers. These value-added services help to enhance customers' overall brand
experiences.

The "Branded Customer Experience"

Customer satisfaction—the deep kind of satisfaction that builds loyalty—doesn't result
from any one thing. A customer's decision to stay with a particular supplier or defect to
another is often the result of many small encounters. Successful firms recognize this and
design distinctive service strategies to ensure that ordinary events will be perceived as
extraordinary. The Forum Corp., a consulting and training group in Boston, cals this
creating a "branded customer experience."*® According to the Forum, the promise of
the service brand should be reinforced at every point of contact between a company
and its customers. Forum senior vice president Scott Timmins says: "The question is,
what is our brand of customer delight—what are we known for, what do customers
expect us to deliver reliably, where's our wow?"

Southwest Airlines has mastered the branded service experience—with a twist.
Its brand stands for the opposite of extravagant treatment, but passengers are not
expecting that. Instead, the airline delights its customers by making and keeping a
promise to provide simple, convenient, inexpensive service, with a little humor on
the side. Southwest's positioning strategy is designed to reinforce its image as the
"No Frills" carrier. This theme is emphasized in its clever advertising campaigns, the
reusable plastic boarding passes, and the casual appearance and demeanor of its flight
attendants.
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halo effect: the tendency
for consumer ratings of one
prominent product
characteristic to influence
ratings for many other
attributes of that same
product.

Changing Brand Perceptions

Customers'perceptions about specific brands often reflect the cumulative impact of dif-
ferent service encounters. These experiences can result in a halo effect—either positive
or negative—that makes it difficult for customers to assess the specific strengths and
weaknesses of competing services.™® For instance, reported customer dissatisfaction with
one attribute of a particular service may be real (and thus need corrective action) or
could be the result of a negative halo effect caused by a high dissatisfaction with a sec-
ond attribute or even by a high overall dissatisfaction with the brand.

One problem in consumer satisfaction research is that respondents often complete
survey questionnaires quickly, without carefully considering each of the different
dimensions on which they are rating a service firm's performance. If they are unhappy
with a service in general, they may rate al attributes poorly rather than identifying those
that are actually dissatisfying. In-depth personal interviews usually offer a more reliable
way to probe customers' evaluations and obtain more carefully considered responses.
However, this type of research is time consuming and more expensive to administer.

Improving negative brand perceptions may require extensive redesign of the core
product and/or supplementary services. However, weaknesses are sometimes perceptual
rather than real. Ries and Trout describe the case of Long Island Trust, historically the
leading bank serving this large suburban area to the east of New York City.**

After laws were passed to permit unrestricted branch banking throughout New
York State, many of the big banks from neighboring Manhattan began invading Long
Island. Research showed that Long Island Trust was rated below banks like
Chase Manhattan and Citibank on such key selection criteria as branch availability, full
range of services offered, service quality, and capital resources. However,
Long Island Trust ranked first on helping Long Island residents and the Long Island
economy.

The bank's advertising agency developed a campaign promoting the "Long Island
position," playing to its perceived strengths rather than seeking to improve perceptions
on attributes where it was perceived less favorably. The tenor of the campaign can be
gauged from the following extract from a print ad:

Why send your money to the city if you live on the Island? It makes sense to keep your
money close to home. Not at a city bank but at Long Island Trust. Where it can work for
Long Island. After all, we concentrate on developing Long Island. Not Manhattan Island
or some island off Kuwait—

Other advertisements in the campaign promoted similar themes, such as, " The city is a
great place to visit, but would you want to bank there?"

When identical research was repeated 15 months later, Long Island Trust's position
had improved on every attribute. The campaignh had succeeded in reframing its brand
image by changing its customers' frame of reference from a global to alocal perspective.
Although the firm had not changed any of its core or supplementary services, the per-
ceived strength of being a Long Island bank for Long Islanders now had a strongly pos-
itive halo effect on al other attributes.

NEW SERVICE DEVELOPMENT

Competitive intensity and customer expectations are increasing in nearly al service
industries.Thus success lies not only in providing existing services well, but also in cre-
ating new approaches to service. Because the outcome and process aspects of a service
often combine to create the experience and benefits obtained by customers, both
aspects must be addressed in new service development.
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A Hierarchy of Service Innovation

The word "new" is popular in marketing because it's a good way to attract people's
attention. However, there are different degrees of "newness" in new service develop-
ment. In fact, we can identify seven categories of new services, ranging from major
innovations to simple style changes.

1. Major service innovations are new core products for markets that have not been
previously defined. They usually include both new service characteristics and
radical new processes. Examples include FedEx's introduction of overnight,
nationwide, express package delivery in 1971, the advent of global news service
from CNN, and eBay's launch of online auction services.

2. Major process innovations consist of using new processes to deliver existing core
products in new ways with additional benefits. For example, the University of
Phoenix competes with other universities by delivering undergraduate and
graduate degree programs in a nontraditional way. It has no permanent campus;
instead its courses are offered online or at night in rented facilities. Its students
get most of the core benefits of a college degree in half the time and at a much
lower price than other universities.'® The existence of the Internet has led to the
creation of many start-up businesses employing new retailing models that
exclude the use of traditional stores, saving customers time and travel costs.
Often, these models add new, information-based benefits such as greater cus-
tomization, the opportunity to visit chat rooms with fellow customers, and sug-
gestions for additional products that complement what has already been pur-
chased.

3. Product line extensions are additions to current product lines by existing firms.The
first company in a market to offer such a product may be seen as an innovator,
but the others are merely followers who are often acting defensively.These new
services may be targeted at existing customers to serve a broader array of needs,
designed to attract new customers with different needs, or both. Starbucks,
known for its coffee shops, has extended its offerings to include light lunches
(Figure 10.9).

Major computer manufacturers like Compaq, Hewlett-Packard, and I1BM
are going beyond their traditional business definitions to offer integrated
"e-solutions" based on consulting and customized service. Telephone compa-
nies have introduced numerous value-added services such as caller ID, call wait-
ing, and call forwarding. Cable television providers are starting to offer broad-
band Internet access. Many banks sell insurance products in the hope of
increasing the number of profitable relationships with existing customers.
American Express, too, offers a full range of insurance products, including auto,
home, and umbrella policies. And at least one insurance company—State Farm
Insurance—has gone into the banking business, relying on its well-established
brand name to help draw customers.

4. Process line extensions are less innovative than process innovations. But they do
often represent distinctive new ways of delivering existing products, either with
the intent of offering more convenience and a different experience for existing
customers or of attracting new customers who find the traditional approach
unappealing. Most commonly, they involve adding a lower-contact distribution
channel to an existing high-contact channel, as when a financial service firm
develops telephone-based or Internet-based services or a bricks-and-mortar
retailer adds catalog sales or aWeb site. For example, Barnes and Noble, the |ead-
ing bookstore chain in the United States, added a new Internet subsidiary,
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FIGURE 10.9

Starbucks Promotes Its Expanded
Service Offering

BarnesandNoble.com, to help it compete against Amazon.com. Creating sdf-
service options for customers to complement delivery by service employees is
another form of process line extension.

5. Supplementary service innovations involve adding new facilitating or enhancing ser-
vice elements to an existing core service, or significantly improving an existing
supplementary service. Low-tech innovations for an existing service can be as
simple as adding parking at a retail site or agreeing to accept credit cards for pay-
ment. Multiple improvements may have the effect of creating what customers
perceive as an altogether new experience, even though it is built around the
same core. Theme restaurants like the Rainforest Cafe are examples of enhanc-
ing the core with new experiences. The cafes are designed to keep customers
entertained with aquariums, live parrots, waterfalls, fiberglass monkeys, talking
trees that spout environmentally related information, and regularly timed thun-
derstorms, complete with lightning.*”

6. Service improvements are the most common type of innovation. They involve
modest changes in the performance of current products, including improve-
ments to either the core product or to existing supplementary services. For
instance, a movie theater might renovate its interior, adding ergonomically
designed seats with built-in cup holders to increase both comfort and conve-
nience for customers during the show or an airline might add power sockets for
laptops in its business-class cabins.

7. Syle changes represent the simplest type of innovation, typically involving no

changes in either processes or performance. However they are often highly visi-
ble, create excitement, and may serve to motivate employees. Examples include


http://BarnesandNoble.com

CHAPTER TEN ¢ SERVICE POSITIONING AND DESIGN

repainting retail branches and vehicles in new color schemes, outfitting service
employees in new uniforms, introducing a new bank check design, or making
minor changes in service scripts for employees.

As you can see, service innovation can occur at many different levels. It's important
to recognize that not every type of innovation has an impact on the characteristics of
the core product or results in a significant change in the customer's experience.

Creating a New Service to Fill an Empty Market Position

As we noted earlier, positioning research sometimes reveals new opportunities in the
marketplace. Perceptual maps can highlight positions where there is expressed or latent
demand for a certain type of service but none of the existing offerings have attributes
that closely meet potential customers' requirements. When a firm uncovers such an
opportunity, the only way to take advantage of it is to develop a new service with the
desired characteristics.

Service design is not typically a simple task. Most new services involve compro-
mises, because there are usually limits to what most prospective customers are will-
ing to pay. And service providers must be careful not to lose control of their costs in
coming up with superior performance levels on the product characteristics that cus-
tomers desire. So how can product planners determine what features and price will
create the best value for target customers? It's hard to know without asking prospec-
tive users—hence the need for research. Let's examine how the Marriott
Corporation employed market research to help develop a new service concept in the
lodging industry.

Marriott had identified a niche in the business travel market between full-service
hotels and inexpensive motels. The opportunities were seen as especially attractive in
locations where demand was not high enough to justify a large full-service hotel.
Having confirmed the presence of a niche where there was unmet market demand,
Marriott executives set out to develop a product to fill that gap. As afirst step, the com-
pany hired marketing research experts to help establish an optimal design concept.'®
Since there are limits to how much service and how many amenities can be offered at
any given price, Marriott needed to know how customers would make trade-offs in
order to arrive at the most satisfactory compromise in terms of value for money. The
intent of the research was to get respondents to trade off different hotel service features
to see which ones they valued most.

A sample of 601 consumers (who were part of the business travel market) from
four metropolitan areas participated in the study. Researchers used a sophisticated
technique known as conjoint analysis that asks survey respondents to make trade-offs
between different groupings of attributes. The objective is to determine which mix of
attributes at specific prices offers the highest degree of utility. The 50 attributes in the
Marriott study were divided into the following seven factors (or sets of attributes),
each containing a variety of different features based on detailed studies of competing
offerings:

1. External factors—building shape, landscaping, pool type and location, hotel size

2. Room features—room size and decor, climate control, location and type of bath-
room, entertainment systems, other amenities

3. Food-related services—type and location of restaurants, menus, room service, vend-
ing machines, guest shop, in-room kitchen

4. Lounge facilities—location, atmosphere, type of guests

5. Services—reservations, registration, check-out, airport limo, bell desk, message
center, secretarial services, car rental, laundry, valet
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FIGURE 10.10

Sample Description of a

Hotel Offering
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LANDSCAPING/COURT
Building forms a spacious outdoor courtyard
« View from rooms of moderately landscaped courtyard with:
—many trees and shrubs
—the swimming pool plus a fountain
—terraced areas for sunning, sitting, eating

FOOD
Small, moderately priced lounge and mestaurant for hotel guests/friends
« Limited breakfast with juices, fruit, Danish, cereal, lbacon and eggs
¢ lLunch—soup and sandwiches only
¢ [Evening meal—salad, soup, Samndwiches, six Ihot entrees including steak

HOTEL/MOTEL ROOM QUALITY
Quality of room furnishings, carpet, etc. is similar to:
s [Hyatt Regency Hotels
* Westin *Plaza" Hiotels
ROOM SIZE AND FUNCTION
Room one foot longer than typical hotel/motel room
« Space for comfortable sofa-bed and 2 chairs
s Large desk
« Coffee table
¢ Coffee maker and small refrigerator

SERVICE STANDARDS
Eull service including:
* Rapid check iinfcheck out systems
¢ Reliable message service
 Valet ((laundry pick wp/deliver)
* Beliman
« Someone (concierge) arranges reservations, tickets, and generally
at no cost
 Cleanliness, upkeep, rmamagement similar to:
—Hyatts
—Marriotts
LEISURE
* Combination iindoor-outdoor pool
¢ Enclosed whirlpool (Jacuzzi)
* Well-equipped playroom/playground for kids
SECURITY
* Night guard om diutyy 77R:M. t@77AM.
« [Fire/water sprinklers throughout hotel

below which best describes how likely you are to stay in this hotel/motel

at this price:
Would stay Would stay Would stay Would rarely Would not
there almost there on a there now stay there stay there
all the time regular basis and then

Source: Jerry Wind et al.,

"Courtyard by Marriott: Designing a Hotel Facility with Customer-Based Marketing Models," Interfaces,

January/February 1989, 25-47.
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6. Leisurefacilities—sauna, whirlpool, exercise room, racquetball and tennis courts,
game room, children's playground

7. Security—guards, smoke detectors, 24-hour video camera

For each of these seven factors, respondents were presented with a series of stimu-
lus cards displaying different levels of performance for each attribute. For instance, the
"Rooms" stimulus card displayed nine attributes, each of which had three to five differ-
ent levels. Thus, amenities ranged from "small bar of soap" to "large soap, shampoo
packet, shoeshine mitt" to "large soap, bath gel, shower cap, sewing kit, shampoo, special
soap” and then to the highest level, "large soap, bath gel, shower cap, sewing kit, special
soap, toothpaste, etc."

In the second phase of the analysis, respondents were shown cards depicting a num-
ber of alternative hotel profiles, each featuring different levels of performance on the
various attributes contained in the seven factors.They were asked to indicate on a five-
point scale how likely they would be to stay at a hotel with these features, given a spe-
cific room price per night. Figure 10.10 shows one of the 50 cards that were developed
for this research. Each respondent received five cards.

The research yielded detailed guidelines for the selection of almost 200 features and
service elements, representing those attributes that provided customers in the target seg-
ment with the highest utility for the prices they were willing to pay. An important
aspect of the study was that it focused not only on what travelers wanted, but also iden-
tified what they liked but weren't prepared to pay for. (There's a difference, after all,
between wanting something and being willing to pay for it!) Using these inputs, the
design team was able to meet the specified price while retaining the features most
desired by the study participants, who represented the desired business traveler market.

Marriott was sufficiently encouraged by the findings to build three prototype hotels
that were given the brand name, "Courtyard by Marriott." After testing the concept
under real-world conditions and making some refinements, the company developed a
large chain whose advertising slogan became "Courtyard by Marriott—the hotel
designed by business travelers." The new hotel concept filled a gap in the market with a
product that represented the best balance between the price customers were prepared to
pay and the physical and service features they most desired. The success of this project
subsequently led Marriott to develop additional customer-driven products—Fairfield
Inn and Marriott Suites—using the same research methodology.

Conclusion

Service companies must find ways to create meaningful competitive advantages for their
products by responding to specific customer needs and developing a distinctive service
strategy that responds to those needs better than any competing product. Successful
positioning strategies are based on relating the opportunities (and threats) uncovered by
market and competitive analysis to the firm's own strengths and weaknesses.

In this chapter, we introduced perceptual mapping, an important tool that compa-
nies can use to help define their competitive positions. Perceptual maps present a visual
display of how competing firms perform relative to each other on key service attributes.
This technique can be used to analyze opportunities for developing new services or
repositioning existing ones so that companies can establish and maintain a sustainable
competitive advantage by effectively addressing the needs and expectations of their tar-
get markets.

Because of the difficult challenge faced by service providers in differentiating intan-
gible performances, branding plays a specia role in defining and positioning a com-
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pany s service offerings. Creating a distinctive branded service experience for customers
requires consistency at al stages of the service delivery process. In designing services,
managers should be aware of the importance of selecting the right mix of supplemen-
tary service elements—no more and no less than needed—and creating synergy to
ensure that they contribute to a consistent, positive brand image.

Sudy Questions and Exercises

1. Give examples of companies in other industries that are facing challenges similar
to those of the travel agents in the opening story. Describe what service strategies
these companies might use to compete effectively.

2. Why should service firms focus their efforts? What options do they have for
doing so?

3. In a sentence or two, describe Amtrak's service strategy for its new Acela Express
service (refer to the boxed example on page 218).

4. Describe what is meant by the term "positioning.”" Choose an industry you are
familiar with (like fast-food restaurants or movie theaters) and create a perceptual
map showing the competitive positions of different companies in the industry.

5. Explain why branding is particularly important for services. Which service brands
are you familiar with? What do they tell you about the companies they are
associated with?

6. Discuss how a company's product attributes (including the core and
supplementary services), price, and marketing communications al work together
to create a branded customer experience. Provide an example of a service firm
that you think has integrated these elements particularly well.

7. Define the seven categories of new services. Provide your own example for each
category.
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In Part IV, we address the task of how to deliver service products
to the customer. As shown in Figure V.1, managers face three
key questions: What are the options for delivering our ser-
vice? How can we balance productivity and quality con-
cerns? How should we match demand and productive
capacity? Service delivery issues have been dominated tradi-
tionally by operations. But progressive service organizations also
include their marketing and human resource managers in these
types of decisions.

Before they can make decisions on service delivery (the topic
of Chapter 11), managers need to ask, What physical and electronic
channels can we use? Service delivery is closely linked to the
choice of service process—whether the service involves the physi-
cal person of the customer, a tangible possession, or some form of
information. In high-contact services customers encounter employ-
ees and physical evidence of facilities. Even when physical chan-
nels are necessary to deliver the core service, information-based
supplementary services may be delivered electronically. It's possi-
ble to deliver some information-based services entirely through
automated, low-contact systems. Is it feasible to shift from high-
contact to low-contact delivery? If so, Should we offer customers a
choice? Abandoning existing high-contact delivery options is not
necessarily a viable strategy. Some customers may not like the
low-contact delivery alternatives, others may prefer having access
to both physical and electronic delivery channels.

Another key service delivery consideration is: When and
where should our service be available? Success in services
increasingly depends on offering customers convenience.
Electronic delivery through the Internet has the advantage of being
accessible 24 hours a day, 7 days a week, from a location of the
customer's choosing. Finally, managers need to address the issue
of What options exist for using third-party intermediaries? Often a
case can be made for subcontracting some aspects of service
delivery to intermediaries who possess special expertise and may
have better access to customers.

The challenge of balancing productivity and quality presents an
ongoing headache for businesses. It can lead to conflict between
marketers—who are advocates of customer satisfaction—and
operations managers, who are concerned with efficiency and cost
control. As we note in earlier chapters, customers' perceptions of
service quality tend to be linked to their expectations of the service,
raising the questions: What quality improvements are needed to
meet or exceed customer expectations ? How can we reduce operat-
ing costs without spoiling the appeal of our service? We address
these and other quality and productivity issues in Chapter 12.

Making optimal use of available capacity is one way to improve
productivity. However, many service businesses face wide swings in
demand that result in wasted capacity when demand is low and lost
business when it's too high. Chapter 13 addresses the question,
What strategies can we employ to match demand and capacity?'To



What Business Are We In?
What Service Who Are Our Customers
e Processes Can Be Used — and How Should We - -
in Our Operation? Relate to Them?

What Should Be the Core and Supplementary |
Elements of Our Service Product?

| What Price Should We Charge How Should We Communicate .
for Our Service? What Our Service Has to Offer?
|
What Are the Options for How Can We Balance
Delivering Our Service? Productivity and Quality?
» What physical and electronic channels *How can we reduce operating costs
can we use? without spoiling the appeal of our
« |s it feasible to shift from high-contact to service? |
low-contact delivery? » What do customers expect in return for [
"7 * Should we offer customers a choice? [77| their money, time, and effort? T
|| = What physical evidence should our = What are our service standards and how
facilities present? are they measured?
= When and where should our service be * What quality improvements are needed
available? to meet or exceed customer
« What options exist for using third-party expeclations?
intermediaries?

*How do we define our productive capacity?

~| capacity at any time?
= What explains variations in demand?

How Should We Match Demand and Productive Capacity?

* What are demand levels for our service and do they exceed

* What strategies can we employ to match demand and capacity?
*How should we design waiting lines and reservations systems?

What Are Appropriate Roles for
People and Technology?

]

How Can Our Firm Achieve
Service Leadership?

resolve this challenge, strategists need to understand both the
nature of productive capacity and the factors that underlie periodic
variations in demand. Both marketing and operational strategies
can be employed. Issues relating to waiting lines and reservations
are discussed in Chapter 14. Reservations systems provide one way

FIGURE IV.1
Decisions Involving Service
Ddlivery

of balancing demand against available capacity, since they allow
customers to obtain a commitment for service delivery at a specific
time in the future. Another approach is to develop a strategy for
managing waiting lines, designing them with reference to the antic-
ipated volume of business and the customer mix.
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Cyberspace, and Time

Kinko's: From Local Copyshop to Global

Business Service Provider

In 1970, 22-year-old Paul Orfalea, just out of college, borrowed
enough money to open a photocopy shop in Isla Vista, near the cam-
pus of the University of California at Santa Barbara.® Covering just 100
square feet (less than 10 square meters), the tiny store contained one
copy machine and also sold film processing and felt-tip highlighter
pens. Orfalea, the son of Lebanese immigrants, called the store
Kinko's after the nickname given to him by his college buddies
because of his curly reddish hair. Thirty years later, Kinko's boasted a
chain of almost one thousand printing and copying stores, operating
24 hours a day from coast to coast in the United States, plus branches
in Canada, Britain, the Netherlands, Australia, United Arab Emirates,
and three Asian countries.

Kinko's offers ways to change companies' existing working pro-
cedures through services that include productivity consultation and
outsourcing of document management. It also appeals to business
travelers who may need to develop and deliver presentations, reports,
and proposals far from their home offices. (A few years ago, Kinko's
even ran a national advertising campaign positioning the firm as "Your
Branch Office.")

Technological innovations in IT and printing have revolutionized
Kinko's business model and created new methods of working for
both the company and its customers. At its stores, Kinko's cus-
tomers can print in color in almost any size, bind their documents in
many different ways, send faxes, and work on in-house computers.
Many locations also offer videoconferencing technology. The com-
pany provides an array of other services and products, including

rentals of conference rooms, notary public service, and sale of office
supplies.

Kinko's now describes itself as "the world's leading provider of
visual communications services and document copying." The firm
has created a global online network, employing broadband technol-
ogy to link all its locations. Using Kinkonet, the firm's online service,
customers can order supplies or submit files for printing. Thanks to
digital file transmission, customers can compose reports in, say,
Minneapolis and transmit them electronically to, say, Montreal
where they can be printed and bound for a meeting. This procedure
is an alternative to the traditional approach of first creating docu-
ments and graphics, then printing and binding them, and finally,
shipping them physically to another location. Through a partnership
with FedEx, couriers can deliver reports to local addresses in some
55 markets within only four hours.Recognizing that not all cus-
tomers are in a position to transfer document files by modem and
that printed materials may need to be delivered physically to their
final destination, Kinko's has worked with FedEx to install "World
Service Centers" at selected branches. These centers offer a full
complement of express shipping solutions and provide access to
late pickups.

In 2000, the firm announced creation of a separate company,
Kinkos.com, combining its existing Internet-based activities with
newly acquired e-business expertise, online design tools, and pro-
prietary technology. Kinkos.com aimed to become a leading online
resource for the small office/lhome office (SOHO) market, offering
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customers 24/7 access to expert advice, powerful online tools, and
the worldwide Kinkos' network—all from their own desktops.
Kinkos.com has a clicks-and-mortar relationship with the store-
based company, using the latter's physical locations for in-store
marketing, customer acquisition, and physical distribution.
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Learning Objectives

After reading this chapter, you should
be able to

distinguish between physical and
electronic channels of delivery

recognize that delivery systems must
address issues of where, when, and
how service is to be delivered to
customers

define the three different types of
service delivery channels

understand the role of physical
evidence and servicescapes in service
delivery

explain the role of technology in
enhancing the speed, convenience,
and productivity of service delivery
systems

describe the role of intermediaries in
service delivery
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FIGURE 11.1
Information and Physical
Processes Within the
Augmented Service Product

EVALUATING ALTERNATIVE DELIVERY CHANNELS

This is both an exciting and challenging time for managers who are responsible for ser-
vice delivery. Customers are demanding more convenience, and they expect services to
be delivered where and when they want them.- As the Kinko's example shows, new
technologies allow information-based services (and informational processes related to
supplementary services) to be delivered almost anywhere through electronic channels.

This chapter explores a key question in service management: What are the options
for delivering our service? In many cases, customers are no longer obliged to visit service
factories as the concept of going to a physical place for service delivery gives way to
delivery in cyberspace for information-based services.

In addition to moving from factory- to electronic-based delivery, progressive firms
are coming up with different formats for face-to-face delivery in new locations. Such
innovations include services like massage clinics on airport concourses and Wells Fargo's
tiny bank branches occupying booths at the end of supermarket aisles.

Physical versus Electronic Delivery

As service managers consider the options for delivering their services, two key questions
are, What physical and electronic channels can we use? and Isit feasible to switch from high-contact
to low-contact delivery? While goods require physical distribution, those services that are
information based can be delivered through either electronic or physical channels. Many
of the supplementary services surrounding both intangible and tangible core products
can now be delivered electronically. Even service businesses that involve physical core
products—Ilike retailing and repair—are shifting delivery of many supplementary services
to theWeb, closing some of their physical branches, and moving to low-contact strategies
for interacting with customers. As you can see in Figure 11.1, five of the eight petals of
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the augmented service product are information-based processes that can be delivered
either physically or electronically. Consultation, order taking, billing, payment, and infor-
mation can al be transmitted in the digital code of computers.

The growth of electronic channels is creating a fundamental change in the nature
of marketing. Customers are moving from face-to-face contacts with suppliers in fixed
locations that only operate during fixed hours to remote contacts in cyber space, "any-
where, anytime."

More and more services now fal into the category of arm's length relationships
rather than face-to-face interactions. As Rayport and Sviokla note:

Tiie traditional marketplace interaction between physical seller and physical buyer has
been eliminated. Infact, everything about this new type of transaction—what we call a
marketspace transaction—is different from what happens in the marketplace.

The Marketplace Companies doing business in the marketplace need a physical
environment in which customers can get together with suppliers to inspect
merchandise or conduct service-related business. We can't get rid of the marketplace for
people-processing services, because these services require customers to enter the
physical environment of a service factory. In some instances, customers don't want to
get rid of the marketplace because it is the physical and social environment that attracts
them, like in destination resorts.

The Marketspace Companies doing business in the marketspace may be able to
replace contact with physical objects with information about those objects (as in a paper
or electronic catalog). For information-based services the context in which the
transaction occurs is aso different, with on-screen (or on-telephone) contact replacing
physical contact; customers may also have the option to replace service from contact
personnel by self-service through intelligent interactive systems.

A desire to save time has been one of the driving forces behind these trends, reflecting
customer preferences for ever faster and more convenient service. A second factor has been
interest on the part of some customers in obtaining easily accessible information about the
goods and services that they buy. lronically, electronic contacts may bring customers
"closer" to manufacturers and service suppliers. Managers are beginning to realize that the
opportunity to develop increased knowledge of customers may be as important a reason for
doing business in the marketspace as seeking cost savings by eliminating physical contact.
Conducting dialog with customers about their needs and preferences (information that can
be stored in databases for future reference) can lead to delivery of better and more cus-
tomized service—which may create greater value and therefore command higher prices.

Designing the Service Delivery Process

The nature of the service both influences and is shaped by distribution strategy. In high-
contact services, the design of the physical environment and the way in which
customer-contact personnel perform their tasks help create a distinctive identity for a
service firm, shape the nature of customers' experiences, and enhance both productivity
and quality. However, low-contact services are often designed specifically with
improved productivity in mind. More and more frequently, customers deliver these ser-
vices themselves through self-service technologies rather than interacting directly with
service employees.

The design of service delivery systems should start with the core product and then
be expanded to include the delivery of each of the supplementary services. Managers

cyber space: aterm used to
describe the absence of a
definable physical location
where €electronic transactions
or communications occur.

marketplace: aphysical
location where suppliers and
customers meet to do
business.

mar ketspace: avirtual
location in cyberspace, made
possible by telephone and
Internet linkages, where
customers and suppliers
conduct business
electronically.
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responsible for developing service delivery strategy will need to address the following
marketing and operations issues:

*- What should be the nature of contact between the service provider and its customers!
Should customers come to the provider or the other way around? Or should the
two parties deal at arm's length, using mail and telecommunications (ranging
from telephone to the Web)?

>- What should be the sequencing of the various steps in the service delivery process! Both
operational and customer preferences need to be taken into account in making
this decision. The blueprinting methods we discussed in Chapter 7 can be used
in exploring alternative delivery sequences.

V
b

Wliere (location) and when (scheduling) should these steps take place! The choice today
is not only between different physical locations but also between physical space
and cyberspace.

>- Wliat should be the nature of customer involvement at each step! If customers are
required to be present, should they be served in batches or individually?
Alternatively, should they serve themselves?

\Y
b

Wiliat imagery and atmosphere should the service delivery environment (or servicescape)
try to create? For a high-contact service, this concerns decisions on: facility design
and layout; staff uniforms, appearance, and attitudes; the type of furnishings and
equipment installed; and the use of music, lighting, and decor.

AShould a service firm take responsibility for the entire delivery process or delegate
some steps to intermediaries? Some supplementary services, like information
and reservations, can be handled very efficiently and cost-effectively by
intermediaries.

» What should be the serving protocol? Should the firm operate a reservations system
or work on a first-come, first-served basis, using queuing when necessary? Or
should a priority system be established for certain types of customers (like many
firms do for their larger industrial accounts or airlines do for their gold card fre-
quent flyers)?

OPTIONS FOR SERVICE DELIVERY

Delivering a service to customers involves answering the questions "where?"
"when?" and "how?" Service marketing strategy must address place and time, paying
at least as much attention to speed, scheduling, and the potential for electronic access
in cyberspace issues as to the more traditional notion of physical location. The nature
of the delivery system has a powerful impact on the customer's experience with the
service product.

Service delivery strategy is shaped by several factors, including the nature of the
business, the service processes employed, the types of customers targeted, and produc-
tivity and quality concerns. A key question is whether the nature of the service or the
firm's positioning strategy requires customers to be in direct physical contact with its
personnel, equipment, and facilities. If so, do customers need to visit the service organi-
zation's facilities or should personnel and equipment be sent to the customer's site?
Alternatively, can transactions between provider and customer be completed at arm's
length through either telecommunications or modern physical channels of distribution?
A second issue concerns the firm's strategy in terms of distribution sites. Should it main-
tain just a single outlet or serve customers through multiple outlets at different loca-
tions? The possible options, combining both type of contact and number of sites, can be
seen inTable 11.1.
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Availability of Service Outlets
Nature of Interaction

Between Customer and Service Organization Single site Multiple Sites
istomer goes to service organization Theater Bus service
Barbershop Fast-food chain
organization comes to customer House painting Mail delivery
Mobile car wash Auto club road service
d service organization transact Credit card company Broadcast network
ail or electron Local TV station Telephone company

ommunications)

Should we offer customers a choice? Just because a service can be delivered through
low-contact channels doesn't necessarily mean it should be. Astute marketers recog-
nize that preferences may vary from one customer to another and even from one sit-
uation to another for the same customer. Like Kinko's, many companies offer their
customers a choice of delivery channels. Depending on the nature of the service,
options may include serving a customer at a firm's own retail sites, delegating service
delivery to an intermediary or franchisee, coming to the customer's house or place of
business, and (in certain types of services) serving the customer at a distance through
physical or electronic channels.

Customers Visit the Service Site

The convenience of service factory locations and operational schedules becomes an
important marketing issue when customers are required to be physically present
throughout service delivery—or even just to initiate and terminate the transaction.
Retail gravity models and other elaborate statistical techniques are sometimes used to
help decide how to locate businesses relative to where prospective customers live or
work. Traffic and pedestrian counts are used to establish how many prospective cus-
tomers pass certain locations each day. Construction of a new highway or the introduc-
tion of new rail or bus service may have a significant effect on travel patterns and, in
turn, determine which sites are now more desirable and which, less so.

Providers Come to the Customer

For some types of services, the supplier visits the customer. This is, of course, essential
when the target of the service is some immovable physical object like a building that
needs cleaning, a large machine that needs repair, a house that requires pest-control
treatment, or a garden that needs landscaping. Since it's more expensive and time con-
suming for service personnel and their equipment to travel to the customer than vice
versa, the trend has been away from this approach where possible (few doctors make
house calls nowadays!).

There may till be a profitable niche in serving customers who are willing to pay
a premium price for the convenience of receiving personal visits from service
providers. One young veterinarian has built her business around house calls to sick
pets. She found that customers were glad to pay extra for a service that not only saves
them time but is also less stressful for the pet than waiting in a crowded veterinary
clinic, full of other animals and their worried owners. In remote areas such as Alaska
or Canada's Northwest Territory, service providers may have to fly to their customers.
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TABLE 11.1
Method of Service Delivery

delivery channels: the
means by which a service
firm (sometimes assisted by
intermediaries) delivers one
or more product elements to
its customers.

retail gravity model: a
mathematical approach to
retail site selection that
involves calculating the
geographic center of gravity
for the target population and
then locating a facility to
optimize customers' ease of
access.
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Australia is famous for its Royal Flying Doctor Service, in which physicians fly to
make house calls at remote farms and stations. Other more recently established ser-
vices that travel to the customer include mobile car washing and windshield repair,
office and in-home catering, and made-to-measure tailoring services for business
people. Some Web-based businesses were developed around the concept of home
delivery of retail goods in markets where this type of service delivery had not previ-

ously been a viable option.”

Aggreko: A Different Kind
of Rental Company

You probably think of electricity as coming from a distant power sta-
tion and of air conditioning and heating as fixed installations. So how
would you deal with the following challenges? Luciano Pavarotti is
giving an open-air concert in Miinster, Germany, and the organizers
require an uninterruptible source of electrical power for the duration
of the concert, independent of the local electricity supply. A tropical
cyclone has devastated the small mining town of Pannawonica in
Western Australia, destroying everything in its path, including power
lines, and it's urgent that electrical power be restored as soon as pos-
sible so that the town and its infrastructure can be rebuilt. In
Amsterdam, organizers of the World Championship Indoor Wind-
surfing competition need power for 27 wind turbines to create strong
winds across a huge indoor pool. A U.S. Navy submarine needs a
shore-based source of power when it spends time in a remote
Norwegian port. Sri Lanka faces an acute shortage of electricity-
generating capability when water levels fall dangerously low at the
country's major hydroelectric dams due to insufficient monsoon rains
two years in a row. A large, power-generating plant in Oklahoma
urgently seeks temporary capacity to replace one of its cooling tow-
ers, destroyed yesterday in a tornado. And the organizers of the 2002
Winter Olympics outside Salt Lake City need a temporary, portable
electricity generating and distribution system with a capacity equiva-
lent to that required to power a city of two million people.

These are all challenges faced and met by a company called
Aggreko, which describes itself as "The World Leader in Utility
Rental Solutions." Aggreko operates from more than 110 depots in
20 countries around the world. It rents a "fleet" of mobile electricity
generators, oil-free air compressors, and temperature control
devices ranging from water chillers and industrial air conditioners
to giant heaters and dehumidifiers.

Aggreko's customer base is dominated by large companies
and government agencies. Although a lot of its business comes

Source: Aggreko's "International Magazine," 1997, Web site www.aggreko.com, January 2001.

from needs that are foreseen far in advance—such as the
Olympics and other major events, backup operations during factory
maintenance, or a package of services during the filming of a
James Bond movie—the firm is also poised to resolve problems
arising unexpectedly from emergencies.

Much of the firm's rental equipment is contained in sound-
proofed, boxlike structures that can be shipped anywhere in the
world and coupled together to create the specific type and level of
electrical power output or climate-control capability required by
the client. Consultation, installation, and ongoing technical support
add value to the core service. Says a company brochure
"Emphasis is placed on solving customer problems rather than
just renting equipment.” Some customers have a clear idea in
advance of their needs, others require advice on how to develop
innovative, cost-effective solutions to what may be unique prob-
lems, and still others are desperate to restore power that has been
lost due to an emergency. In the last-mentioned instance, speed is
of the essence since downtime can be extremely expensive and in
some cases lives may depend on the promptness of Aggreko's
response.

Delivering service requires that Aggreko ship its equipment to
the customer's site, so that the needed power or temperature con-
trol can be available at the right place and time. Following the
Pannawonica cyclone, Aggreko's Western Australia team swung
into action, rapidly organizing the dispatch of some 30 generators
ranging in size from 60 to 750 kVA, plus cabling, refueling tankers,
and other equipment. The generators were transported by means
of four "road trains," each comprising a giant tractor unit hauling
three 40-foot (13m) trailers. A full infrastructure team of techni-
cians and additional equipment were flown in on two Hercules air-
craft. The Aggreko technicians remained on site for six weeks, pro-
viding 24-hour service while the town was being rebuilt.
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Service providers are more likely to visit corporate customers at their premises
than individuals in their homes, reflecting the greater volume of business purchased
and the trend toward outsourcing of activities such as cleaning and security. Many
organizations need short-term rentals of equipment and labor for special purposes or
to boost productive capacity during busy periods. Aggreko, an international com-
pany that rents generating and cooling equipment, is prepared to go anywhere in the
world—and often at very short notice (see the box, "Aggreko: A Different Kind of
Rental Company").

Arm’'s Length Transactions

Dealing with a service organization through arm's length transactions may mean
that a customer never sees the service facilities or meets service personnel. As a result,
service encounters tend to be fewer in number and involve telephone, mail, fax, Web
sites, or e-mail.® The outcome of using the service remains very important to the cus-
tomer, but much of the service delivery process is hidden. Credit cards and insurance are
examples of services that can be requested and delivered by mail or telecommunica-
tions. Small equipment repair can often be handled by shipping the item to a mainte-
nance facility. Companies like Stamps.com sell software, and Web-based services enable
business customers to send first-class, priority, and express mail right from their office
computers. Mailing and shipping histories can be tracked online.

Any information-based product can be delivered almost instantaneously through
telecommunication channels to any point in the globe where a suitable reception ter-
minal exists. As a result, physical logistics services, such as FedEx, UPS, and national
postal services, now find themselves competing with telecommunications services.
When we were writing this book, for instance, we had a choice of mail or courier ser-
vices for physical shipments of the chapters in either paper or disk form. We could also
fax the materials, feeding in the pages one sheet at a time. But by using e-mail, we were
able to transmit chapters electronically from one computer to another, with the option
of printing them out at the receiving end. In fact, we used al three methods, depending
on the nature of the page (hand-drawn images and ads were faxed or mailed), time pres-
sures, and the need for backup in the form of files saved on disks.

PHYSICAL EVIDENCE AND THE SERVICESCAPE

When customers visit a service facility, they expect it to be user friendly—easy to find,
simple to use, and staffed by helpful personnel. Operations specialists tend to focus on the
functional aspects of facility design, with an emphasis on productive use of resources and
safe, efficient delivery of services. But marketers also care about the impression that ser-
vice facilities and personnel make on customers and how they contribute to the overall
service experience. In many instances, it's the nature of that experience that differentiates
one service provider from its competitors. So marketers must address the question: What
physical evidence should our facilities present? When you go to a service factory and interact
directly with employees, you're exposed to more compelling evidence than when service
is delivered at your home (or work locations) or through electronic channels.

Physical evidence—one of the 8Ps of integrated service management—refers, first,
to the tangible elements encountered by customers in the service delivery environment
and, second, to the tangible metaphors used in symbols, slogans, or advertising messages.
For example, the clean streets, colorful signage, and costumed employees of theme parks
like Disneyland and Legoland contribute to the sense of fun and excitement that
visitors encounter on arrival and throughout the service experience. Alternatively, con-
sider the office of a successful professional business—an investment bank or a law

arm's length transactions:
interactions between
customers and service
suppliers in which mail or
telecommunications
minimize the need to meset
face-to-face.
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firm—where wood-paneled walls, leather-bound books, and antique furnishings are
used to create an elegant and impressive atmosphere. Marketers use strategically man-
aged physical evidence in three ways:

1. As an attention-creating medium, differentiating their company's services from
those of competitors and attracting customers from target segments

2. As a message-creating medium, using symbolic cues to communicate with the
intended audience about the distinctive nature and quality ofthe service experi-
ence

3. As an effect-creating medium, employing colors, textures, sounds, scents, and
spatial design to create or heighten an appetite for certain goods, services, or
experiences

FIGURE 11.2
Distinctive Servicescapes,
from Table Settings to
Furniture and Room Design,
Create Different Customer
Expectations of These Two
Restaurants
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Antique stores provide a nice example of how carefully crafted physical evidence
can become an important effect-creating medium. As Philip Kotler noted:

Many antique dealers also make use of "organizational chaos' as an atmospheric
principlefor selling their wares. The buyer enters the store and sees afew nice pieces
and a considerable amount of junk. The nice pieces are randomly scattered in different
parts of the store. The dealer gives the impression, through his prices and his talk, that
he doesn't really know values. The buyer therefore browses quite systematically, hop-
ing to spot an undiscovered Old Master hidden among the dusty canvases of third-
rate artists. He ends up buying something that he regards as value. Little does
he know that the whole atmosphere has been arranged to create a sense of hidden
treasures.”

Take a look at Figure 11.2, which shows the interiors of two restaurants. Imagine
that you havejust entered one of these two dining rooms and examine the physical evi-
dence each picture provides. How is each establishment positioning itself within the
restaurant industry? What sort of meal experience can you expect? Which clues do you
use in making your judgments?

Resort hotels provide another illustration of how physical evidence can be used as
both an attention-creating and an effect-creating medium. Club Med's villages,
designed to create a totally carefree atmosphere, may have provided the original inspira-
tion for "get-away" holiday environments. The new destination resorts are not only far
more luxurious than Club Med but also draw inspiration from theme park approaches
to creating fantasy environments both inside and outside. Perhaps the most extreme
examples come from Las Vegas. Facing competition from numerous casinos in other
locations, LasVegas has been trying to reposition itself from a purely adult destination,
once described in a London newspaper as "the electric Sodom and Gomorrah," to a
somewhat more wholesome resort appealing to families and convention organizers as
well. The gambling is still there, of course, but many of the recently built (or rebuilt)
hotels have been transformed into visually striking entertainment centers that feature
such attractions as erupting "volcanoes," mock sea battles, and even reproductions of
Venice and its canals.

Servicescape Design

The term servicescape describes the style and appearance of the physical surroundings
where customers and service providers interact.® Since servicescapes can create power-
ful positive or negative impressions, it is important to manage them effectively (espe-
cidly in high-contact environments). Consider these examples:

>e Airlines employ corporate design consultants to help them differentiate the
appearance of their aircraft and employees from those of competitors. Although
the flight attendants from many airlines look interchangeable in their black or
navy blue outfits, some have distinctive uniforms that identify them as employ-
ees of uniquely positioned carriers like Singapore Airlines or Southwest
Airlines. And most airlines have specific color combinations and logos that
appear consistently in the interior decor of the plane, the napkins, the snack
food packaging, etc.

>- Restaurants often seem to pay more attention to design than to the food they
offer. Furnishings, pictures, real or fake antiques, carpeting, lighting, and choice
of live or background music al seek to reinforce a desired look and style that
may or may not be related to the cuisine. Some restaurants follow themes in
both decor and food service. For example, the menus for the Outback
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Steakhouse chain list hearty foods and beverages with distinctive names, and the
settings are designed to make guests feel like they have just taken ajourney
"down under” to Australia for a meal.

*- Many expensive hotels have become architectural statements. Some occupy

classic buildings, lovingly restored at huge expense to a far higher level of lux-
ury than ever known in the past, and using antique furnishings and rugs to
reinforce their "old world" style. Modern hotels sometimes feature dramatic
atriums in which wall-mounted elevators splash down in fountains. Resort
hotels invest enormous sums to plant and maintain exotic gardens on their

grounds.

As in a theater, servicescape elements like scenery, lighting, music and other sounds,
special effects, and the appearance of the actors (employees) and audience members
(customers) all serve to create an atmosphere in which the service performance takes
place. In certain types of businesses, servicescapes are enhanced by judicious use of
sounds, smells, and the textures of physical surfaces. Where food and drink are served, of
course, taste is also highly relevant.

For first-time customers in particular, the servicescape plays an important role in
helping frame expectations about both the style and quality of service to be provided.
Because it's hard to evaluate many service performances in advance (or even after ser-
vice delivery), customers seek pre-purchase clues about service quality. Hence, first
impressions are important. But as customers move beyond the initial contact point, con-

Let's Go Shopping
(Maybe at Your Store)

5 CART [RATING]:

«f  Personnel

Pf  Store Services

Pf Creativity

Pf Selection/Inventory

«f  Overall Store Atmosphere
"Let's Go Shopping" is a regular feature filed by "mystery shop-
pers" who visit grocery stores across the country to report on how

stores measure up in terms of personnel, services, merchandise,
selection, and overall store atmosphere.

Loblaws, #029
650 Dupont St. & Christie, Toronto

This chain-operated store's entrance was filled with tantalizing
aromas from Movenpick: one of the many kiosks lining the store.
The store's most unique asset is its one-stop, "under one roof"

Source: Reprinted from Canadian Grocer, November 1997, 38.

shopping experience. The Internet, in-store pharmacy, cleaners,
wine store, bank machine, etc. prove to be successful additions to
the store's business. Everything is done on a larger scale. This is
evident in the large aisles and large signage throughout the store
and increased SKUs. To enhance the mood of the environment;
music, lighting, and odors circulate to create customer comfort.

There were 14 cash registers in front of the store, five of
which were open. The registers were completely computerized
visual systems with scanning. Cashiers provide a choice between
paper and plastic bags for those customers who are concerned
with recycling. Shopping carts are clean and accessible at the store
front with a dollar deposit. There were sufficient cart locations out-
side the store to attain/dispose of carts.

The pricing on the shelf after a random audit was accurate
and highly visible. The overall impression of the shelves was that
they were well stocked and faced with a large variety of SKUs.
President's Choice, the store's private label products, are aggres-
sively promoted with signage at shelf and throughout the store.
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tinued exposure and experiences combine to create a more detailed impression.
Consider the impressions recorded by a mystery shopper appraising a Toronto super-
market for a grocery trade magazine—see the boxed story "Let's Go Shopping (Maybe
atYour Store)."

Many servicescapes are purely functional. Firms that seek to convey the impres-
sion of cut-price service do so by locating in inexpensive neighborhoods, occupying
buildings with a simple (even warehouse-like) appearance, minimizing wasteful use of
space, and dressing their employees in practical, inexpensive uniforms like the bright
red aprons worn at Home Depot. However, servicescapes don't always shape customer
perceptions and behavior in ways intended by their creators, because customers often
make creative use of physical spaces and objects to suit their own purposes.® For
instance, business people (or college students) may appropriate a restaurant table for
use as a temporary desk, with papers spread around and even a laptop computer and
mobile phone competing for space with food and beverages. Smart designers keep an
eye open for such trends, which often underlie creation of a new service concept like
the cyber cafe.

PLACE, CYBERSPACE, AND TIME DECISIONS

How should service managers make decisions in response to the question: When and
where should our service be available? The answer is likely to reflect customer needs and
expectations, competitive activity, and the nature of the service operation. Some distribu-
tion strategies may be more appropriate for supplementary service elements than for the
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In-Store Marketing

The promotional weekly flyers, store signs, and in-store features
were promoted with large signage throughout the store. There
was no loyalty card program or coupon clipping here, but there
are store coupons available on the shelf. Similar to most stores
they did accept manufacturers coupons. The primary displays
included a variety of feature/advertised items, which are
promoted on well-stocked displays throughout the store. The
incremental displays were attractively done and promoted
impulse purchases while the aisles are still clear and shoppable.
While taking advantage of some good displays to cross promote,
there were some obvious missed opportunities. The store has
special racking for promoting some products, especially in the
seasonal aisle. Overall the impression of in-store promotion was
strong.

Staff

Customer service is definitely not a thing of the past in this store.
The staff was extremely customer-focused and seemed to enjoy
the work environment. They were well groomed with clean/pressed

uniforms. The knowledge of store staff when asked about an item
was good. The shopper was directed to the appropriate location but
was not taken directly over.

Full of color, the produce section was clean and well main-
tained. The deli section was also clean and the meat/salads were
well stocked. The seafood section filled with the catch of the day
looked fresh and inviting. The meat/butcher counter was accept-
able. The staff was knowledgeable and helpful in all depart-
ments.

General Impressions

The store's biggest strength is its one-stop shopping benefits. For a
taste of international flair one must definitely shop the aisles. The
one disappointment of the store was the meat department. The
labels indicating specific meats were stained and the overall
appearance of the department was unclean.

This store's overall ranking is outstanding. Shopping should
be an excellent experience thus endorsing future loyalty to a store.
OVERALL RATING): S'IfH'S f
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core product itself. Perhaps you're willing to go to a particular location at a specific time
to attend a sporting or entertainment event. But you probably want greater flexibility and
convenience when making an advance reservation. If so, you may expect the reservations
service to be open for extended hours, to offer booking and credit card payment by
phone, and to deliver tickets by mail, fax, or e-mail.

Locational Issues in Service Delivery

Although customer convenience is important, operational requirements set tight con-
straints for some services. Airports, for instance, are often inconveniently located relative
to travelers' homes, offices, or destinations. Because of noise and environmental factors,
finding suitable sites for new airports is a very difficult task. (A governor of Massachusetts
was once asked what would be an acceptable location for construction of a second air-
port to serve Boston. He thought for a moment and then responded: "Nebraska!") As a
result, airport sites are often far from the city centers to which many passengers wish to
travel, and the only way to make them less inconvenient is to install high-speed rail links
like the rail service to Hong Kong's new airport. A different type of location constraint is
imposed by other geographic factors like terrain and climate. Obviously, ski resorts are
limited to mountain environments while ocean beach resorts must be on the coast.

The need for economies of scale may also restrict choice of locations. Major hospi-
tals consolidate many different health-care services—even a medical school—at a single,
very large facility. Customers requiring complex, in-patient treatment must come to this
service factory rather than being treated at home—although an ambulance (or even a
helicopter) can be sent to pick them up if they are seriously ill or injured.

Some multi-site service firms have the option of creating service factories on a
very small scale at locations that are close to where prospective customers live or
work. For example,Taco Bell has become famous for its innovative K-Minus strategy,
which involves creating restaurants without kitchens. All food preparation is done in a
central commissary, with prepared meals then being shipped to restaurants and mobile
food carts, where they are reheated prior to serving.®

Self-service electronic kiosks can deliver a variety of information-based services
from many different locations (see box).The number of Internet kiosks is projected to
increase from 151,000 worldwide in 2001 to 446,000 by 2006; over the same period,
sdles through kiosks are forecast to rise from $200 million to $6.5 billion.™

Another service delivery trend involves locating retail and other services close to
gas stations and public transportation stops or in bus, rail, and air terminals. Major ail
companies are developing chains of retail stores to complement the fuel pumps at their
service stations, thus offering customers the convenience of one-stop shopping for fuel,
auto supplies, food, and household products. Truck stops on intercity highways include
laundromats, bathrooms, ATMs, fax machines, Internet access, and restaurants in addi-
tion to a variety of vehicle maintenance and repair services.

In one of the most interesting new retailing developments, airport terminals are
being transformed from nondescript ticketing and waiting areas into vibrant shopping
malls. Two pioneers of this trend were London's Heathrow and Gatwick airports.
Seeking to capitalize on its expertise, the airport operator, a company called BAA
(which operates seven British airports), established a U.S. subsidiary and won a 15-
year master-developer contract to design, build, lease, and manage the Pittsburgh
Airmail, the nation's first custom-built airport retail complex. Pittsburgh is U.S.
Airways' major hub and most of its passengers are domestic travelers. Goods and ser-
vices available at the Airmail range from tasty take-out sandwiches for passengers who
don't expect a meal on their flight to $15 massages for tired travelers with aching
backs. Sales per passenger at Pittsburgh increased from $2.40 in 1992 to $8.10 in
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2000; sales per square foot of retailing space are now four to five times those of typi-
cal U.S. regional shopping centers.*> BAA also has operating contracts at Harrisburg,
Indianapolis, Newark, and Boston, as well as at Mauritius, Naples (ltaly), and two

Australian airports.

The underlying theme of modern service delivery is one of offering customers
more choices in terms of where service is delivered. Some people want face-to-face
contact, others like telephone contact with a human being, and still others prefer the
greater anonymity and control offered by more impersonal options like self-service
equipment and the Internet. Many customers also want the ability to switch between

delivery alternatives depending on the specific situation at hand.

Electronic Kiosks Deliver Both

Commercial and Government Services

The Internet is everywhere when it comes to service delivery.
Electronic kiosks are turning up in such locations as amusement
parks, campgrounds, bars, car washes, shopping centers, universi-
ties, libraries, and health clubs—all offering self-service options to
new users and technology-savvy customers alike. Consider the fol-
lowing examples:

1. Simple health checks can be administered through self-
service equipment. In the United States, Web-enabled kiosks
that measure blood pressure, heart rate, weight, and body
mass have been installed in Kmart stores across the country.
They can also provide useful health information. And in
Britain, the National Health Service has purchased 153 inter-
active touchscreen kiosks and monitoring services for instal-
lation in pharmacies, supermarkets, post offices, shopping
malls, and holiday resorts.

2. Electronic kiosks offering Internet access are becoming
common in airports, shopping malls, and other public loca-
tions. Some provide a combination of services, including an
ATM for banking services, a pre-paid phone card dispenser,
and access to the Web. Some communication technology
vendors believe that Internet terminals will eventually
become as ubiquitous as conventional ATM machines are
now.

3. Several countries have installed kiosks as a way to ensure
that the Internet is more widely accessible to their citizens.
For example, Jamaica has installed Internet kiosks in post

offices and other public locations in an attempt to provide
affordable access and encourage Web usage in a nation
where computer ownership remains far lower than in affluent,
industrialized countries.

Government agencies see electronic kiosks as a way to cut
administrative budgets and provide 24-hour service in con-
venient locations. From using kiosks to dispense information
about public services, tourist attractions, and transit routes
and schedules, some public agencies are now moving to
automate a variety of transactions that previously required
intervention by a public employee. Consumers touch the
screen to choose from a menu of services, which can be
programmed in multiple languages. They can pay parking
tickets, speeding fines, and property taxes, obtain dog
licenses and copies of birth certificates, and order license
plates for their cars. In Utah, five "Quickcourt" kiosks assist
people in filling out paperwork for no-fault divorces—a
process that takes about 45 minutes, requires no lawyer,
and costs only $10.Quickcourt also computes child support
payments. In San Antonio, Texas, kiosks sell permits to hold
garage sales and print out information on property taxes and
city job openings. Users can also view pictures of animals
available for adoption at the city pound. In New York, cus-
tomers can look up certain kinds of records (like landlords'
histories of building code violations) and swipe their credit
cards through a slot to pay municipal taxes, license fees, or
speeding fines.

Source: "Lifeclinic Announces Rollout of Web-Enabled Blood Pressure Kiosks to Kmart Stores Across the Country,” www.spacelabs.com, 13 November 2000; "Action MultiMedia Secures
NHS Direct Contract,” www.kiosks.org, 1 November 2000; Yukari Iwatani, "From Bars to Car Washes Internet is Everywhere," YahoolNews, 11 September 2000; "Internet Kiosks to be
Placed in Post Offices and Other Public Areas Throughout Jamaica," www.atcominfo.com, 17 May 2000; "Kiosks Could Make Public Access Common," www.usatoday.com, 28 February
1999; and Carol Jouzaitis, "Step Right Up and Pay Your Taxes and Tickets," USA Today, 2 October 1997, 4A.
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Delivering Services in Cyberspace

Technological developments during the last 20 years have had a remarkable impact
on the methods by which services are produced and delivered. Advances in telecom-
munications and computer technology in particular continue to result in service
delivery innovations. For example, personal computers and the Internet are changing
the way people shop for both goods and services. In addition to placing catalog
orders by mail or telephone, many people now also shop in cyberspace. The
Internet's 24-hour service is particularly appealing to customers whose busy lives
leave them short of time. Forrester Research says that customers are attracted to vir-
tual stores by four factors in the following order of importance: convenience, ease of
research (obtaining information and searching for desired items or services), better
prices, and broad selection.*®

Web sites have become an important competitive tool for service marketers.
While some firms only view them as an alternative to paper brochures, others use
them in more creative ways ranging from order-taking channels to electronic deliv-
ery systems. Delivery through the Internet is an option for any information-based
product. Information-based services now delivered through commercial Web sites
include software, news, research reports, music, and other forms of entertainment.
Firms can also deliver information-based services to their customers as e-mail
attachments or through corporate "extranets"—secure, private networks linking a
company to its major suppliers and designated customers. Charles Schwab, the
brokerage firm, offers investors wireless Internet access through its PocketBroker
service.

Traditional retailers have been forced to respond to stiffer competition from
Internet and telephone-based catalog retailing. One company, software and computer
retailer Egghead Inc., decided to get out of physical retailing altogether. It closed its 80
stores across the United States, laid off 800 of its 1,000 workers, shifted its sales entirely
to the Internet, and renamed itselfEgghead.com. Other retailers, like the giant book-
store chain Barnes and Noble, have developed a strong Internet presence to comple-
ment their full-service bookstores in an effort to counter competition from "cyberspace
retailers’ such as Amazon.com (which has no retail outlets).™

Other store-based retailers are responding to this competitive challenge by trying to
make the shopping experience more interesting and enjoyable for customers. Malls have
become larger, more colorful, and more elaborate. Within the mall, individual stores try
to create their own atmosphere, but tenancy agreements often specify certain design
criteria to ensure that each store fits comfortably into the overall mall servicescape. The
presence of "food courts" and other gathering places encourages social interaction
among shoppers. Theatrical touches include live entertainment, special lighting effects,
fountains, waterfalls, and eye-catching interior landscaping ranging from banks of flow-
ers to surprisingly large trees. Individual stores try to add value by offering product
demonstrations and such services as customized advice, gift-wrapping, free delivery,
installation, and warranty services.

Service Schedules

In the past, most retail and professional services in industrialized countries followed
a traditional and rather restricted schedule that limited service availability to 40 to 50
hours a week. This routine reflected social norms (and even legal requirements or
union agreements) as to what were appropriate hours for people to work and for
enterprises to sell things. The situation caused a lot of inconvenience for working
people who either had to shop during their lunch break (if the stores themselves
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didn't close for lunch) or on Saturdays (if management chose to remain open a sixth
day). The idea of doing business on a Sunday was strongly discouraged in most
Christian cultures and often prohibited by law, reflecting long-standing traditions
based on religious practice. Among commercial services, only those devoted to
entertainment and relaxation, like movie theaters, bars, restaurants, and sporting
facilities, geared their schedules toward weekends and evening hours when their cus-
tomers had leisure time. Even so, they often faced restrictions on hours of operation,
especially on Sundays.

Today, things are changing fast in terms of business operating hours. For some
highly responsive service operations, the standard has become 24/7 service—24
hours a day, 7 days a week, around the world. Some services like telecommunica-
tions and international airlines are 24-hour operations, every day of the year. Other
examples include services that respond to emergencies, such as fire, police, and
ambulance, or repairs to vital equipment. Hospitals and first-class hotels provide
24-hour care or room service. Ships and long-distance trains keep going through the
night, too.

Factors That Encourage Extended Operating Hours

At least five factors are driving the move toward extended operating hours and seven-
day operations. The trend has been most noticeable in the United States and Canada,
but it's spreading elsewhere.

>- Economic pressurefrom consumers. The growing number of two-income families
and single wage-earners who live alone need time outside normal working
hours to shop and use other services, since they have nobody else to do these
things for them. Once one store or firm in any given area extends its hours to
meet the needs of these market segments, competitors often feel obliged to fol-
low. Retail chains have often led the way in this respect.

»- Changes in legidlation. A second factor has been the decline in support for the tra-
ditional religious view that a specific day (typically Sunday in predominantly
Christian cultures) should be legislated as a day of rest for everyone, regardless of
religious affiliation. In a multicultural society, of course, it's difficult to establish
just what day should be designated as special—for observant Jews and Seventh
Day Adventists, Saturday is the Sabbath; and for Muslims, Friday is the holy day.
There has been a gradual erosion of legislation related to this issue in Western
nations in recent years, although it's still firmly in place in some countries and
locations. In Switzerland, for example, most retail activities still close down on
Sundays—except for bakeries, where people like to buy freshly baked bread on
Sunday mornings.

>- Economic incentives to improve asset utilization. Even if the number of extra cus-
tomers served is minimal, there are both operational and marketing advantages
to remaining open 24 hours. The incremental cost of extending hours is often
relatively small (especially when part-timers can be hired without paying them
overtime or benefits). If extending hours reduces crowding and increases rev-
enues, then it's economically attractive. There are also costs involved in shutting
down and reopening a facility like a supermarket. Climate control and some
lighting must be left running al night, and security personnel must be paid to
keep an eye on the place.

>- Availability of employees to work during "unsocial" hours. Changing lifestyles and a
desire for part-time employment have combined to create a growing labor pool

24/7 service: service that is
available 24 hours aday, 7
days a week,
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Modern ATMs not only offer
24-hour banking servicesbut
may also dispensetickets,
stamps, and abbreviated bank
Statements.

of people who are willing to work evenings and nights. Some of these workers
are students looking for part-time work outside their classroom hours or parents
juggling child-care responsibilities. Others are "moonlighting,” holding a full-
time job by day and earning additional income by night. Some people simply
prefer to work at night and relax or sleep during the day, while others are glad to
obtain any paid employment, regardless of hours.

MAutomated  self-service facilities. Self-service equipment has become increasingly
reliable and user friendly. Many machines now accept card-based payments in
addition to coins and banknotes. Installing unattended machines may be eco-
nomically feasible in places that couldn't support a staffed facility. Unless
a machine requires frequent servicing or is particularly vulnerable to vandalism,
the incremental cost of going from limited hours to 24-hour operation is
minimal. In fact, it may be much simpler to leave machines running all the
time than to turn them on and off, especially if they are placed in widely scat-
tered locations.

Responding to Customers' Need for Convenience

American and Canadian retailers have led the way toward meeting customer needs for
greater convenience, but many other countries are now beginning to follow suit. The
changes initially began with early-morning to late-evening service in pharmacies and
"7-11" convenience stores that were open from 7 am. to 11 p.m. (In continental
Europe, which employs the 24-hour system for keeping time, such stores are sometimes
referred to as "7-23" stores—for obvious reasons!) The trend has now extended to
24-hour service in a variety of retail outlets from service stations to restaurants to
supermarkets.

The customer's search for convenience has not been confined to convenient
times and places, nor to just the purchase of core products. People want easy access to
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supplementary services, too—especially information, reservations, and problem solving.
As one credit card executive observed,

There are a lot of two-income families. Our customers are busy with their personal lives,
and they don't have a lot of time to handle their personal business. They expect us to be
available to them when it's convenient for them, not when it's convenient for us, so they
expect extended hours. And most of all, they expect one contact to solve their problem.

In many service industries, information and problem-solving needs were originally
met by telephoning a specific store or facility during its regular operating hours. But led
by airlines and hotel chains, separate customer service centers have evolved, reached by
calling a single toll-free number. Service providers operate some of these centers them-
selves, while others, such as hotel chains, often subcontract functions such as reservations
to specialist intermediaries. Once a firm departs from locally staffed phones and installs
a centralized system, it can create more consistent service and offer greater expertise, but
risks losing the local touch.

Moving to 24/7 Service

Providing extended-hours customer service is almost mandatory for any organization
with a nationwide clientele in countries (or service regions) that cover multiple time
zones. Consider a company that serves customers on both the Atlantic and Pacific coasts
of North America. Between New York and Los Angeles, for example, there is a three-
hour time difference. If the switchboard closes at 5:00 P.M. Eastern Time, then cus-
tomers on the west coast are denied access to the number after 2:00 P.M. Pacific Time.
The situation is even worse for those on Alaska-Hawaii time, where it's only 12 noon.
Things are reversed when the supplier is located on the West Coast. Imagine a Canadian
firm in Vancouver B.C. whose office opens at 8:30 A.M. Pacific Time. By then it's already
12:30 PM. Atlantic Time in Halifax, Nova Scotia, and 1:00 PM. in St. John's,
Newfoundland (which has its own time zone).

When a North American business redefines its goal as offering continent-wide ser-
vice on a daily basis—from first thing in the morning in Newfoundland to mid-evening
in Alaska or Hawaii—managers don't need a fancy calculator to figure out that cus-
tomer service lines will have to be open at least 18 hours a day. At this point, the firm
may want to consider going to 24-hour operations. The desirability of this move
depends on the firm's priorities, the costs involved, and the value that customers place
on total accessibility. One alternative to operating the service factory around the clock
is to use automated call centers or Web sites that can handle many kinds of transactions
and queries without human backup.

Servicing Manufactured Products

Most manufactured products create a need for accompanying services, ranging from
financing and training to transportation and maintenance. The competitiveness of a
manufacturer's products in both domestic and global markets is often as much a func-
tion of the availability and quality of relevant services as the quality of the core product.

Both manufacturing and service companies now rely on computer-based systems
to provide many of the supplementary services that customers need and expect. In turn,
there is a huge market for servicing these computer systems. Powerful computers and
peripherals—and the software to run them—have been sold to users all over the world.
Although there are many niche players, large computer systems are supplied by a hand-
ful of international firms, dominated by American and Japanese companies. The systems
that they sell can be found in operation in locations ranging from big city banks to
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FIGURE 11.3
Splitting Responsibilities for
Supplementary Service
Elements

chemical plants near rural towns. They are also present in such exotic locations as
remote mining sites in Australia, oil rigs above the Arctic Circle, airports on Pacific
islands, hydroelectric projects in the Andes, and on ships sailing the seven seas.

As powerful as these computers are, they are only of value when up and running.
System failures can have disastrous consequences for both their users and the users' own
customers.When a firm is dependent on a system 24 hours a day, downtime can be very
disruptive: The consequences can range from personal inconvenience to the shutdown
of a major facility. Some emergencies can be handled by a duty person, reached by a
pager or cellular phone, who drives to the site of the problem, makes a physical inspec-
tion, and undertakes whatever repairs are necessary. Maintaining and repairing comput-
ers was historically a task that had to be performed on site. But, engineers at companies
like IBM or Hewlett-Packard are now able to monitor customers' installations from a
support center in a distant location—even on another continent—then diagnose and fix
many hardware and software problems without ever leaving their own offices.

THE ROLE OF INTERMEDIARIES

Cost-conscious operations managers should consider: What options existfor using third-
party intermediaries? Delegating specialized delivery tasks is often a cost-effective strategy,
especially for supplementary service elements. It may also be an effective marketing
strategy, enabling a firm to reach more customers—and offer them more supplementary
services—than the firm could economically do on its own.

Delegating Specific Service Elements

Travel agents and theater ticket agents handle customer interactions like giving out
information, taking reservations, accepting payment, and ticketing. Brokers sell and ser-
vice insurance policies. Distributors representing manufacturers take responsibility not
only for sales but also for such supplementary services as information, advice, order tak-
ing, delivery, installation, billing and payment, and some problem solving; in some cases,
they may also handle repairs and upgrades. In Figure 11.3 we use the Flower of Service
framework to illustrate how the original supplier may work in partnership with one or
more intermediaries to deliver a complete service package to customers. In this exam-
ple, the core product is still delivered by the originating supplier, together with certain
supplementary elements in the information, consultation, and exceptions categories.
The remaining supplementary services have been added by an intermediary to com-

As created by As enhanced As experienced
originating firm by intermediary by customer
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plete the offering as experienced by the customer. In other instances, several specialist
outsourcers might be involved as intermediaries for specific elements.The original ser-
vice provider must act as the guardian of the overall process, ensuring that each element
offered by intermediaries fits the overall service concept to create a consistent and
seamless branded service experience.

Franchising

Even delivery of the core service product can be outsourced to an intermediary. This is
the essence of franchising, a common strategy for expanding delivery of a proven ser-
vice concept to multiple sites, without the level of investment capital required for rapid
expansion of company-owned and managed sites. Franchisors recruit entrepreneurs
who are willing to invest their own time and equity to manage a business based on a
previously developed service concept. In return, the franchisor provides training in
operations and marketing, sells necessary supplies, and provides promotional support at
a national or regional level to augment local marketing activities (which are paid for by
the franchisee but must adhere to copy and media guidelines prescribed by the fran-
chisor).

A disadvantage of franchising is that it entails some loss of control over the delivery
system and how customers experience the actual service. Franchisors usually attempt to
exercise control over all aspects of the service performance through a contract that spec-
ifies adherence to tightly defined service standards, procedures, scripts, and physical pre-
sentation. There is ongoing monitoring of productivity and quality standards relating
not only to output specifications, but also to the appearance of the physical facilities,
employee performance, and hours of operation. As franchisees gain experience, they
sometimes start to resent the various fees they pay the franchisor and believe that they
can operate the business better without the constraints imposed by the agreement. The
resulting disputes often lead to legal fights between the two parties.

Licensing and Distribution Agreements

An alternative to franchising is licensing another supplier to act on the original supplier's
behalf to deliver the core product. Universities sometimes license another educational
institution to deliver courses designed by the former. Trucking companies regularly use
independent agents instead of locating company-owned branches in each of the different
cities they serve. Many choose to contract with independent "owner-operators,” who drive
their own trucks, rather than buying trucks and employing full-time drivers.

Financial services also engage in service distribution agreements. Banks seeking to
move into investment services will often act as the distributor for mutual fund products
created by an investment firm that lacks extensive distribution channels of its own.
Many banks also sell insurance products underwritten by an insurance company. They
collect a commission on the sale but are not normally involved in handling claims.

Conclusion

Responses to the questions "Where? When? and How?" provide the foundation of ser-
vice delivery strategy. The customer's overall service experience is a function of both
service performance and delivery characteristics. "Where?" relates, of course, to the
places where customers can obtain service delivery. In this chapter, we presented a cate-
gorization scheme for thinking about alternative place-related strategies, including
remote delivery from virtual locations.
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"When?" involves dt cisions about the scheduling of service delivery. Customer

demands for greater convenience are now leading many firms to extend their hours
and days of service. "How?" addresses channels and procedures for delivering the core
and supplementary service elements to customers. Advances in technology continue to
have a major impact on the alternatives available and on the economics of those alter-
natives.

Study Questions and Exercises

1.

Review the story about Kinko's at the beginning of this chapter. What do you
see as the key changes in (8) product strategy and (b) distribution strategy?

. What are the key decisions managers must consider in designing a service

delivery system? What are some of the trade-offs that must be made?

. ldentify a service whose delivery strategy fits each of the categories in Table 11.1.

What are the implications for management in each case?

. Describe the servicescapes of two different service businesses. To what extent are

their roles strategic in design (differentiating one firm from its competitors)
versus functional (adding value for customers and employees)? Give specific
examples to support your answers.

. Visit the Amazon.com and BarnesandNoble.com Web sites. Compare their

design, structure, and ease of use. As a potential customer, which do you prefer
and why? What enhancements would you suggest?

. Select a service organization with which you are reasonably familiar, and

construct a simple flowchart of service delivery. Identify the critical points within
the service delivery process that are likely to have a significant bearing on the
customer's experience. Clarify why these points in the process are particularly
important and how you would manage them.

. ldentify five situations in which you use a self-service delivery option. In each

case, explain your motivation for using this approach to delivery rather than
having service personnel do it for you.

. Using the same five situations you chose for Question 7, comment on the user-

friendliness of the equipment, the mental and physical effort required, the time
involved, and any negative sensory experiences. Are there any perceived risks for
customers who use these self-service options? What recommendations for
improvements would you offer to management?

. What marketing and management challenges might result from the use of

intermediaries in a service setting?
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Creating Value Through
Productivity and Quality

Cisco Systems Leads the Way
in e-Productivity

Cisco Systems is the world's leader in electronic commerce, with
over $5 billion in sales coming from its Web site alone in 2000." The
company supplies networking solutions that connect people, com-
puting devices, and computer networks, allowing individuals and
companies to access and transfer information without regard to dif-
ferences in time, place, or type of computer system. In 2000, it held
close to 80 percent of the market for products that keep the Internet
functioning, such as routers, switching devices, relays, and Internet
software.

Cisco's highly technical products require large amounts of cus-
tomer support, which is seen as critical to maintaining service quality.
But the company soon realized that it wouldn't be able to hire enough
engineers to service its rapidly growing customer base. Doug Allred,
Cisco's vice president for Consumer Advocacy, decided to implement a
call-tracking system so that the company could monitor each technical
support call that came in, find an answer to the customer's question in
Cisco's own database of known problems and solutions, and track the
call to completion. What was unusual about Cisco's approach at the
time of implementation was that the system was designed to function
as both a telephone-based call center and a virtual call center via the
Web. Customers could have their problems posted in a section of the
Cisco Web site that was accessible to other customers of the firm.

When someone posted problems or questions, Cisco's technical
support staff started working on solutions—and much to the com-

pany's amazement, so did other customers! Whoever came up with an
answer first posted it on the Web site, and there were often other help-
ful suggestions relating to the problem. As soon as information flowed
into the database, the customer who had posed the original question
received an e-mail notification.

In short, Allred had found a workable solution to the firm's tech-
nical support engineer shortage by letting its customers (all of whom
had been trained and certified by Cisco) help each other out. The com-
pany has also created a knowledge base of frequently asked questions
(FAQs) that enables customers to find answers to the most common
problems without talking to anyone in the company. Cisco's customers
are happy to help themselves and others on the Web site, and the
sense of community that is created online enhances the perceived
quality of the technical support service.

As a result of these productivity initiatives, Cisco found that it
didn't need to expand its call center staffing, even though business
was growing rapidly. In fact, the company actually documented a 70
percent reduction in calls received, resulting in a savings of $10
million a month (computed at an average of $200 a call). The num-
ber of technical support staff assigned to answering calls dropped
from 1,000 to 700. Details of each new call and its solution now go
to a technical writer to be edited and entered into the Cisco
Knowledge Base, thus helping to minimize the number of future
calls.
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MINDING THE SERVICE Ps AND Qs

As you may have already noticed, productivity and quality are treated jointly in this
book as one of the 8Ps of integrated service management. This reflects our belief—and
that of others—that they are often two sides of the same coin. In fact, FedEx has even
employed an internal slogan, Q = P.2 If the two issues are totally divorced, companies
risk introducing productivity efforts that will annoy customers or embarking on quality
initiatives that will result in higher costs without increasing revenues. As you can see
from our discussion of Cisco Systems, the strategic integration of both dimensions can
provide greater value for customers and service providers. In fact, a focus on productiv-
ity and quality as perceived by customers is critical to a firm's long-term financial suc-
cess.

In this chapter, we address a particularly challenging question from our service
decision framework, How can we balance productivity and quality’? This leads us to
examine such issues as determining how to reduce operating costs without spoiling the
appeal of a service; identifying what customers expect in return for their money, time,
and effort; specifying appropriate measures of service quality and productivity; and clar-
ifying what quality improvements are needed to meet or exceed customer expectations.

Creating Value for Customers

What is the fundamental role of marketing? Many theorists argue that it is to create cus-
tomer value.” The search for value often begins with market research, seeking to iden-
tify the benefits sought by customers or prospects for a given product category and the
costs that they are willing to incur to obtain these benefits. Perceived value is highly
personal and may vary widely from one customer to another.® In fact, variations in
desired benefits often form the basis for segmentation.

Productivity and quality were historically seen as issues for operations managers.
Thus, companies focused internally on making process "improvements" that were not
necessarily linked to customers' service priorities. However, continuing efforts to
understand and improve quality led back to the customer—and to the recognition that
quality should be customer defined. Quality enhancements that add no value for cus-
tomers are a poor allocation of corporate resources.

A key theme running through this book is that marketing cannot operate in isola-
tion from other functional areas in a service environment. Tasks that might be assigned
only to operations in a goods-producing company need to include marketers in a ser-
vice organization, because of customer exposure to service processes. Making these
processes more efficient doesn't necessarily result in a better quality experience or
improved benefits for customers. Getting service employees to work faster may some-
times be welcomed by customers, but at other times it may make them feel rushed and
unwanted. So marketing, operations, and human resources managers al need to work
together on designing front-stage jobs and processes. Similarly, service marketing strate-
gies designed to improve customer satisfaction should be carefully reviewed with oper-
ations and human resources managers to minimize the risk that such strategies will
prove costly and internally disruptive.

Marketing and Quality

Marketing's interest in service quality is obvious when you think about it: Poor quality
places a firm at a competitive disadvantage. If customers perceive quality as unsatisfac-
tory, they may be quick to take their business elsewhere. From a marketing standpoint, a
key issue is whether or not customers notice differences in quality between competing
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suppliers. Brad Gale puts it succinctly when he says "value is simply quality, however the
customer defines it, offered at the right price.” Improving quality from the customer's
perspective pays off: Data from the PIMS (Profit Impact of Market Strategy) show that
a perceived quality advantage leads to higher corporate profits.’

Service quality issues are not confined to traditional service industries. It has
become increasingly difficult for industrial companies to establish a competitive advan-
tage by offering higher quality products. Many manufacturing firms are working to
improve the quality of the supplementary services that support their products—Ilike
consultation, financing, shipping and delivery, installation, training of operators, repair
and maintenance, trouble-shooting, and billing—in order to keep or gain profitable
positions within their industries.

Marketing and Productivity

Why is improving productivity important to marketers? One reason is that it helps keep
costs down. Lower costs mean either higher profits or the ability to hold down prices.
The company with the lowest costs in an industry has the option to position itself as the
low-price leader—usually a significant advantage among price-sensitive market seg-
ments. Firms with lower costs than their competitors also generate higher margins, giv-
ing them the option of spending more on marketing and customer service activities.
They may aso be able to offer higher margins to attract and reward the best distributors
and intermediaries. These companies are also better able to invest in new service tech-
nologies. A second reason that productivity improvements are important to marketers is
that they are often associated with faster operating procedures.To the extent that speed
of service is valued by customers, it becomes a competitive advantage.

Efforts to improve productivity often affect customers. It's the marketer's responsi-
bility to ensure that negative impacts are avoided or minimized and that new procedures
are carefully presented to customers. When the impact is a positive one, the improve-
ments can be promoted as a new advantage. Finally, as we'll see, there are opportunities
for marketers themselves to help improve productivity by involving customers actively
in service production and delivery.

UNDERSTANDING SERVICE QUALITY

As described in Chapter 4, after making a purchase, customers compare the service they
expected to get with what they actually receive. They decide how satisfied they are with
service delivery and outcomes, and they also make judgments about quality. Although
service quality and customer satisfaction are related concepts, they are not exactly the
same thing. Many researchers believe that customers' perceptions about quality are
based on long-term, cognitive evaluations of a firm's service delivery, whereas customer
satisfaction is a short-term emotional reaction to a specific service experience.®

Following a service encounter, customers may evaluate their levels of satisfaction or
dissatisfaction and may use this information to update their perceptions of service qual-
ity. They must, of course, experience a service before they can be satisfied or dissatisfied
with the outcome. But beliefs about quality don't necessarily reflect personal experi-
ence. People often make quality judgments about services they have never consumed,
basing these evaluations on comments by acquaintances or on advertising messages.
Figure 12.1 shows the relationship between expectations, customer satisfaction, and ser-
vice quality.

Managing a business to optimize customer satisfaction is a strategic imperative at
many firms, since the cost of mediocre service quality may be as high as 40 percent of
revenues in some service industries.’® Most companies realize that by improving per-
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FIGURE 12.1
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formance on service attributes, customer satisfaction should increase. This should, in
turn, lead to greater customer retention and improved profitability. For example, the rel-
ative similarity of the products offered by different banks has led to an increased empha-
ss on service quality in the highly competitive retail banking sector. A large telephone
survey of bank customers identified poor customer service quality as the most frequent
reason for account closures. Analysis of the study results and bank branch profits indi-
cated that customer service quality was a major determinant of how well individual
branches performed.*

The relationship between service quality and profitability is typically not easy to
track for a variety of reasons. Service quality benefits accumulate over time rather than
being experienced in the short term. This makes them difficult to measure using tradi-
tional market research techniques. Another complicating factor is that many variables
contribute to corporate profits (including pricing, distribution, advertising, and compe-
tition); it's hard to isolate the effects these individual factors have on the bottom line.
And finally, just spending money on service quality initiatives doesn't necessarily lead to
increased profits. Service companies must identify the right quality initiatives and exe-
cute them effectively.’

A strategic framework known as the satisfaction-profit chain can help managers
identify the links between attribute performance, customer satisfaction, customer reten-
tion, and profits. However, the relationships between the different links in the chain are
not necessarily linear. Sophisticated analysis may be needed to pinpoint the priorities for
improvements; for instance, investments designed to avoid negative outcomes on specific
attributes may be as important as actions to increase positive performance on others.™®

Dimensions of Service Quality

Research has identified five broad dimensions of service quality:**

>- Reliability. Is the company dependable in providing service as promised, over
time?

>- TangiblesWhat do the service provider's physical facilities,Web site, equipment,
personnel, and communication materials look like?
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>- Responsiveness: Are the firm's employees helpful and able to provide prompt ser-
vice?

>e Assurance: Are service employees knowledgeable, polite, competent, and trust-
worthy?

>- Empathy: Does the service firm provide caring, personalized attention?

Of these five dimensions, reliability has consistently proven to be the most
important factor in customers'judgments of service quality. Reliability improve-
ments lie at the heart of service quality enhancement efforts because unreliable ser-
vice implies broken promises on the attributes that customers care about. If the core
service is not performed reliably, customers may assume that the company is incom-
petent and may switch to another service provider. For a perspective on the dimen-
sions of service quality in online environments, see the box "Service Quality Goes
Online."

It isn't easy for many types of service businesses to maintain high levels of reliability
day-in and day-out. When customers enter a service factory and are involved in service
production, they experience mistakes directly—often before a firm has an opportunity
to correct them. In labor-intensive services, employees add a large degree of variability
to the service production process. It's difficult for service providers to control such vari-
ations, since each employee is somewhat different from the others in personality, skills,
and attitudes. Moreover, the same employee can provide radically different service from
one customer to the next—or the same customer over time—depending on situational
factors like customer behavior, task complexity, and the employee's physical and mental
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Sate.

Service Quality
Goes Online

Do customers use the same dimensions to evaluate service quality
in electronic transactions as they do during more traditional service
experiences? A recent study, based on data collected from focus
group interviews, explored the criteria customers use to assess
electronic service quality (e-SQ). The results indicate that some of
the quality dimensions discussed earlier (reliability, responsive-
ness, and assurance) are important in both online and offline set-
tings. However, some other dimensions are unique to customers'
evaluations of e-SQ, including ease of navigation, flexibility, effi-
ciency, site aesthetics, and price knowledge. All of these are tech-
nology related except price knowledge, which reflects customers'
desire for information about what their total online shopping
charges are before they hit the "submit" button to complete their
purchases.

Why is e-SQ so important? While many marketers believe that
price is the biggest concern for Internet customers, survey results

indicate that poor service quality is the reason that most people
leave Web sites. Specific failings include the lack of an easy-to-use
search engine to help with site navigation; memory-intensive
graphics that take too long to download; slow and confusing online
ordering processes (especially when advertising promises that it
will be easy); and hidden charges.

A good way to understand user requirements in e-commerce
is to establish continuous processes (like Web surveys or chat
rooms) to monitor customers' responses to their sites, if research
shows that customer preferences vary by target market and the
type of products being sold, the supplier may want to offer alterna-
tive sites for different segments. But in general, Web pages should
be designed to load quickly while still conveying rich information.
To close communication gaps, companies must plan realistically
for adequate site functionality, promise only what their sites can
deliver, and ensure that all aspects of fulfillment meet promised
levels of performance.

Source: Mary B. Young, "What Customers Want Online," Insights from MSI (Cambridge, MA: Marketing Science Institute, Fall 2000), 5-6; Valarie A. Zeithaml, A. Parasuraman, and Arvind
Malhotra, "A Conceptual Framework for Understanding e-Service Quality: Implications for Future Research and Managerial Practice” (Cambridge MA: Marketing Science Institute, 2001).
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Although mistakes occur in every organization, many companies strive to minimize
errors to provide greater service reliability for their customers. Leonard Berry describes
how the Hard Rock Cafe Orlando addresses service reliability:

Performing the service right the first time is a bedrock value at Hard Rock Cafe Orlando,
the immensely successful restaurant chain and merchandise retailer. Hard Rock Cafe
emphasizes "double checking” to minimize errors. The message of double checking is:
Perform the service carefully to avoid mistakes. If a mistake does occur, correct it before it
reaches the customer. Hard Rock Cafe implements double checking through two "extra"
people in the kitchen. One is stationed inside the kitchen and the other at the kitchen
counter. The inside person reviews everything that is going on, looking for signs of under-
cooked or overcooked meals, wilting lettuce, or any below-standard product or perfor-
mance. The counter person, or "expediter,” checks each prepared plate against the order
ticket before the food is delivered to the table A

Reliability is an outcome measure because customers judge it after the service
experience: Either the service was delivered as promised or it wasn't. The other four
dimensions of quality—tangibles (physical evidence), responsiveness, assurance, and
empathy—are process dimensions because they can be evaluated by customers during
service delivery. These dimensions provide companies with the opportunity to delight
customers by exceeding their expectations during interactions with employees and the
service environment. As shown in Figure 12.1, exceeding customers' desired levels of
expectations leads to positive perceptions of service quality.

Quality Gaps

A service performance that surprises and delights customers by falling above their desired
service levels will be seen as superior in quality. If service delivery falls within their zone
of tolerance, they will feel that it's adequate. But if perceived quality fals below the ade-
quate service level expected by customers, a discrepancy—or quality gap—has occurred
between the service provider's performance and customer expectations.

Why do quality failures occur? Gaps can occur at seven different points in the design,
production, and delivery of services, as shown in Figure 12.2.*® The service gap is the most
critical, because it involves the customer's overall assessment of the service, comparing what
was expected against perceptions of what was received.The ultimate goal in improving ser-
vice quality is to narrow this gap as much as possible. To do so, service providers may have
to reduce or close the six other gaps.The seven potential gaps in service quality are:

1. The knowledge gap—the difference between what service providers believe
customers expect and customers' actual needs and expectations

2. The standards gap—the difference between managements perceptions of cus-
tomer expectations and the quality standards established for service delivery

3. The delivery gap—the difference between specified delivery standards and the
service provider's actual performance

4. The internal communications gap—the difference between what the com-
pany's advertising and sales personnel think are the product's features, perfor-
mance, and service quality level and what the company is actually able to deliver

5. The perceptions gap—the difference between what is actually delivered and
what customers perceive they have received (because they are unable to accu-
rately evaluate service quality)

6. The interpretation gap—the difference between what a service provider's
communication efforts actually promise and what a customer thinks was
promised by these communications

7. The service gap—the difference between what customers expect to receive
and their perceptions of the service that is actually delivered
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Source: Adapted from Christopher Lovelock, Product Plus (New York: McGraw-Hill, 1994), 112.

The presence of any one of these seven quality gaps can lead to a disappointing
outcome that damages relationships with customers. Avoiding service gaps in every ser-
vice encounter will help a firm improve its reputation for quality service. Although
careful planning and monitoring will help reduce the likelihood that one of these gaps
will occur, when customers indicate that service outcomes are disappointing, it's impor-
tant to identify and eliminate the gap(s) that lead to this result.

A major problem in some firms is that service standards are defined by operations
managers who have no knowledge of customer needs and expectations. Hence, it's vital
that marketers be involved in the task of designing service standards and measuring per-
formance against them.

Learning from Service Failures

Although every firm should have contingency plans for service recovery, there's no substi-
tute for doing it right the first time. Recovery procedures shouldn't be seen as a substitute
for improved service reliability.”* When a problem is caused by controllable, internal forces,
there's no excuse for allowing it to happen again. Recurring service failures lower service
quality and reduce productivity as time and money are wasted on correcting mistakes.
With prevention in mind, let's look briefly at some simple but powerful tools for
monitoring quality and determining the root causes of service failures. Among the many
tools available to quality improvement specialists, the following ones are particularly help-
ful for managers in identifying service failures and designing effective recovery strategies.

FIGURE 12.2
Seven Quality Gaps Leading
to Customer Dissatisfaction
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control charts: charts that
graph quantitative changes in
service performance on a
specific variable relative to a
predefined standard.

fishbone diagram: a chart-
based technique that relates
specific service problems to
different categories of
underlying causes (also
known as a cause-and-effect
chart).
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Flowcharts and Service Blueprints Flowcharts (see Chapter 3) and their more
formalized derivative, service blueprints (see Chapter 7), are useful tools for thoroughly
examining service delivery processes. Once managers understand these processes, it's
easier for them to identify potential failure points, which are weak links in the chain.
Knowing what can go wrong, and where, is an important first step in improving
productivity and preventing service quality problems.

Control Charts |It's frequently said that "you cannot manage what you do not
measure.” Control charts offer a simple method for graphing performance over time
against specific quality criteria. Because the charts are visual, trends are easily identified.
Figure 12.3 shows an airline's performance on the important criterion of on-time
departures. The results in this example suggest that management would do well to
investigate the situation, because aircraft departure performance is erratic and
unsatisfactory.

Cause-and-Effect Charts The Japanese/quality expert Kaoru Ishikawa created
the fishbone diagram for use in manufacturing firms. To produce a fishbone
diagram (also known as a cause-and-effect chart), groups of managers and employees
brainstorm factors that might be creating a specific problem. In a traditional version
of this diagram, the resulting factors are then categorized into one of five groupings—
equipment, people, materials, procedures, and other. It's important to recognize that
failures are often sequential, with one problem leading to another in a different
category. Figure 12.4 displays no less than 27 possible reasons for late departures of a
passenger aircraft!

Notice that the fishbone diagram shown in Figure 12.4 includes eight groupings
rather than just the five mentioned above. The extra categories are designed to provide
additional information for service firms. For example, the People category has been
changed to Front-Stage Personnel and Backstage Personnel. This highlights the fact that
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Cause-and-Effect Chart for

front-stage service problems are often experienced directly by customers, whereas back- Airline Departure Delays

stage failures tend to show up more indirectly. Information has been split from
Procedures because many service problems result from information-related failures. For
example, inadequate information about flight departures may lead passengers to arrive
late at the gate.

The expanded fishbone diagram also includes a new category—Customers—to
acknowledge their increased involvement in service production and delivery, because
customers can also be the cause of problems for a service business. As we've discussed
before, customers of high-contact services are often heavily involved in front-stage
operations. If they don't play their roles correctly, they may reduce service productiv-
ity and cause quality problems for themselves and other customers. For instance, an
aircraft that seats hundreds of passengers can be delayed if a single traveler tries to
board at the last minute with an oversized bag, which then has to be loaded into the
cargo hold.

Pareto Analysis The technique known as Pareto analysis (named after the Italian Pareto analysis: an
economist who first developed it) is useful in identifying the principal causes of  analytical procedure to
observed outcomes. Application of this technique often highlights a phenomenon  identify what proportion of
known as the "80/20 rule," showing that approximately 80 percent of the value  Problem eventsis caused by
of one variable (in this instance, the number of service failures) is accounted for by only ~ ach of severad different

20 percent of the causal variables (i.e., the number of possible causes). In the airline  [2CtOrs

example above, 88 percent of the company's late-departing flights were caused by only

four (15 percent) of al the possible causes—Ilate passengers, late push back tug, late fuel,
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FIGURE 125
How the Competitive
Environment Affects the
Satisfaction-Loyalty
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and late weight and balance sheet. So, focus on these four factors rather than tackling al
potential causes simultaneously—especially when time and other resources are limited.

CUSTOMER SATISFACTION

Customers experience various levels of satisfaction or dissatisfaction after each service
experience according to the extent to which their expectations were met or exceeded.
Because satisfaction is an emotional state, their postpurchase reactions can involve anger,
dissatisfaction, irritation, neutrality, pleasure, or delight.

Satisfaction, Delight, and Loyalty

Obviously, angry or dissatisfied customers are troublesome because they may switch
to another company and spread negative word of mouth. But is it sufficientjust to sat-
isfy a customer? After al, a firm might reason that products and services are rarely per-
fect and people are hard to please. Companies that take this approach may be asking
for trouble because there is a lot of evidence that merely satisfying customers is not
enough.?® Marginally satisfied or neutral customers can be lured away by competi-
tors. A delighted customer, however, is more likely to remain loyal in spite of attrac-
tive competitive offerings. Customer satisfaction plays an especially critical role in
highly competitive industries, where there is a tremendous difference between the
loyalty of merely satisfied and completely satisfied—or delighted—customers (see
Figure 12.5). For example, a study of retail banking customers showed that com-
pletely satisfied customers were nearly 42 percent more likely to be loyal than merely
satisfied customers.

To improve its customer satisfaction levels, a company must first find out how satis-
fied or dissatisfied its current customers actually are. One common way of measuring
satisfaction is to ask customers first to identify what factors are important in satisfying

|
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Source: Adapted and reprinted by permission of the Harvard Business Review. An exhibit from "Why Satisfied Customers Defect," by
Thomas O. Jones and W. Earl Sasser, Jr., November-December 1995, 91. Copyright © 1995 by the President and Fellows of Harvard
College; all rights reserved.
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them and then to evaluate the performance of a service provider and its competitors on
these factors. Many firms use a five-point scale to measure customer satisfaction, with
the following format:

1 = very dissatisfied

2 = somewhat dissatisfied
3 = neutral

4 = somewhat satisfied

5 = very satisfied

The results of these satisfaction surveys can be used to estimate the number of loyal cus-
tomers a firm has, as well as how many are at risk of defecting.

As shown in Figure 12.6, research indicates that customers with satisfaction ratings
of 0 to 3 are very likely to defect, whereas customers who rated themselves somewhat
satisfied (4) can be lured away by a competing service. Only customers with a satisfac-
tion rating of 5 are absolutely loyal. At the extremes of the scale are two customer
groups with particular significance to service providers: "terrorists" and "apostles."
Terrorists are every company's nightmare. They don't just defect—they make sure that
everyone else shares their anger and frustration, too. Often these customers had a bad
experience that was never corrected by the company; as a result, they are dedicated to
spreading as much negative word of mouth as possible. In contrast, the apostle is the
kind of customer of whom every service provider dreams; they are so satisfied with their
service experiences that they want to share their enthusiasm with others. They are
extremely loyal, and their obvious delight helps attract other customers. Creating apos-
tles and eliminating terrorists should be a key goal for every service provider.?*
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Source: James L. Heskett, W. Earl Sasser, Jr., and Leonard A. Schlesinger, The Service Profit Chain (New York: Free Press, 1997), 87.

FIGURE 12.6
"Apogtles’ and " Terrorists' on
the Satisfaction-Loyalty
Curve
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FIGURE 12.7
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Using Customer Satisfaction Information

Once a company has gathered satisfaction data from its customers, the next step is to
decide on the most appropriate strategies for increasing satisfaction levels. I1f most of the
satisfaction ratings fall in the 2—3 range, there is probably a problem with the firm's
delivery of the core service—the basic package of benefits that customers expect every
business in an industry to be able to provide. We can describe them as the "do-or-die"
elements of service. However, they may change as customer expectations increase, com-
petitive offerings improve, or new competitors enter the market. The solution for prob-
lems here is to make sure that a firm's basic product meets customer-defined industry
standards.

Neutral or satisfied customers (the 3s and 4s) are probably happy with the core ser-
vice but would like to have a consistent set of supplementary services that make the
basic product more effective or easier to use. Service providers with a high proportion
of neutral and satisfied customers need to increase their range of supporting services and
provide responsive service recovery processes so that customers don't slide into the dis-
satisfied category when problems do occur. Formalized service recovery programs can
help supplement the bundle of benefits provided by the core product and decrease the
liklihood that customers will defect to competitors' services.?

Completely satisfied customers believe that a company thoroughly understands and
addresses their own personal preferences, needs, expectations, and problems. Service
providers whose customer satisfaction ratings are 5s have obviously listened carefully to
their customers and, as a result, have been able to incorporate a significant number of
innovative elements into their core offerings. In time, competitors may copy the inno-
vator, so a firm that wishes to remain a leader must continually listen to customers and
find new ways to delight them.

Benefits of Customer Satisfaction Management

Although every successful marketer wants to provide a service that satisfies customers,
this isn't the only goal. Companies can't lose sight of other basic business goals such as
achieving a competitive advantage or making a profit. As Figure 12.7 shows, customer
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satisfaction provides many benefits for a firm, and higher levels of customer satisfaction
lead to greater customer loyalty. In the long run, it is more profitable to keep good cus-
tomers than to constantly attract and develop new customers to replace the ones who
leave. Highly satisfied customers spread positive word of mouth and in effect become a
walking, talking advertisement for a firm, which lowers the cost of attracting new cus-
tomers. This is particularly important for professional service providers (like dentists,
lawyers, engineers, or accountants), because reputation and word of mouth are key
information sources for new clients.”?

High levels of customer satisfaction are an insurance policy against something
going wrong. Long-term customers tend to be more forgiving in these situations,
because an occasional bad experience will be offset by previous positive ones, and satis-
fied customers are less susceptible to competitors' offerings. It's no wonder that many
companies place so much emphasis on customer satisfaction, given its positive relation-
ship to customer retention, market share, and profits.

Return on Quality

Many strategies to improve customer satisfaction are costly to design and implement.
Thoughtful managers ask: Which quality improvement efforts will provide the greatest
financial returns? This investment-oriented approach is called return on quality
(ROQ).2* A company's research and complaint data may show that some quality defects
are much more important to customers than others, and some defects cost more money
to fix. Moreover, not al quality improvement efforts will necessarily pay for themselves.
An ROQ approach can help a firm set priorities based on investing resources to fix
those defects that will subsequently yield the best financial returns.The objective should
be to undertake a systematic method for rank-ordering quality improvement efforts
according to their anticipated financial return.

Building a Quality Information System

Organizations that are known for providing excellent service quality are good at lis-
tening to both their customers and their front-line employees. To do this effectively,
companies need to create an ongoing service research process that provides managers
with useful, timely data. Information from service quality surveys—including how a
firm compares with its competitors—can help managers understand the effects of
changes in service quality and/or price on the firm's market share.”® As Leonard
Berry says in On Great Service, "Companies need to build a service quality infor-
mation system, notjust do a study. Conducting a service quality study is analogous
to taking a snapshot. Deeper insight and an understanding of the pattern of change
come from an ongoing series of snapshots taken of various subject matter from many
angles."*®

Berry recommends that ongoing research should be conducted through a portfolio
of research techniques that make up a firm's service quality information system. Possible
approaches include:

»- Post-transaction surveys

>- Total market surveys

>e Mystery shopping

>- New, declining, and former customer surveys
>e Focus groups

>- Employee field reporting

return on quality: the
financial return obtained
from investing in service
quality improvements.

service quality
information system: an
ongoing service research
process that provides timely,
useful data to managers
about customer satisfaction,
expectations, and perceptions
of quality.
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post-transaction surveys:
techniques to measure
customer satisfaction and
perceptions of service quality
while a specific service
experience is still fresh in the
customer s mind.

total market surveys;
periodic measurements of
customers overdl evaluations
of service quality based on
accumulated experience over
aperiod of time.

SERVICE DELIVERY ISSUES

Post-Transaction Surveys This approach is useful when the goal is to measure
customer satisfaction and perceptions about service experiences while they are still fresh
in the customer's mind. Post-transaction surveys are conducted right after a service
encounter or within a few days.?” (See the boxed story about Toys R! Us.) Many service
businesses, including hotels and restaurants, invite customers to complete questionnaires
on site (or to mail them back later). Some companies even offer incentives. For
example, the Olive Garden restaurant sometimes gives customers a discount on their
next meal if they complete the customer satisfaction survey that is provided with every
bill. Data of this nature may also be collected electronically. For instance, customers at
Einstein's Bagels can use a touch-activated screen that is located at the entrance to
record their impressions of service quality.

Total Market Surveys The purpose of total market surveys is to measure
customers' overall evaluations of service quality. Because such evaluations reflect
customers' accumulated experience over time (and because this type of data collection
is costly), these surveys are administered less frequently than transactional surveys.The
information collected should include customers' service expectations and perceptions,
the relative importance of different service dimensions, and customers' intentions about
repurchasing and making positive recommendations to others. Companies can also use
total market surveys to measure competitors' service quality. But they need to sample
both customers and noncustomers to get an accurate picture of their competitive

position.

ToysR Us Finds Out Why Customers

Aren't Playing There Anymore

For most of the 1990s, Toys'R'Us was the undisputed leader
among retailers of traditional toys. But in 1998, Wal-Mart sur-
passed Toys RUs in market share in this competitive market.
Worried Toys RUs executives quickly implemented a new strat-
egy—labeled "C3"—aimed at increasing sales, profits, and "most
importantly, winning back mom." C3 (which stands for “customer
friendly, cost effective, and concept for a long-term position") is
based on ongoing post-transaction surveys that poll customers

within 48 hours after they have completed a Toys "R 'Us transaction.

Using household information compiled from the national
daily transaction data stored in its centralized data warehouse,
the company identifies approximately 60,000 customers a year
who are then contacted by telephone to discuss their shopping
experiences at ToysR' Us. These customers are also asked about
any recent service encounters thay have had with competitors
like Wal-Mart, K-Mart, and Target. Data are collected in two dif-
ferent formats: numerical ratings in response to specific ques-
tions, and quantitative responses that are recorded verbatim.

Responses to the initial post-transaction surveys highlighted
some of the reasons that customers were defecting to competitors'
stores. Many respondents rated their customer satisfaction levels
as "poor," stating that ToysR Us sales clerks were rude and
unhelpful. Another complaint was that many popular toys were fre-
quently out-of-stock. The survey data also allowed Toys' R Us to
analyze the relationship between customer satisfaction and prof-
itability. Not surprisingly, customers who were delighted with their
shopping experiences were significantly more profitable over time
than those who were merely satisfied.

Armed with these results, Toys RUs has implemented an
aggressive campaign to make all of its stores more customer-
friendly. The number of out-of-stock incidents has been sig-
nificantly reduced. Customer satisfaction is measured at each
store every month through post-transaction surveys and mys-
tery shopping. Toys RUs stores that rank highly receive incen-
tives, while those that don't get additional customer service
training.

Source: Seth Mendieson, "Fixing a Broken Toy," Discount Merchandiser, February 1999; Ellen Simon, "Toys'R'Us Talking Up New Concept: Friendly Help is Key to Chain's Effort to Regain
No. 1 Status," Newark Star Ledger, 16 June, 1999; Ellen Simon, "“Toys'R'Us Tries to Make Shopping a ‘Magic' Moment," Newark Star Ledger, 22 June, 1999; and information presented by
Timothy Keiningham at the 9" Annual Frontiers in Services Conference, Nashville, TN, September 2000.
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Some marketers use a tool called SERVQUAL to gather this type of information
(see the box,"The SERVQUAL Scale").?® Customers are asked to complete a series of
scales that measure their expectations of a particular company on a wide array of spe-
cific service characteristics, including aspects of the five quality dimensions. They then
record their perceptions of actual service performance on these same characteristics.

SERVQUAL: a
standardized scale that
measures expectations and
perceptions about critical
quality dimensions.

When perceived performance ratings are lower than expectations, it is a sign of poor

quality; the reverse indicates good quality.

The SERVQUAL
Scale

The SERVQUAL scale includes five dimensions: tangibles, reliability,
responsiveness, assurance, and empathy. Within each dimension
are several items measured on a seven-point scale from strongly
agree to strongly disagree, for a total of 21 items.

SERVQUAL Questions

Note: For actual survey respondents, instructions are also included
and each statement is accompanied by a seven-point scale ranging
from "strongly agree = 7" to "strongly disagree = 1." Only the end
points of the scale are labeled—there are no words above the
numbers 2 through 6.

TANGIBLES

>« Excellent banks [refer to cable TV companies, hospitals, or
the appropriate service business throughout the question-

naire] will have modern-looking equipment.

>- The physical facilities at excellent banks will be visually
appealing.

>- Employees at excellent banks will be neat in appearance.

*- Materials associated with the service (like brochures or
statements) will be visually appealing in an excellent bank.

RELIABILITY
> \When excellent banks promise to do something by a cer-
tain time, they will do so.

» When customers have a problem, excellent banks will
show a sincere interest in solving it.

*- Excellent banks will perform the service right the first time.

5* Excellent banks will provide their services at the time they
promise to do so.

>e Excellent banks will insist on error-free records.

RESPONSIVENESS
>e Employees of excellent banks will tell customers exactly
when service will be performed.

>- Employees of excellent banks will give prompt service to
customers.

>> Employees of excellent banks will always be willing to help
customers.

>- Employees of excellent banks will never be too busy to
respond to customer requests.

ASSURANCE
>e The behavior of employees of excellent banks will instill
confidence in customers.

>- Customers of excellent banks will feel safe in their trans-
actions.

>- Employees of excellent banks will be consistently courte-
ous with customers.

>e Employees of excellent banks will have the knowledge to
answer customer questions.

EMPATHY

>- Excellent banks will give customers individual attention.

>e Excellent banks will have operating hours convenient to all
their customers.

>e Excellent banks will have employees who give customers
personal attention.

>- The employees of excellent banks will understand the spe-
cific needs of their customers.
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mystery shopping: a
research technique that
employs individuals posing as
ordinary customers in order
to obtain feedback on the
sarvice environment and
customer-employee
interactions.

focus groups: groups of
customers sharing certain
common characteristics who
are convened by researchers
for in-depth, moderator-led
discussions on specific topics.

SERVICE DELIVERY ISSUES

Mystery Shopping Companies sometimes hire individuals to pose as ordinary
customers and provide feedback about their service experiences. During their
unannounced visits to service sites, these "mystery shoppers" observe both the physical
environment and the interactions between customers and employees. One advantage of
mystery shopping is that it provides feedback on the performance of individual
service employees. This information can be used to reward exceptional performance, as
well as to identify employees who could benefit from additional training or coaching.
Companies like Wells Fargo Bank, Au Bon Pain, and Safeway use mystery shopping
regularly to improve their customer service.

Service providers should be sensitive to employees' feelings when using this
approach, because employees often feel that mystery shoppers are spying on them. Tips
for making mystery shopping successful include letting employees know what criteria
they are beingjudged on and evaluating service quality over a series of visits rather than
by a single encounter. For example, Au Bon Pain posts its criteria for service quality in
each store, along with a list of employees who have received outstanding scores from
mystery shoppers.

New, Declining, and Former Customer Surveys New customers can provide
information about what attracted them to a specific service provider, including the
impact of the firm's reputation and its marketing efforts. Surveys that monitor declining
patronage can identify the reasons and may predict future customer defections. Asking
former customers why they left can provide helpful—if sobering—information about
areas where a firm's service quality is deficient. Surveys of new, declining, or former
customers are easiest to do in businesses where customers use the service on a fairly
regular basis and sales transactions are recorded at the individual customer level. For
instance, Safeway supermarkets conduct this type of research by using their Safeway
Club "membership" cards to track each customer's purchases electronically over time.
Since customer-contact data are collected when customers apply for the card, Safeway
can easily contact new, declining, or former customers. The company also uses the
membership card to reward loyal customers with special discounts and cash rebates.

Focus Groups This research approach involves interviewing a group of
representative customers about a specific topic or issue. The discussions, which typically
last a couple of hours, are led by trained moderators who keep the participants—
typically six to ten in number—on task. Convening a focus group is a useful way to
get in-depth information about service problems and identify possible solutions. This
procedure can also be used to determine what criteria customers use to evaluate service
quality, to obtain feedback on a new service concept or a proposed marketing program,
or to find out how customers actually use different types of services. However, the
resulting information should not be projected onto an entire market segment without
additional quantitative research.

While most focus group research involves face-to-face conversations with partici-
pants, a few companies have gone high-tech. For example, the cable network
Nickelodeon conducts online focus groups with 8- to 12-year-old viewers to gather
their reactions to its programming and marketing. The company says the electronic
focus groups provide faster, cheaper data than traditional methods but warns that other
market research techniques should also be used.?

Employee Field Reporting Whereas most service quality data are collected from
customers, a firm's employees can aso be a valuable source of qualitative information.
Employee field reporting is a systematic method for finding out what employees learn
from their interactions with customers and their direct observations of customer



CHAPTER TWELVE + CREATING VALUE THROUGH PRODUCTIVITY AND QUALITY 279

behavior. Data can be collected from employees through written surveys, telephone
interviews, or focus groups. Employees can also record critical incidents that occur
during service encounters. For example, employees in a dentist's office can be asked to
record patients' reactions to all aspects of the service, including the physical
environment, new equipment, or personal interactions.

PRODUCTIVITY ISSUES FOR SERVICE FIRMS

As we mentioned at the beginning of this chapter, improving service quality for cus-
tomers in cost-effective ways is a key challenge for any service business. Companies
must try to increase productivity in ways that won't have a negative impact on customer
satisfaction or perceived quality. But what is productivity? Simply defined, productivity
measures how efficiently a company can transform inputs into outputs. Inputs vary
according to the nature of the business but may include labor (both physical and intel-
lectual), materials, energy, and capital (land, buildings, equipment, information systems,
and financial assets). Service outputs are the final outcomes of the service delivery
process as perceived and valued by customers. Improving productivity requires increas-
ing the ratio of outputs to inputs.

Measuring Service Productivity

The intangible nature of service performances often makes it difficult to measure the
productivity of service industries. The measurement task is perhaps the most straightfor-
ward in possession-processing services because many are quasi-manufacturing organiza-
tions, performing routine tasks with easily measurable inputs and outputs that often
include physical elements. Examples include quick-service garages, which change a car's
oil and rotate its tires, or fast-food restaurants, which offer limited and simple menus.
But the task is more complicated when the customer's vehicle has an engine problem,
or when the restaurant in question is famous for its varied and exotic cuisine.

In a people-processing service like a hospital, we can ook at the number of patients
treated in the course of a year and at the hospital's census, or average bed occupancy. But
how do we account for the different types of procedures performed—removal of can-
cerous tumors, treatment of diabetes, or setting of broken bones—and the almost
inevitable variability between one patient and another? And how do we evaluate the
difference in service outcomes? Some patients get better, some develop complications,
and some never recover. There are relatively few standardized procedures in medicine
that offer highly predictable outcomes.

Information-based services also pose measurement issues. How should we define
the output of a bank or a consulting firm? And how does an architect's output compare
to a lawyer's? Some lawyers like to boast about their billable hours. But what were they
actually doing during those hours, and how do we measure their output as opposed to
their fees? It's alleged that some lawyers strive to bill for more than 24 hours of work per
day, but is that really an accurate indication of productivity?

Finally, measuring productivity is a challenge for mental stimulus services like edu-
cation. Many universities are under pressure to document outputs, and they have been
struggling with how to measure the hours professors spend preparing for class, interact-
ing with students, providing service to the university and the community, and con-
tributing to their professional fields. And how do colleges (or their graduates) quantify
the value of a college degree? Or the value of a good professor versus a mediocre one?

Variability is a major problem in measuring service productivity. Unfortunately, tra-
ditional measures of service output tend to ignore variations in the quality of service
delivered and its perceived value to customers. In freight transportation, for instance, a

inputs; dl resources (labor,
materials, energy, and capital)
required to create service
offerings.

outputs: thefinal outcomes
of the service delivery
process as perceived and
valued by customers.
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Insights from Dilbert, by Scott
Adams: Overemphasis on
speed may result in curt and
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ton-mile of output for freight that is delivered late is treated the same for productivity
purposes as a similar shipment delivered on time.*° Another approach, counting the
number of customers served per unit of time, suffers from the same shortcoming. What
happens when an increase in the speed with which customers are served is achieved at
the expense of perceived quality? Suppose a hair stylist serves three customers per hour
and finds she can increase her output to four by giving what is technically just as good
a haircut but using a faster but noisier hair dryer, eliminating al conversation, and rush-
ing through the process. Even if the haircut is identical in quality, her customers may
rate the overall service experience less positively because it did not meet their expecta-
tions of an adequate (or desired) level of service on multiple dimensions.

Efficiency and Effectiveness in Service Productivity

Some researchers argue that productivity measures in a service context must incorpo-
rate both efficiency and effectiveness.®® Efficiency describes the degree to which an
activity generates a given quantity of outputs with a minimum consumption of inputs
(or the largest possible outputs from a given level of inputs). It relates the output to the
resources (input) used and is about doing things the right way. Effectiveness, by contrast,
is concerned with a firm's ability to attain a goal or purpose.The implication for service
managers is that they must measure the characteristics of service output with reference
to the goals set by the organization, since effectiveness is about doing the right things.

From this perspective, we can say that service productivity measures the ability of a
service organization to use its inputs for providing services with quality matching the
expectations of customers and can be presented as follows:

. o quantity and quality of output
Service productivity . . .
quantity and quality of input

Using quantitative measures of the volume of inputs and outputs (e.g., labor hours,
number of hours service is available, number of customers or transactions, etc.) is com-
plicated when there is a lot of variability in inputs and outputs. An alternative is to use
monetary measures, such as turnover relative to the total monetary value of inputs. In
order to link productivity to profitability, the monetary values of both input and output
must be determined, thus emphasizing the value added of the service process.

Productivity and Customer Satisfaction

The "productive" hair stylist described earlier illustrates an important issue for service
providers. Although many companies would like to increase both productivity
(defined in volume terms) and quality (defined in satisfaction terms), the two are not
always compatible. Managers may have to make trade-offs between quantity and quality,
especially when customer satisfaction and willingness to pay depend on customized ser-
vice provided directly by employees. High levels of productivity and customer satisfac-
tion are most profitable—and most possible—for companies like mail-order firms,
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clothing stores, and fast-food restaurants that provide a mixture of goods and services to
customers in a fairly standardized way. For example, the Taco Bell restaurant chain has
been very successful in making productivity improvements that both added to customer
satisfaction and had an extremely positive impact on profitability.

However, for companies whose outputs are more intangible—like airlines, banks,
and charter travel agencies—the greatest profits are associated with higher customer sat-
isfaction and a relatively lower volume of output per employee. A study of the hotel
industry showed that the value added (output revenues less input costs) rose significantly
with an increasing number of employees.  It's readily apparent that four-star and five-
star hotels offer a much higher ratio of employees to customers than lower-rated hotels
and are able to command much higher prices for their rooms. Thus, for more cus-
tomized services, the primary focus should be on increasing customer satisfaction. Firms
should make efficiency-based productivity improvements only if they are sure that the
changes will not negatively affect customers' perceptions of service quality.

Many attempts to improve service productivity tend to center on efforts to elimi-
nate waste and reduce labor costs. Cutbacks in front-stage staffing can mean either that
the remaining employees have to work harder and faster or that there are insufficient
personnel to serve customers promptly at busy times. Although employees may be able
to work faster for a brief period of time, few can maintain a rapid pace for extended
periods. They become exhausted, make mistakes, and treat customers in a disinterested
way.Workers who are trying to do two or three things at once (e.g., serving a customer
face to face while simultaneously answering the telephone and sorting papers) may do a
poor job on each task. Excessive pressure to improve productivity breeds discontent and
frustration among al employees. But it is especially difficult for customer-contact per-
sonnel, who are caught between trying to meet customer needs and attempting to
achieve management's productivity goals.

Even successful firms like United Parcel Service (UPS) have experienced customer
service declines because of the implementation of internal productivity improvement
strategies that were not directly linked to customer priorities.

For example, UPS made an assumption that on-time delivery was the most impor-
tant service quality feature for its customers.The company did time-and-motion studies
to see how delivery processes could be made more efficient and pushed its workers to
meet demanding delivery schedules. Much to its surprise, UPS discovered from its cus-
tomer satisfaction surveys that customers actually wanted more interaction time with its
drivers. After performing a return-on-quality analysis, the company designed a program
to allow drivers to spend more time with customers by relaxing delivery schedules and
hiring more drivers. Drivers received a small bonus for any sales leads they generated.
Cost estimates for the first year were $4.2 million, which was quickly offset by over $10
million in additional revenues.®*

Sometimes companies can use technology to streamline service processes in a way
that reduces costs and satisfies customers. For example, cost cutting was a very important
issue for Taco Bell because its strategy relied on providing customers with high-quality,
low-priced fast food. The company's "value menu" pricing meant that profit margins
were reduced. Cost reductions were mandatory, but what should be cut? Because
improved customer service was an important part of the new strategy, Taco Bell could
not easily improve productivity by decreasing its labor costs. Instead, it embarked on an
approach called "K-minus" (K stands for kitchen). By using technology to reduce the
labor intensity of food preparation, outsourcing some of the most time-intensive chores,
and turning restaurant kitchens into strictly food assembly areas, Taco Bell was able to
shrink the average kitchen size by 40 percent. Its restaurants moved from 70 percent
kitchen and 30 percent dining to 70 percent dining and 30 percent kitchen, freeing
both space and employees to serve customers. These dramatic changes significantly
reduced operating costs, and customer waiting time decreased more than 70 percent.
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Customer-Driven Approaches to Improving Productivity

In situations where customers are deeply involved in the service production process
(most typical in people-processing services), operations managers should examine how
customers' inputs can be made more productive. Marketing managers should be think-
ing about what marketing strategies can be employed to influence customers to behave
in more productive ways.Two strategies, in particular, may be helpful: changing the tim-
ing of customer demand and involving customers more actively in the production
process.

Changing the Timing of Customer Demand Managing demand in capacity-
constrained service businesses is a recurring theme in this book. Customers often
complain about crowding and congestion, reflecting time-of-day, seasonal, or other
cyclical peaks in demand. During the off-peak periods in those same cycles, managers
often worry that there are too few customers and that their facilities and staff are not
fully productive. By shifting demand away from peaks, managers can make better use of
their productive assets and provide better service.

However, some demand cannot easily be shifted without the cooperation of third
parties like employers and schools, who control working hours and holiday schedules.
To fill idle capacity during off-peak hours, marketers may need to target new market
segments with different needs and schedules, rather than focusing exclusively on current
segments. If the peaks and valleys of demand can be smoothed, using the tools and
strategies we've discussed in earlier chapters, productivity will improve.

Involving Customers More in Production Customers who assume a more active
role in service production and delivery can take over some labor tasks from the service
organization. Benefits for both parties may result when customers perform self-service.
Some technological innovations are designed to enable customers to perform tasks
previously undertaken by service employees. For instance, many companies are trying to
encourage customers to use a corporate Web site to obtain information and place
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orders, rather than telephoning customer service staff directly. For such changes to
succeed, Web sites must be made user-friendly and easy to "navigate" and customers
must be convinced that it is sofe to provide credit card information over the Internet.
Some companies have offered promotional incentives (like a credit of air miles to a
frequent flyer program or a discount on merchandise) to encourage customers to make
an initial reservation or place an order on the Web.

Restaurants, which have traditionally had a high labor component and relatively
low productivity, represent another service in which customers have been asked to do
more of the work. We've become accustomed to self-service salad bars and buffets.
Despite the reduction in personal service, this innovation has been positioned as a ben-
efit that lets customers select the foods they want, without delay, in the quantities they
desire.

Quality and productivity improvements often depend on customers' willingness
to learn new procedures, follow instructions, and interact cooperatively with
employees and other people. Customers who arrive at the service encounter with a
set of preexisting norms, values, and role definitions may resist change. In fact,
research results suggest that some customers may be more willing than others to
serve themselves.

A large-scale study presented respondents with the choice of a do-it-yourself
option versus traditional delivery systems at gas stations, banks, restaurants, hotels, air-
ports, and travel services. A particular scenario was outlined for each service, since
earlier interviews had determined that decisions to choose self-service options were
very situation specific, depending on such factors as time of day, weather conditions,
presence or absence of others in the party, and the perceived time and cost involved.
The results showed that in each instance a sizable proportion of respondents would
select the self-service option—even in the absence of time or monetary savings.
When these inducements were added, the proportions choosing self-service
increased. Further analysis showed an overlap for some respondents in terms of their
self-service behaviors across different services. If respondents didn't pump their own
fuel, for instance, they were less likely to use an ATM and more likely to prefer being
served by a bank clerk.

Conclusion

Service providers can't afford to consider productivity separately from quality. If the two
issues are totally divorced, operations managers may launch productivity efforts that will
degrade the service received by customers, and marketing managers may introduce ser-
vice quality programs that complicate operations, raise costs, and hurt profits. Successful
firms base their efforts to improve quality on an understanding of customers' expecta-
tions relative to different quality dimensions and analysis of service quality gaps that can
lead to dissatisfaction.When things go wrong, they seek the underlying causes and try to
prevent a recurrence. Their efforts to innovate often center on new approaches that will
enhance productivity and quality simultaneously.

Firms that succeed in providing high-quality service are good at listening to both
their customers and their employees, especially those in direct contact with customers.
They build information systems that use a variety of research techniques to measure
customer satisfaction and the quality of service delivered. However, measuring produc-
tivity can be difficult because of the intangible nature of service performances.
Unfortunately, many traditional measures of service outputs ignore variations in the
quality of service delivered and its perceived value to customers.
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Study Questions and Exercises

1.
2.

Define customer expectations and describe where they come from.

Discuss the three different levels of expectations. How are they related to a
customer's zone of tolerance?

Explain the difference between service quality and customer satisfaction.

Identify the seven gaps that can occur in service quality. What do you think
service marketers can do to prevent each of these gaps?

. What are the five dimensions customers use in evaluating service quality?

Explain the elements of a service quality information system and give examples
of each element.

How can firms learn from service failures?
Define productivity. Why is it hard to measure in services?

Why is productivity a more difficult issue for services than for many
manufactured goods? Explain the relationship between productivity and quality.
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Balancing Demand and Capacity

Cape Cod: A Seasonal
Tourist Destination

Cape Cod is a remarkable peninsula of narrow land, jutting out into the

Atlantic off the Massachusetts coast like a long arm, bent at the elbow.
Native Americans have lived there for thousands of years. The Pilgrims
landed there in 1619 but continued across Cape Cod Bay to found
Plymouth. Not long afterwards, more immigrants from England settled
on the Cape itself. Fishing, whaling, agriculture, and salt works were
among the principal industries in the nineteenth century. By the mid-
twentieth century, all but fishing had virtually disappeared and tourism
was beginning to assume some significance. Events in the early
1960s put the Cape firmly in the public eye. John F. Kennedy became
president of the United States and was regularly photographed at his
family's vacation home in Hyannisport. While in office he signed legis-
lation that created the Cape Cod National Seashore, preserving large
areas of the Outer Cape as a national park. And the song, "Old Cape
Cod," commissioned by tourism promoters and sung by popular vocal-
ist, Patti Page, unexpectedly climbed to the top of the charts and was
heard around the world. With its beaches and salt marshes, sand
dunes and fishing harbors, picturesque towns and lobster dinners, the
Cape rapidly became a destination resort, drawing millions of visitors
each year from New England, the Mid-Atlantic states, Eastern Canada,
and beyond. In season, thatis....

In summer, the Cape is a busy place. Colorful umbrellas sprout
like giant flowers along the miles of sandy beaches. The parking lots
are full. There are lines outside most restaurants and managers com-
plain about the difficulty of hiring and retaining sufficient serving staff.

Thousands of students take summer jobs on the Cape (many come
from Europe) and some employers recruit seasonal workers from
Caribbean countries such as Jamaica. Stores and movie theaters are
busy (especially when it rains). The Mid-Cape Highway is clogged.
Hotels and motels sport "no vacancy" signs. Fishing trips have to be
booked well in advance. Vacation cottages are rented, it's hard to get a
car reservation on the ferries to the islands of Nantucket or Martha's
Vineyard, and the visitor centers at the National Seashore are crowded
with tourists.

But return for a weekend in mid-winter, and what do you find? A
few walkers brave the chill winds on the otherwise empty beaches.
You can park in almost any legal space you wish. Many restaurants
have closed (their owners are wintering in Florida) and only the most
popular of the remaining establishments even bother to suggest reser-
vations. Student workers have gone back to college and employers
have laid off their seasonal workers.

It's rare in winter to be unable to see the movie of your choice at
your preferred time. The main problem on the Mid-Cape Highway is
being stopped for speeding. If a motel displays a "no vacancy" sign,
that means it's closed for the season; the open ones typically offer
bargain rates. Recreational fishing? You must be crazy—there may
even be ice on Cape Cod Bay! Owners of vacation cottages have
drained their water systems and boarded up the windows. You can
probably drive your vehicle straight onto one of the car ferries to the
islands (although the sailing schedules are more limited), and the



PRODUCT
ELEMENTS

PLACE, CYBERSPACE,
AND TIME

PROMOTION

AND EDUCATION :
PRICE AND OTHER Ay
USER OUTLAYS -

rangers at the visitor centers are happy to talk with the few visitors
who drop by during the shortened opening hours.

Faced with such a sharply peaked season, economic develop-
ment agencies are working to extend the Cape's tourism season
beyond the peak months of July and August, seeking to build demand
during the spring and fall months. Among their targets are tourists
from Europe, who appreciate the old-world charm of the Cape and
tend to spend more money than visitors from Boston or New York.

PRODUCTIVITY
AND QUALITY

© Learning Objectives

After reading this chapter, you should
be able to

=f£>  describe the forms that productive
capacity can take in a service
organization

==%> explainhow tousecapacity
management techniques to address
variations in demand

=£> understand the concept of demand
cycles

="> recognize different patterns of
demand and their underlying causes

="> formulate demand management
strategies appropriate to specific
situations
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inventory: for
manufacturing, physical
output stockpiled after
production for sde at alater
date; for services, future
output that has not yet been
reserved in advance, such as
the number of hotel rooms
till available for sde on a
given day.

excess demand: demand
for aservice at agiven time
exceeds the firm's ability to
meet customer needs.

excesscapacity: afirm's
capacity to create service
output is not fully utilized.

maximum capacity: the
upper limit to afirm'sability
to meet customer demand at
aparticular time.

optimum capacity: the
point beyond which a firm's
efforts to serve additional
customers will lead to a
perceived decline in service
quality.

SERVICE DELIVERY ISSUES

THE UPS AND DOWNS
OF DEMAND

Fluctuating demand for service, like that experienced by the retailers, movie theaters,
motels, restaurants, ferries, and other establishments on Cape Cod, is notjust found in vaca-
tion resorts. It's a problem for a huge cross-section of businesses serving both individual and
corporate customers. These demand fluctuations—which may be as long as a season of the
year or as short as an hourly cycle—play havoc with efficient use of productive assets.

Unlike manufacturing, service operations create a perishable inventory that cannot
be stockpiled for sale at a later date. That's a problem for any capacity-constrained service
that faces wide swings in demand. The problem is most commonly found among
services that process people or physical possessions, like transportation, lodging, food ser-
vice, repair and maintenance, entertainment, and health care. It also affects labor-intensive
information-processing services that face cyclical shifts in demand. University education
and accounting and tax preparation are cases in point.

This chapter—and the one that follows—address the question, How should we match
demand and productive capacity? T he task starts with defining the nature of the firm's pro-
ductive capacity, which may vary significantly from one industry to another. Managers
also need to document how demand levels vary, what factors explain those variations,
and under what circumstances demand exceeds available capacity. Armed with this
understanding, they should then be in a position to develop strategies for matching
demand and capacity.

From Excess Demand to Excess Capacity

At any given moment, a fixed-capacity service may face one of four conditions (see
Figure 13.1):

>- Excess demand—the level of demand exceeds maximum available capacity, with
the result that some customers are denied service and business is lost.

>- Demand exceeds optimum capacity—no one is actually turned away, but conditions
are crowded and dl customers are likely to perceive a decline in service quality.

>+ Demand and supply are well balanced at the level oj optimum capacity—staff and facil-
ities are busy without being overtaxed, and customers receive good service with-
out delays.

*- Excess capacity—demand is below optimum capacity and productive resources
are underutilized, resulting in low productivity. In some instances, this poses a
risk that customers may find the experience disappointing or have doubts about
the viability of the service.

You'll notice that we've drawn a distinction between maximum capacity and
optimum capacity. When demand exceeds the maximum available capacity, some
potential customers may be turned away and their business could be lost forever. When
the demand level is between optimum and maximum capacity, al customers can be served
but there's a risk that they may receive inferior service and thus become dissatisfied.

Sometimes optimum and maximum capacities are one and the same. At a live the-
ater or sports performance, a full house is very desirable since it stimulates the players
and creates a sense of excitement and audience participation. The net result is a more
satisfying experience for all. But with most other services, you probably feel that you get
better service if the facility is not operating at full capacity. The quality of restaurant ser-
vice, for instance, often deteriorates when every table is occupied. The employees are
rushed and there's a greater likelihood of errors or delays. And if you're traveling by air
you tend to feel more comfortable if the seat next to you is empty.
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There are two basic solutions to the problem of fluctuating demand. One is to
adjust the level of capacity to meet variations in demand. This approach, which involves
cooperation between operations and human resource management, requires an under-
standing of what constitutes productive capacity and how it may be increased or
decreased on an incremental basis. The second approach is to manage the level of
demand, using marketing strategies to smooth out the peaks and fill in the valleys to
generate a more consistent flow of requests for service. Astute firms employ a mix of
both strategies, which requires close collaboration between operations and marketing.

MEASURING AND MANAGING CAPACITY

Many service organizations are capacity constrained. There's an upper limit to their
capacity to serve additional customers at a particular point in time. They may also be
constrained in terms of being unable to reduce their productive capacity during periods
of low demand. In general, organizations that engage in physical processes like people
processing and possession processing are more likely to face capacity constraints than
those that engage in information-based processes. A radio station, for instance, may be
constrained in its geographic reach by the strength of its signal. But within that radius,
any number of listeners can tune in to a broadcast.

Defining Productive Capacity

What do we mean by productive capacity? The term refers to the resources or assets
that a firm can use to create goods and services. In a service context, productive capac-
ity can take at least five potential forms.

1. Physical facilities designed to contain customers that are used for delivering people-
processing or mental stimulus-processing services. Examples include medical
clinics, hotels, passenger aircraft, buses, restaurants, swimming pools, movie the-
aters, concert halls, executive education facilities, and college classrooms. In these
situations, the primary capacity constraint is likely to be defined in terms of fur-
nishings like beds, rooms, seats, tables, or desks. In some cases, local regulations
may set an upper limit in the interest of health or fire safety.

FIGURE 13.1

Implications of Variations in
Demand Réative to Capacity

productive capacity: the
extent of the facilities,
equipment, labor,
infrastructure, and other
assets available to afirm to
create output for its
customers.
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2. Physical facilities designed for storing or processing goods that either belong to cus-
tomers or are being offered to them for sale. Examples include supermarket
shelves, pipelines, warehouses, parking lots, freight containers, or railroad freight
wagons.

3. Physical equipment used to process people, possessions, or information may embrace a
huge range of items and be very situation specific—machinery, telephones, hair
dryers, computers, diagnostic equipment, airport security detectors, toll gates,
cooking ovens, bank ATMs, repair tools, and cash registers are among the many
items whose absence in sufficient numbers for a given level of demand can bring
service to a crawl (or a complete stop).

4. Labor is a key element of productive capacity in al high-contact services and
many low-contact ones. It may be used for both physical and mental work.
Staffing levels for customer-contact personnel, from restaurant servers to nurses
to telephone customer service personnel, need to be sufficient to meet antici-
pated demand—otherwise customers are kept waiting or service is rushed.
Human beings tend to be far more variable than equipment in their ability to
sustain consistent levels of output over time. One tired or poorly trained
employee staffing a single station in an assembly-line service operation like a
cafeteria restaurant or a motor vehicle license bureau can slow the entire service
to a crawl. Professional services are especially dependent on highly skilled staff to
create high value-added, information-based output. Abraham Lincoln captured
it well when he remarked, "A lawyer's time and expertise are his stock in trade."

5. Access to sufficient capacity in the public or private infrastructure is critical in order for
many organizations to deliver quality service to their own customers. Capacity
problems related to infrastructure may include busy telephone circuits, electrical
power failures (or "brown outs" caused by reduced voltage), congested airways
that lead to air traffic restrictions on flights, and traffic jams on major highways.

Stretching and Shrinking the Level of Capacity

Measures of capacity utilization include the number of hours (or percentage of total
available time) that facilities, labor, and equipment are productively employed in revenue
operation, and the percentage of available space (e.g., seats, cubic freight capacity,
telecommunications bandwidth) that is actually utilized in revenue operations. Some
capacity is elastic in its ability to absorb extra demand. A subway car, for instance, may
offer 40 seats and allow standing room for another 60 passengers with adequate handrail
and floor space for al. Yet at rush hours, when there have been delays on the line, per-
haps 200 standees can be accommodated under sardine-like conditions. Service person-
nel may be able to work at high levels of efficiency during these short periods of time,
but they would tire quickly and begin providing inferior service if required to work that
fast all day long.

Even where capacity appears fixed, as when it's based on the number of seats, there
may still be opportunities to accept extra business at busy times. Some airlines, for
example, increase the capacity of their aircraft by slightly reducing legroom throughout
the cabin and cramming in another couple of rows. A restaurant may add extra tables
and chairs. Upper limits to such practices are often set by safety standards or by the
capacity of supporting services, such as the kitchen.

Another strategy for stretching capacity within a given time frame is to utilize the
facilities for longer periods. Examples of this include restaurants that are open for early
dinners and late meals, universities that offer evening classes and summer semester pro-
grams, and airlines that extend their schedules from 14 to 20 hours a day. Alternatively,
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the average amount of time that customers (or their possessions) spend in the process
may be reduced. Sometimes this is achieved by minimizing slack time, as when the bill
is presented promptly to a group of diners relaxing at the table after a meal. In other
instances, it may be achieved by cutting back the level of service—like offering a sim-
pler menu at busy times of day.

Chasing Demand

Another set of options involves tailoring the overall level of capacity to match variations
in demand. This strategy is known as chase demand. There are several actions that
managers can take to adjust capacity as needed:

>- Schedule downtime during periods of low demand. To ensure that 100 percent of
capacity is available during peak periods, repairs and renovations should be con-
ducted when demand is expected to be low. Employee holidays should also be
taken during such periods (e.g., Cape Cod restaurant owners vacation in Florida
during the quiet winter months).

>e Use part-time employees. Many organizations hire extra workers during their
busiest periods. Examples include postal workers and retail store clerks during
the pre-Christmas season, extra staff in tax preparation firms at the end of the
financial year, and additional hotel employees during holiday periods and major
conventions.

>~ Rent or share extrafacilities and equipment. To limit investment in fixed assets, a
service business may be able to rent extra space or machines at peak times.
Firms with complementary demand patterns may enter into formal sharing
agreements.

>e Cross-train employees. Even when the service delivery system appears to be oper-
ating at full capacity, certain physical elements—and their attendant employ-
ees—may be under-utilized. |f employees can be cross-trained to perform avari-
ety of tasks, they can be shifted to bottleneck points as needed to help increase
total system capacity. In supermarkets, for instance, the manager may call on
stockers to operate cash registers when checkout queues start to get too long.
During slow periods, the cashiers may be asked to help stock shelves.

Creating Flexible Capacity

Sometimes the problem is not in the overall capacity but in the mix that's available to
serve the needs of different market segments. For example, on a given flight, an airline
may have too few seats in economy even though there are empty places in the business-
class cabin. A hotel may find itself short of suites when there are standard rooms still
available. One solution to this problem is to design physical facilities to be flexible. Some
hotels build rooms with connecting doors. With the door between two rooms locked,
the hotel can sell two bedrooms. With the door unlocked and one of the bedrooms
converted into a sitting room, the hotel can now offer a suite.

The Boeing Co. received what were described, tongue-in-cheek, as "outrageous
demands" from prospective customers in terms of flexible capacity when it was design-
ing its new 777 airliner. The airlines wanted an aircraft in which galleys and lavatories
could be relocated, plumbing and all, aimost anywhere in the cabin within a matter of
hours. Boeing gulped but solved this challenging problem (it was facing stiff competi-
tion from Airbus Industrie at the time). Airlines can rearrange the passenger cabin of the
"Triple Seven" within hours, reconfiguring it with varying numbers of seats allocated
among one, two, or three classes.

chase demand strategy:
adjusting the level of capacity
to meet the level of demand
at any given time.
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Emergency medical technicians
never know when their services
will next be needed.

Another good example of highly flexible capacity comes from an eco-tourism
operator in the South Island of New Zealand. During the spring, summer, and early
autumn months the firm provides guided walks and treks, and during the snow season
it offers cross-country skiing lessons and trips. Bookings al year round are processed
through a contracted telephone-answering service. Guides and instructors are employed
on a part-time basis as required. The firm has negotiated agreements to use national
parks, huts, and cabins, and it has an exclusive arrangement with a local sports goods
store that allows clients to purchase or rent equipment at reduced rates. As needed, the
company can arrange charter bus service for groups. The firm has the capacity to pro-
vide a wide range of services, yet the owners' capital investment in the business is
remarkably low.

Not al unsold productive capacity is wasted. Many firms take a strategic approach
to disposition of anticipated surplus capacity, allocating it in advance to build relation-
ships with customers, suppliers, employees, and intermediaries.® Possible applications
include free trials for prospective customers and for intermediaries who sell to end
users, customer or employee rewards, and bartering with the firm's own suppliers.
Among the most widely traded services are advertising space or airtime, airline seats,
and hotel rooms.

UNDERSTANDING THE PATTERNS
AND DETERMINANTS OF DEMAND

Now that we've covered capacity-related issues, let's look at the other side of the equa-
tion. To control variations in demand for a particular service, managers need to deter-
mine the answers to a series of important questions about the patterns of demand and
their underlying causes.*

As you think about some of the seemingly "random" causes of fluctuations in
demand, consider how rain and cold affect the use of indoor and outdoor recreational
or entertainment services. Then reflect on how heart attacks and births affect the
demand for hospital services. Imagine what it's like to be a police officer, firefighter, or
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ambulance driver—you never know exactly where your next cal will come from or
what the nature of the emergency will be. Finally, think about the impact of natural dis-
asters like earthquakes, tornadoes, and hurricanes, not only on emergency services but
also for disaster recovery specialists and insurance firms.

Random fluctuations are usually caused by factors beyond management's con-
trol. Where relevant, it's useful to record weather conditions and other special factors
(a strike, an accident, a big convention in town, a price change, launch of a compet-
ing service, etc.) that might have influenced demand. Detailed market analysis may

sometimes reveal that a predictable demand cycle is concealed within a broader, demand cycles aperiod of
seemingly random pattern. For example, while a convenience store might experi- time during which the level
ence wide swings in daily patronage, research may indicate that a core group of cus- of demand for a service will
tomers visits every weekday to buy staple items such as newspapers, candy, and lot-  increase and decreasein a

tery tickets. somewhat predictable way

. . . . . . . before repeating itself.
A repair and maintenance shop servicing industrial electrical equipment may P 9

already know that a certain proportion of its work consists of regularly scheduled
contracts to perform preventive maintenance.The balance may come from "walk-in"
business and emergency repairs. While it might seem hard to predict or control the
timing and volume of such work, further analysis could show that walk-in business
was more prevalent on some days of the week than others and that emergency
repairs were frequently requested following damage sustained during thunderstorms
(which tend to be seasonal in nature and can often be forecast a day or two in
advance).

Questions About the Patterns of
Demand and Their Underlying Causes

Do demand levels seem to change randomly?

1. Dod d levels foll dictabl le?
0 demand leves Tollow a predictable cycle If so, could the underlying causes be:

If s0, is the duration of the d d cycle:
S0, 15 fhe durafion ofne demand cycle >- day-to-day changes in the weather

>e one day (varies by hour; L
y( y ) >- health events whose occurrence cannot be pinpointed

s* one week (varies by day) exactly

»- one month (varies by day or by week) >> accidents, fires, and certain criminal activities

>e One year (varies by month or by season; or reflects annual
public holidays)

>- natural disasters, from earthquakes to storms to mud-
slides and volcanic eruptions

»- some other period Can demand for a particular service over time be disag-

2. What are the underlying causes of these cyclical variations? gregated by market segment?

>- employment schedules

>- billing and tax payment/refund cycles

*- wage and salary payment dates

>- school hours and vacations

>- seasonal changes in climate

5* occurrence of public or religious holidays

»- natural cycles, such as coastal tides

If so, do demand patterns reflect:

>» use patterns by a particular type of customer or for a par-
ticular purpose?

>- variations in the net profitability of each completed trans-
action?
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Analyzing Demand by Market Segment

No strategy for smoothing demand is likely to succeed unless it's based on an under-
standing of why customers from a specific market segment choose to use the service
when they do. For example, it's difficult for hotels to convince business travelers to
remain on Saturday nights since few executives do business away from home over the
weekend. Instead, many hotels promote weekend use of their facilities for conferences
or pleasure travel. Attempts to get commuters to shift their travel to off-peak periods
will probably fail too, since such travel is determined by people's employment hours.
Instead, efforts should be directed at employers to persuade them to adopt flextime or
staggered working hours. Resort areas like Cape Cod may have good opportunities to
build business during the "shoulder seasons" of spring and fal (which some consider the
most attractive times to visit the Cape) by adapting the mix and focus of services to
appeal to new target segments. For example, different attractions could be promoted—
like hiking, bird watching, visiting museums, and looking for bargains in antique stores.

Discouraging Demand
for Nonemergency Calls

Have you ever wondered what it's like to be a dispatcher for an
emergency service such as 911 in the United States or 999 in
Britain? Imagine yourself in the huge communications room at
police headquarters in New York City. A gray-haired sergeant is
talking patiently by phone to a woman who has dialed 911 because
her cat has run up atree and she's afraid it's stuck there. "Ma'am,
have you ever seen a cat skeleton in a tree?" the sergeant asks her.
"All those cats get down somehow, don't they?" After the woman
has hung up, the sergeant turns to a visitor and shrugs. "These
kinds of calls keep pouring in," he says. "What can you do?" The
trouble is, when people call the emergency number with com-
plaints about noisy parties next door, pleas to rescue cats, or
requests to turn off leaking fire hydrants, there may be slower
response times to fires, heart attacks, or violent crimes.

At one point, the situation in New York City got so bad that
officials were forced to develop a marketing campaign to dis-
courage people from making inappropriate requests for emer-
gency assistance through the 911 telephone number. The prob-
lem was that what might seem like an emergency to the caller
was not a life- (or property-) threatening situation of the type
that the city's emergency services were designed to resolve. So
a communications campaign, using a variety of media, was
developed to urge people not to call 911 unless they were
reporting a dangerous emergency. For help in resolving other
problems, they were asked to call their local police station or
other city agencies. The ad shown here appeared on New York
buses and subways.

SAVE 911 for the real thing

CALL YOUR PRECINCT OR CITY AGENCY
WHEN IT'S NOT A DANGEROUS EMERGENCY

(noisy party, open hydrant, abandoned car, etc.)

NEW YORK CITY'S
DANGEROUS EMERGENCY
NUMBER
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Keeping good records of customer transactions helps when it comes to analyzing
demand patterns by market segment. Computer-based services can track customer con-
sumption patterns by date and time of day automatically and enter them into a com-
pany's database. For example, Harrah's recently installed magnetic card readers at its slot
machines and gaming tables to track casino customers' gambling behavior. Customers
are issued Total Gold cards that they swipe through the magnetic readers before gam-
bling to earn reward points that are redeemable at any Harrah's location.This allows the
company to collect accurate information about when customers visit its casinos and
how much they spend by day, by week, and by trip.

If each customer transaction is recorded separately and backed up by detailed notes
(as in a medical or dental visit, or an accountant's audit), then the task of analyzing
demand by market segment is greatly simplified. In subscription and charge account
services, when each customer's identity is known and itemized monthly bills are sent,
managers can gain immediate insights into usage patterns. Some services, such as tele-
phone and electrical, even have the ability to track subscriber consumption patterns by
time of day. Although this data may not aways yield specific information on the pur-
pose for which the service is being used, it is often possible to make informed judg-
ments about the volume of sales generated by different user groups.

Sometimes it is in a firm's best interest to discourage demand from certain types of
customers—or at least to encourage these customers to use the services at nonpeak
times. Some requests for service are inappropriate and make it difficult for the organiza-
tion to respond to the legitimate needs of its target segments. Discouraging undesir -
able demand through marketing campaigns or screening procedures may help keep
peak demand levels within the service capacity of the organization.

Multiple Influences on Demand

Periodic cycles influencing demand for a particular service can vary in length from one
day to one year. In many instances, multiple cycles may operate simultaneously. For exam-
ple, demand levels for public transportation may differ by time of day (highest during
commute hours), day of week (less travel to work on weekends but more leisure travel),
and season of year (more travel by tourists in summer). The demand for service during the
peak period on a Monday in summer may be different from the level during the peak
period on a Saturday in winter, reflecting day-of-week and seasonal variationsjointly.
Figure 13.2 shows how the combination of four time-of-day periods (morning
peak, midday, afternoon peak, evening/night), two day-of-week periods (weekday,
weekend), and three seasonal periods (peak, shoulder, off-peak) can be combined to cre-
ate 24 different demand periods. In theory, each of these might have its own distinct

Season of Year
Off-peak Shoulder Peak

Morning
peak

Midday

Afternoon
peak

Evegs PP et - - - FIGURE 13.2
. o Identifying Variations in
e S S Demand by Time Period

Time of Day

undesirable demand:
requests for service that
conflict with the
organization's mission,
priorities, or capabilities.
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demand level (at a given price) and customer profiles (with resulting differences in
needs and expectations). But in practice, analysis might show close similarities between
many of the periods. This would make it possible to collapse the framework into a total
of three to six cells, each requiring a distinct marketing treatment to optimize the use of
available capacity and obtain the most desirable customer mix.

STRATEGIES FOR MANAGING DEMAND

Many services, such as health care or repair and maintenance, involve multiple actions
delivered sequentially. What this means is that a service organization's capacity to satisfy
demand is constrained by one or more elements of its productive capacity—its physical
facilities, equipment, personnel, or the number and sequence of services provided.
Consequently, financial success in capacity-constrained businesses is, in large measure, a
function of management's ability to use productive capacity as efficiently and as profitably
as possible. Services involving tangible actions to customers or their possessions are more
likely to be subject to capacity constraints than are information-based services. In the lat-
ter instance, however, similar capacity problems may occur when customers are obliged to
come to a service site for delivery, as in live entertainment or traditional retail banking.

In a well-designed, well-managed service operation, the capacity of the facility, sup-
porting equipment, and service personnel will be in balance. Sequential operations will
be designed to minimize the risk of bottlenecks at any point in the process. This ideal,
however, may prove difficult to achieve. The level of demand may vary, often randomly,
and the time and effort required to process each person or thing may vary widely at any
point in the process. In general, processing times for people are more variable than for
objects or things, reflecting varying levels of customer preparedness ("l've lost my credit
card"), argumentative versus cooperative personalities ("If you won't give me a table
with a view, I'll have to ask for your supervisor"), and so forth. But information-
processing and possession-processing service tasks are not necessarily homogeneous
either. For both professional services and repairjobs, service delivery times vary accord-
ing to the nature of the customers' needs.

Managing Demand Under Different Conditions

There are five basic approaches to managing demand. The first, which has the virtue of
simplicity but little else, involves taking no action and leaving demand to find its own levels.
Eventually customers learn from experience or word-of-mouth when they can expect
to stand in line to use the service and when it will be available without delay. The prob-
lem is that they may also learn about a competitor who is more responsive.

More strategic approaches attempt to influence the level of demand at any given
time by taking active steps to reduce demand in peak periods and increase demand when there
is excess capacity..Two additional strategies involve inventorying demand until capacity becomes
available. A firm can accomplish this either by introducing a reservations system that
promises customers access to capacity at specified times, or by creating formalized queuing
systems (or by a combination of the two).

Table 13.1 links these five approaches to the two problem situations of excess
demand and excess capacity and provides a brief strategic commentary on each. Many
service businesses face both situations at different points in their demand cycles and
should consider using one or more of the strategies described above.

Using Marketing Strategies to Shape Demand Patterns

Four of the 8Ps play a part in stimulating demand during periods of excess capacity and
decreasing it during periods of insufficient capacity. Price is often the first variable com-
panies use to bring demand and supply into balance, but changes in product, distribu-
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Capacity Situation Relative to Demand TA B L E 131
Alternative Demand
Approach Used to Insufficient Capacity Excess Capacity Management Strategies for
Manage Demand (Excess Demand) (Insufficient Demand) Different Capacity Situations
Take no action Unorganized queuing results Capacity is wasted (customers
(may irritate customers and may have a disappointing
discourage future use) experience for services like
theater)
Reduce demand Higher prices will increase Take no action (but see above)

profits; communication can
encourage usage in other
time slots (can this effort be
focused on less profitable and
desirable segments?)

Increase demand Take no action, unless Lower prices selectively (try to
opportunities exist to stimulate avoid cannibalizing existing
(and give priority to) more business; ensure all relevant
profitable segments costs are covered); use

communications and variation
in products and distribution
(but recognize extra costs, if
any, and make sure
appropriate trade-offs are
made between profitability and
usage levels)

Inventory demand by Consider priority system for Clarify that space is available
reservation system most desirable segments; and that no reservations are
make other customers shift to needed

outside peak period or to
future peak

Inventory demand by Consider override for most Not applicable
formalized queuing desirable segments; try to

keep waiting customers

occupied and comfortable; try

to predict wait period

accurately

tion strategy, and communication efforts can also play an important role. Although we
discuss each element separately here, effective demand management efforts often
require changes in two or more elements simultaneously.

Price and Other User Outlays One of the most direct ways of reducing excess
demand at peak periods is to charge customers more money to use the service during
those times. Increases in nonfinancial outlays may have a similar effect. For instance, if
customers learn that they are likely to spend more time and physical effort during peak
periods, this information may lead those who dislike waiting in crowded and unpleasant
conditions to try later (or to use an arm's length delivery alternative like the Internet or
self-service machines). Similarly, the lure of cheaper prices and an expectation of no
waiting may encourage at least some people to change the timing of their consumption
behavior.

For the monetary price of a service to be effective as a demand management tool,
managers must have some sense of the shape and slope of a product's demand curve—
that is, how the quantity of service demanded responds to increases or decreases in the
price per unit at a particular point in time (Figure 13.3 shows a sample demand curve).
It's important to determine whether the demand curve for a specific service varies
sharply from one time period to another. (For example, will the same person be willing
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FIGURE 13.3  esfemubet Sae T b mrttsrohie o b ot Sl Uem et ns

Differing Demand Curves for
Business Travelers and Tourists Price per

in High and Low Seasons Room Night

(Hypothetical Hotel Example)

Quantity of Rooms Demanded at Each Price
by Travelers in Each Segment in Each Season

B, = business travelers in high season
B, = business travelers in low season
T, = tourists in high season

T, = tourists in low season

to pay more for a weekend stay in a hotel on Cape Cod in summer than in winter? The
answer is probably "y®-") If so, significantly different pricing schemes may be needed to
fill capacity in each time period. To complicate matters further, there may be separate
demand curves for different segments within each time period (for instance, business
travelers are typically less price sensitive than vacationers).

One of the most difficult tasks facing service marketers is to determine the
nature of all these different demand curves. Research, trial and error, and analysis of
parallel situations in other locations or in comparable services are al ways of obtain-
ing an understanding of the situation. Many service businesses explicitly recognize
the existence of different demand curves by establishing distinct classes of service,
each priced at levels appropriate to the demand curve of a particular segment. In
essence, each segment receives a variation of the basic product, with value being
added to the core service through supplementary services to appeal to higher-paying
segments. For instance, first-class service on airlines offers travelers larger seats, free
drinks, and better food. In computer and printing service firms, product enhance-
ment takes the form of faster turnaround and more specialized services; and in
hotels, a distinction is made between rooms of different size and amenities, and dif-
ferent types of views. The Outrigger Hotel on the Big Island of Hawaii charges pre-
mium prices for its ocean view suites and rooms. Rooms overlooking the hotel gar-
dens and golf course are in the middle of the hotel's pricing tier, while parking lot
views command the lowest prices.

When capacity is constrained, the goal in a profit-seeking business should be to
ensure that as much capacity as possible is utilized by the most profitable segments avail-
able at any given time. Airlines, for instance, hold a certain number of seats for business
passengers paying full fare and place restrictive conditions on excursion fares for tourists
(such as requiring advance purchase and a Saturday night stay) in order to prevent busi-
ness travelers from taking advantage of cheap fares designed to attract tourists who can
help fill the aircraft.
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Changing Product Elements Although pricing is often a commonly advocated
method of balancing supply and demand, it is not quite as universally feasible for services as
for goods. A rather obvious example is provided by the respective demand problems of a ski
manufacturer and a ski slope operator.The manufacturer can either produce for inventory or
try to sdl skis in the spring and summer at a discount. If the skis are sufficiently discounted,
some customers will buy early in order to save money. However, in the absence of skiing
opportunities, no skiers would buy lift tickets for use on a midsummer day at any price. So,
to encourage summer use of the lifts, the operator has to change the service offering.

Similar thinking prevails in a variety of other businesses that undergo significant
modifications according to the season. For example, tax preparation firms like H& R
Block offer bookkeeping and consulting services to small businesses in slack months.
Educational institutions offer weekend and summer programs for adults and senior cit-
izens. Small pleasure boats offer cruises in the summer and a dockside venue for private
functions in winter months. And resort hotels sharply alter the mix and focus of their
peripheral services like dining, entertainment, and sports to reflect customer preferences
in different seasons. All of these firms recognize that no amount of price discounting is
likely to develop business out of season.

Summer on the
i Sopes

Most large ski resorts look for a variety of additional ways to
Ski resorts traditionally shut down once the snow melted and the  jtract guests to their hotels and rental homes during the summer.
slopes became unskiable. The chairlifts stopped operating, the  \whjle hikers and mountain bikers come to ride the lifts up the

restaurants closed, and the lodges were locked and shuttered until mountain at Mont Tremblant, Quebec, others come to enjoy swim-
winter approached and the snows fell again. However, some skioper-  ming and water sports on the attractive lake beside the resort.
ators recognized that mountains offer summer pleasures, too, and  Additional attractions include a championship golf course, tennis,
started keeping lodging and restaurants open for hikers and picnick- roller-blading, and a children's day camp.

ers. Some even built Alpine Slides—curving tracks in which wheeled
toboggans could run from the summit to the base—to create demand
for tickets on the ski lifts. With the construction of new condominiums,
demand increased for warm-weather activities as the owners flocked
to the mountains in summer and early fail.

The arrival of the mountain biking craze in the 1980s created
opportunities for equipment rentals as well as chairlift rides.
Kilington Resort in Vermont has long encouraged summer visitors to
ride to the summit, see the view, and eat at the mountaintop restau-
rant. But now it also enjoys a booming business in renting mountain
bikes and related equipment (such as helmets). Beside the base
lodge, where in winter skiers would find rack after rack of skis for
rent, the summer visitor can now choose from rows of mountain
bikes. Bikers transport their vehicles up to the summit on specially
equipped lift-chairs, and then ride them down designated trails.
Serious hikers reverse the process by climbing to the summit via
trails that seek to avoid descending bikes. They get refreshments at
the restaurant, and then take the chairlift back down to the base.

Once in a while, a biker will actually choose to ride up the mountain, Riding the chairlift up Mont Tremblant to hike and bike
but such gluttons for punishment are few and far between. rather than ski.
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There can be variations in the product offering even during the course of a 24-
hour period. Some restaurants provide a good example of this, marking the passage of
the hours by changing menus and levels of service, variations in lighting and decor,
opening and closing the bar, and the presence or absence of entertainment.The intent is
to appeal to different needs within the same group of customers, to reach out to differ-
ent customer segments, or to do both, according to the time of day.

Modifying the Place and Time of Delivery  Some firms attempt to modify demand
for a service by changing the time and place of delivery by choosing one of two basic
options.The first strategy involves varying the times when the service is available to reflect changes
in customer preference by day of week, by season, and so forth. Theaters and cinema
complexes often offer matinees on weekends when people have more leisure time. During
the summer, cafes and restaurants may stay open later because of daylight savings time and
the general inclination of people to enjoy the longer, warmer evenings outdoors. Retail
shops may extend their hours in the pre-Christmas season or during school holiday periods.

A second strategy involves offering the service to customers at a new location. One approach
is to operate mobile units that take the service to customers rather than requiring them to
visit fixed-site service locations. Examples include traveling libraries, mobile car wash and
windshield repair services, in-ofBce tailoring services, home-delivered meals and catering
services, and vans equipped with primary care medical facilities. A cleaning and repair firm
that wishes to generate business during low-demand periods might offer free pickup and
delivery during these times for portable items that need servicing. Alternatively, service
firms whose productive assets are mobile may choose to follow the market when that, too,
is mobile. For instance, some car rental firms establish seasonal branch offices in resort
communities. In these locations, they will tailor the schedule of service hours (as well as
certain product features) to meet local needs and preferences.

Customers using information-based services can be offered a cyberspace option, in the
form of Internet or telephone-based delivery from a remote server or core center.
Networked systems allow firms to transfer demand across time zones to locations where
capacity is readily available.

Promotion and Education Communication efforts alone may be able to help
smooth demand even if the other variables of the marketing mix remain unchanged.
Signage, advertising, publicity, and sales messages can be used to educate customers about
the timing of peak periods and encourage them to use the service at off-peak times when
there will be fewer delays. Examples include requests and incentives to "Mail Early for
Christmas," public transportation messages urging noncommuters like shoppers or tourists
to avoid the overcrowded conditions of the commute hours, and communications from
sales reps for industrial maintenance firms advising customers of time periods when
preventive maintenance work can be done quickly. Management can ask service
personnel (or intermediaries such as travel agents) to encourage customers with
discretionary schedules to favor off-peak periods. Short-term promotions, combining
both pricing and communication elements as well as other incentives, may also provide
customers with attractive incentives to shift the timing of service usage.

Conclusion

Several of the 8Ps of integrated service management underlie the discussion in this
chapter. The first is productivity. Since many capacity-constrained service organizations
have heavy fixed costs, even modest improvements in capacity utilization can have a sig-
nificant effect on the bottom line. In this chapter we have explored how managers can
transform fixed costs into variable costs through such strategies as using rented facilities
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or part-time labor. Creating a more flexible approach to productive capacity allows a
firm to adopt a "chase demand" strategy, thereby improving productivity.

Decisions about place, cyberspace, and time are closely associated with balancing
demand and capacity. Demand is often a function of where the service is located and
when it is offered. As we saw with the opening example of Cape Cod, the appeal of
many destinations varies seasonally. Marketing strategies involving the use of price and
other user outlays, product elements, and promotion and education are often useful in managing
the level of demand for a service at a particular place and time.

Study Questions and Exercises

1. Review each of the services described in the opening story about Cape Cod. Are
there any that might attract increased business in nonpeak seasons by changing
some part of their marketing mix? If so, what strategies would you suggest to
increase off-season demand?

2. Why is capacity management particularly important in a service setting?
3. What does "inventory" mean for service firms and why is it perishable?

4. What is the difference between maximum capacity and optimal capacity? Provide
examples of (8) a situation where the two might be the same, and (b) a situation
where they might be different.

5. Select a specific service provider and discuss variations in demand that it experiences
relative capacity with reference to Figure 13.1.What is the nature of this service
organization's approach to capacity and demand management? What changes would
you recommend in relation to its management of capacity and demand and why?

6. What does the term "chasing demand" mean? Describe the actions that firms can
take in pursuing a chase demand strategy.

7. Choose a service organization and describe its demand cycles based on the
questions about the patterns of demand and their underlying causes described in
the boxed material on page 293.

8. Provide examples of service providers in your community (or region) that
encourage business during what would otherwise be periods of low demand by
(@ changing their pricing, (b) changing product elements, (c) modifying the place
and time of service delivery, and (d) using promotional and educational tools.
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Managing Customer Waiting
Linesand Reservations

Cutting the Wait for Customers
In_Retail Banking

How should a big retail bank respond to increased competition from
new financial service providers? A large bank in Chicago decided that
enhancing service to its customers would be an important element in
its strategy." One opportunity for improvement was to reduce the
amount of time that customers spent waiting in line for service in the
bank's retail branches—a frequent source of complaints. Recognizing
that no single action could resolve the problem satisfactorily, the bank
adopted a three-pronged approach.

First, technological improvements were made to the service
operation, starting with introduction of an electronic queuing system
that not only routed customers to the next available teller station but
also provided supervisors with online information to help match
staffing to customer demand. Meantime, computer enhancements
provided tellers with more information about their customers, enabling
them to handle more requests without leaving their stations. And new
cash machines for tellers saved them from selecting bills and counting
them twice (yielding a time savings of 30 seconds for each cash with-
drawal transaction).

Second, changes were made to human resource strategies.
The bank adopted a new job description for teller managers that
made them responsible for customer queuing times and expediting
transactions. It created an officer-of-the-day program, where a des-
ignated officer was equipped with a beeper and assigned to help

staff with complicated transactions that might otherwise slow them
down. A new job category of peak-time teller was introduced, paying
premium wages for 12 to 18 hours of work a week. Existing full-time
tellers were given cash incentives and recognition to reward
improved productivity on predicted high-volume days. Management
also reorganized meal arrangements. On busy days, lunch breaks
were reduced to half-hour periods and staff received catered meals;
in addition, the bank cafeteria was opened earlier to serve peak-time
tellers.

A third set of changes centered on customer-oriented
improvements to the delivery system. Quick-drop desks were
established on busy days to handle deposits and simple requests,
while newly created express teller stations were reserved for
deposits and check cashing. Lobby hours were expanded from 38
to 56 hours a week, including Sundays. A customer brochure, How
to Lose Wait, alerted customers to busy periods and suggested
ways of avoiding delays.

Subsequently, internal measures and customer surveys showed
that the improvements had not only reduced customer wait times but
also increased customer perceptions that this bank was "the best"
bank in the region for minimal waits in teller lines. Studies also showed
that extended lobby hours had transferred some of the "noon rush”
customers to before-work and after-work time periods.
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After reading this chapter, you should
be able to

recognize the different queue designs
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queue: aline of people,
vehicles, other physical
objects, or intangible items
waiting their turn to be
served or processed.

WAITING TO GET PROCESSED

It's estimated that Americans spend 37 billion hours a year (an average of ailmost 150
hours per person) waiting in lines, "during which time they fret, fidget, and scowl,"
according to The Washington Post.? Similar (or worse) situations seem to prevail around
the world. Richard Larson suggests that, when everything is added up, the average per-
son may spend as much as half-an-hour per day waiting in line, which would translate
to 20 months of waiting in an 80-year lifetime!®

Nobody likes to be kept waiting. It's boring, wastes time, and is sometimes physically
uncomfortable. And yet waiting for a service process is an almost universal phenomenon.
Like the bank in our opening vignette, virtually every organization faces the problem of
waiting lines somewhere in its operation. People are kept waiting on the phone, they line
up with their supermarket carts to check out their grocery purchases, and they wait for
their bills after a restaurant meal. They sit in their cars waiting for traffic lights to change, to
enter drive-in car washes, and to pay at tollbooths.

Physical and inanimate objects wait for processing, too. E-mails pile up in an exec-
utive's in-box, equipment sits on racks waiting to be fixed at a repair shop, checks wait
to be cleared at a bank, an incoming phone call waits to be switched to a customer ser-
vice rep. In each case, a customer is waiting for the outcome of that work.

As the previous examples suggest, not all queues take the form of a physical waiting
line in a single location. Some queues are geographically dispersed. For example, travel-
ers wait at many different locations for the taxis they have ordered by phone to arrive
and pick them up. And some queues are virtual rather than physical. When customers
deal with a service supplier at arm's length, as in information-processing services, they
interact from home, office, or college using telecommunication channels like voice tele-
phone or the Internet. Calls are typically answered in the order received, often requir-
ing customers to wait their turn in a virtual line. The advent of sophisticated Web sites
has created additional opportunities for virtual waits. Although companies often pro-
mote the time savings that can be obtained, accessing the Web can sometimes be slow
due to the virtual queuing that occurs when too many customers try to log on to a
company's site or use the same server to go online simultaneously.

In an ideal world, nobody would ever have to wait to conduct a transaction at a service
organization. But since services are performances, they can't typically be stored for later use
during periods of excess demand. For example, a bank teller cannot prepackage a check-
cashing transaction for the following day—it must be done in real time. This results in
delays in service delivery when too many people want the same service at the same time.

As we discussed in Chapter 13, there are a number of ways to balance supply and
demand. But what should a manager do when the possibilities for shaping demand and
adjusting capacity have been exhausted, and supply and demand are still out of balance?
Leaving customers to sort things out themselves is no recipe for service quality or cus-
tomer satisfaction. Rather than allowing matters to degenerate into a random free-for-
al, customer-oriented firms implement strategies for ensuring order, predictability, and
fairness in their service delivery processes. In businesses where demand regularly
exceeds supply, managers often try to manage demand in one of two ways: (1) by asking
customers to wait in line (queuing), usually on a first-come, first-served basis; or (2) by
offering them the opportunity to reserve or book space in advance.

The Nature of Queues

Waiting lines—known to operations researchers (and also the British) as " queues" *—

occur whenever the number of arrivals at a facility exceeds the capacity of the system to
process them. Queues are basically a symptom of unresolved capacity management
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1. The customer population—the population from which demands for service originate (sometimes known to
operations researchers as the "calling population”)

. The arrival process—the times and volumes of customer requests for service

. Balking—a decision by an arriving customer not to join a queue

. Queue configuration—the design of a system in terms of the number, location, and arrangement of waiting lines

. Reneging—a decision by a customer already in a queue who has not yet been served to leave the line rather than
wait any longer

. Customer selection policies—formal or ad hoc policies about whom to serve next (also known as queue discipline)

7. The service process—the physical design of the service delivery system, the roles assigned to customers and

service personnel, and the flexibility to vary system capacity

a s wdN
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problems. The analysis and modeling of waiting lines is a well-established branch of
operations management. Queuing theory has been traced back to 1917, when a Danish
telephone engineer was given the responsibility of determining how large the switching
unit in a telephone system had to be to keep the number of busy signals within reason.

Queuing systems can be divided into seven elements, as shown in Table 14.1. Let's
take a look at each, recognizing that strategies for managing waiting lines can exercise
more control over some elements than others.

Customer Population When planning queuing systems, operations managers need
to know who their customers are and something about their needs and expectations.
There is a big difference between a badly injured patient arriving at a hospital
emergency unit and a sports fan arriving at a stadium ticket office—obviously, the
hospital needs to be more geared for speed than the stadium. Based upon customer
research, the population can often be divided into several distinct market segments, each
with differing needs and priorities.

Arrival Process The rate at which customers arrive over time relative to the capacity
of the serving process, and the extent to which they arrive individually or in clusters,
will determine whether or not a queue starts to form. We need to draw a distinction
between the average arrival rate (e.g., 60 customers per hour = one customer every
minute) and the distribution of those arrivals during any given minute of that hour. In
some instances, arrival times are largely random (for instance, individuals entering a
store in a shopping mall). At other times, some degree of clustering can be predicted,
such as arrivals of students in a cafeteria within a few minutes of classes ending.
Managers who anticipate surges of activity at specific times can plan their staff
allocations around such events (for instance, opening an additional checkout line).

Balking If you're like most people, you tend to be put off by a long line at a service
facility and may decide to come back later (or go somewhere else) rather than waiting.
Sometimes " balking" is a mistake, as the line may actually be moving faster than you think.
Managers can disguise the length of lines by having them wind around corners, as often
happens at theme parks like Disneyland. Alternatively, they may indicate the expected wait
time from specific locations in the queuing area by installing information signs.

Queue Configuration There are a variety of different types of queues. Here are
some common queue configurations that you may have experienced yourself in
people-processing services (see Figure 14.1 for diagrams of each type).

» dngle line, single stage. Customers wait to conduct a single service transaction.
Waiting for a bus is an example of this type of queuing system.

>- dngle line, sequential stages. Customers proceed through several serving opera-
tions, as in a cafeteria line. In such systems, bottlenecks will occur at any stage

TABLE 14.1

Elements of a Queuing
System

balking: adecision by a
customer not tojoin a queue
because the wait appears too

long.

queue configuration: the
way in which awaiting line is
organized.
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FIGURE 14.1

Alternative Queuing
Configurations

where the process takes longer to execute than at previous stages. Many cafete-
rias often have lines at the cash register because the cashier takes longer to cal-
culate how much you owe and to make change than the servers take to put food
on your plate (or you take to serve yourself).

>» Parallel lines to multiple servers (single or sequential stages). This system offers more
than one serving station, allowing customers to select one of several lines in
which to wait. Fast-food restaurants usually have several serving lines in opera-
tion at busy times of day, with each offering the full menu. A parallel system can
have either a single stage or multiple stages. The disadvantage of this design is
that lines may not move at equal speed. How many times have you chosen what
looked like the shortest line only to watch in frustration as the lines on either
side of you move at twice the speed because someone in your line has a compli-
cated transaction?
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5* Designated lines. Different lines can be assigned to specific categories of customer.
Examples include express lines (six items or less) and regular lines at supermar-
ket checkouts, and different check-in lines for first-class, business-class, and
economy-class airline passengers.

V
h

Sngle line to multiple servers ("snake"). Customers wait in a single line, often wind-
ing back and forth between rope barriers (hence the name). As each person
reaches the head of the queue, he or she is directed to the next available serving
position. This approach is encountered frequently in bank lobbies, post offices,
and at airport check-ins. Its big advantages are fairness and reduced anxiety. The
presence of ropes or other barriers makes it difficult for inconsiderate people to
break into line. It may also discourage customers from leaving the line before
being served.

>- Take a number. In this variation of the single line, arriving customers take a num-
ber and are then called in sequence, thus eliminating the need to stand in a
queue. This procedure allows them to sit down and relax (if seating is available)
or to guess how long the wait will be and do something else in the meantime—
but risk losing their place. Users of this approach include ice cream parlors like
Baskin-Robbins, large travel agents, or supermarket departments, such as the
butcher or baker. Some restaurants use a high-tech version of this queuing strat-
egy. For example, customers who are waiting for tables at the Olive Garden or
Outback Steakhouse are given electronic pagers that are numbered by order of
arrival. This provides them with more freedom in occupying themselves (e.g.,
window shopping if the restaurant is located in a mall with other stores) until
their pagers vibrate, signaling that their tables are ready.

Hybrid approaches to queue configuration also exist. For instance, a cafeteria with
a single serving line might offer two cash register stations at the final stage. Similarly,
patients at a small medical clinic might visit a single receptionist for registration, proceed
sequentially through multiple channels for testing, diagnosis, and treatment, and con-
clude by returning to a single line for payment at the receptionist's desk.

Reneging You know the situation—perhaps all too well!l The line is not that long,
but it's moving at a snail's pace. The person at the front of the queue has been there for
at least five minutes and his problem seems nowhere near resolved. There are two other
people ahead of you and you have an uneasy feeling that their transactions are not going
to be brief either. You look at your watch for the third time and realize that you only
have a few minutes left before your next appointment. Frustrated, you leave the line. In
the language of queue management, you have reneged. It's important for service
providers to determine how long a wait has to be before customers are likely to start
reneging, because the consequences may include irritated customers who return later reneging: adecision by a
as well as business that is permanently lost. customer to leave a queue
before reaching its end
Customer Selection Policies Most waiting lines work on the principle of first  Pecausethewait islonger or
come, first served. Customers tend to expect this—it's only fair, after all. In many more burdens_o_me than
. . . originally anticipated.
cultures (but not all), people get very resentful if they see later arrivals being served
ahead of them for no obvious reason. But not all queuing systems are organized on a
first-come, first-served basis. Market segmentation is sometimes used to design queuing
strategies that set different priorities for different types of customers. Allocation to
separate queuing areas may be based on the following:

>- Urgency of the job—at many hospital emergency units, a triage nurse is assigned to
greet incoming patients and decide which ones require priority medical treat-
ment and which can safely be asked to register and then sit down while they
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wait their turn. Airline personnel will allow passengers -whose flights are due to
leave soon to check in ahead of passengers taking later flights.

>- Duration of service transaction—banks, supermarkets, and other retail services often
provide "express lanes" for shorter, less-complicated tasks.

>- Payment of a premium price—airlines usually offer separate check-in lines for first-
class and economy-class passengers, with a higher ratio of personnel to passen-
gers in the first-class line (which results in reduced waits for those who have paid
more for their tickets).

>» Importance of the customer—special processes may be reserved for members of
frequent user clubs. National Car Rental provides express pickup and drop-off
procedures for its Emerald Club members and promises these customers "no
waiting, no paperwork, no hassles."®

Service Process Poorly designed service processes can lead to waits that are
longer and more burdensome than necessary. The root cause is sometimes one
or more backstage delays, resulting in customer-contact employees that are kept
waiting for a necessary action to occur somewhere else in the system. Flowcharts,
employee interviews, and analysis of past service failures can help pinpoint where
such problems might occur. The physical design of the front-stage service delivery
system also plays a key role in effective queue management. Important design issues
include:

>- How customers are served (batch processes serve customers in groups, while
flow processes serve them individually).

>- Whether personnel, self-service equipment, or a combination of the two will
serve customers.

>- How fast service transactions can be executed, thus determining capacity.

*- Whether service comes to customers or whether they must come to the service
site and move from one step to another.

>-The quality of the serving and waiting experiences, including personal comfort
and design issues such as impression created by the servicescape.

MINIMIZING THE PERCEIVED
LENGTH OF THE WAIT

As we've discussed in earlier chapters, customers may view the time and effort spent on
consuming services as a burden. People don't like wasting their time on unproductive
activities any more than they like -wasting money. They also prefer to avoid unwanted
mental or physical effort, including anxiety or discomfort. Research shows that people
often think they have waited longer for a service than they actually did. Studies of pub-
lic transportation use, for instance, have shown that travelers perceive time spent waiting
for a bus or train as passing one and a half to seven times more slowly than the time
actually spent traveling in the vehicle.

The Psychology of Waiting Time

The noted philosopher William James observed: "Boredom results from being attentive
to the passage of time itself." Based on this observation, David Maister formulated eight
principles about waiting time.® Adding two additional principles gives us a total often,
summarized in Table 14.2.
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. Unoccupied time feels longer than occupied time.

. Pre-process and post-process waits feel longer than in-process waits.
. Anxiety makes waits seem longer.

. Uncertain waits are longer than known, finite waits.

. Unexplained waits are longer than explained waits.

. Unfair waits are longer than equitable waits.

. The more valuable the service, the longer people will wait.

. Solo waits feel longer than group waits.

. Physically uncomfortable waits feel longer than comfortable waits.®

. Waits seem longer to new or occasional users than to frequent users."
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Unoccupied Time Feels Longer Than Occupied Time When you're sitting
around with nothing to do, time seems to crawl. Thus many service organizations give
customers something to do to distract them while waiting. Doctors and dentists stock
their waiting rooms with piles of magazines for people to read while waiting. Car repair
facilities may have a television for customers to watch. One tire dealer goes further,
providing customers with free popcorn, soft drinks, coffee, and ice cream while they
wait for their cars to be returned. Theme parks supply roving bands of entertainers to
amuse customers waiting in line for the most popular attractions.

Pre- and Post-Process Waits Feel Longer Than In-Process Waits There's a
perceived difference between waiting to buy a ticket to enter a theme park and waiting
to ride on a roller coaster once you're in the park. There's also a difference between
waiting for coffee to arrive near the end of a restaurant meal and waiting for the server
to bring you the check once you're ready to leave. Customers are typically more patient
during the core service delivery process than before it starts or after it's completed.

Anxiety Makes Waits Seem Longer Can you remember waiting for someone to
show up to meet you and worrying about whether you had the time and/or the
location correct? This makes the perceived waiting time longer, because you are
worried about whether you (or the person you're meeting) might have made a mistake.

TABLE 14.2

Ten Propositions on the
Psychology of Waiting Lines

pre-process wait; await
before service delivery
begins.

in-process wait: await that
occurs during service
delivery.

post-process wait: await
that occurs after service
delivery has been completed.

Customers must waitin line
even at fast-food restaurants,
but they can pass thetime
studying themenu.
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While waiting in unfamiliar locations, especially out-of-doors and after dark, people are
often anxious about their personal safety.

Uncertain Waits Are Longer Than Known, Finite Waits Although any wait may
be frustrating, we can usually adjust mentally to a wait of known length. It's the
unknown that keeps us on edge. Maybe you've had the experience of waiting for a
delayed flight when you haven't been told how long the delay is going to be. This is
unsettling, because you don't know whether you have time to get up and walk around
the terminal or whether to stay at the gate in case the flight is called any minute. Airlines
often try to appease their customers by giving them new take-off times for delayed
flights (which are usually extended several times before the aircraft actually leaves the
gate).

Unexplained Waits Are Longer Than Explained Waits Have you ever been in a
subway or an elevator that has stopped for no apparent reason? Not only is there
uncertainty about the length of the wait, there's added worry about what is going to
happen. Has there been an accident on the line? Will you have to exit the subway in the
tunnel? Is the elevator broken? Will you be stuck for hours in close proximity with
strangers?

Unfair Waits Are Longer Than Equitable Waits Expectations about what is far or
unfair sometimes vary from one culture or country to another. In America, Canada, or
Britain, for example, people expect everybody to wait their turn in line and are likely to
get irritated if they see othersjumping ahead or being given priority for no apparent
good reason. In some other countries, it is acceptable to push or shove to the front of a
line to receive faster service.

The MoreValuable the Service, the Longer People Will Wait People will queue
overnight under uncomfortable conditions to get good seats at a major concert, movie
opening, or sports event that is expected to sell out.

Solo Waits Feel Longer Than Group Waits It's reassuring to wait with one or
more people you know. Conversation with friends can help to pass the time, and some
people are comfortable conversing with strangers while they wait in line.

Physically Uncomfortable Waits Feel Longer Than Comfortable Waits "My
feet are killing me!" is one of the most frequently heard comments when people are
forced to stand in line for a long time. And whether sitting or standing, a wait seems
more burdensome if the temperature is too hot or too cold, ifit's drafty or windy, or if
there is no protection from rain or snow.

Unfamiliar Waits Seem Longer Than Familiar Ones Frequent users of a service
know what to expect and are less likely to worry while waiting. But new or occasional
users of a service are often nervous, wondering about the probable length of the wait
and what happens next.They may also be more concerned about such issues as personal
safety.

What are the implications of these propositions about the psychology of waiting?
When increasing capacity is not feasible, managers should look for ways to make wait-
ing more palatable for customers. An experiment at a large bank in Boston found that
installing an electronic news display in the lobby didn't reduce the perceived time spent
waiting for teller service but it did lead to greater customer satisfaction.'* Some large
hotels now provide these digital news displays in their elevators to make rides less bor-
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ing (in addition to the common practice of putting mirrors near the elevators on each
floor to shorten the perceived pre-process wait). And the doorman at a Marriott Hotel
in Boston has taken it upon himself to bring a combination barometer/thermometer to
work each day, hanging it on a pillar at the hotel entrance where guests waiting can
spend a moment or two examining it while they wait for a taxi or for their car to be
delivered from the valet parking.'"

Heated shelters equipped with seats make it more pleasant to wait for a bus or a
train in cold weather. Theme park operators cleverly design their waiting areas to make
the wait look shorter than it really is, find ways to give customers in line the impression
of constant progress, and make time seem to pass more quickly by keeping customers
amused or diverted while they wait. Restaurants solve the waiting problem by inviting
dinner guests to have a drink in the bar until their table is ready—an approach that
makes money for the house as well as keeping customers occupied. In similar fashion,
guests waiting in line for a show at a casino may find themselves queuing in a corridor
lined with slot machines.

Giving Customers Information on Waits

Does it help to tell people how long they are likely to have to wait for service?
Common sense would suggest that this is useful information for customers, since it
allows them to make decisions about whether they should wait now or come back later.
It also enables them to plan the use of their time while waiting. An experimental study
in Canada looked at how students responded to waits while conducting transactions by
computer—a situation similar to waiting on the telephone in that there are typically no
visua clues as to the probable wait time. The study examined dissatisfaction with waits
of 5, 10, or 15 minutes under three conditions: (1) the student subjects were told noth-
ing, (2) they were told how long the wait was likely to be, or (3) they were told what
their place in line was. The results suggested that for 5-minute waits, it was not neces-
sary to provide information to improve satisfaction. For waits of 10 or 15 minutes, offer-
ing information appeared to improve customers' evaluations of service. However, for
longer waits, the researchers suggest that it may be more positive to let people know
how their place in line is changing than to let them know how much time remains
before they will be served.

One conclusion we might draw is that people prefer to see (or sense) that the line
is moving, rather than to watch the clock. Some companies have adopted this approach
to manage the waits that customers encounter when dialing customer service numbers.
Recorded messages tell the caller how many people are ahead in the queue—these
messages are updated continuously until a customer service representative becomes
available.

CALCULATING WAIT TIMES

Queue management involves extensive data gathering. Questions of interest include
the rate at which customers (or objects requiring service) arrive per unit of time and
how long it takes to serve each one. A typical operations strategy is to plan on the
basis of average throughput in order to optimize use of employees and equipment. So
long as customers (or objects) continue to arrive at the average rate, there will be no
delays. However, fluctuations in arrivals (sometimes random, sometimes predictable)
will lead to delays at times as the line backs up following a "clump" of arrivals.
Planners need to know how easily customers will just walk away when they spot a
lengthy line (balking) and how long customers will wait for service before giving up
and leaving (reneging).
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To streamline its check-in service at Boston's Logan International Airport, a major air-
line turned to MIT Professor Richard Larson, who heads a consulting firm called QED.14
Technicians from QED installed pressure-sensitive rubber mats on the floor in front of the
ticket counters. Pressure from each customer's foot on approaching or leaving the counter
recorded the exact time on an electronic device embedded in the mats. From this data,
Larson was able to profile the waiting situation at the airline's counters, including average
waiting times, how long each transaction took, how many customers waited longer than a
given length of time (and at what hours on what days), and even how many bailed out of a
long line.This information, which was collected over a long time period, helped the airline
plan its staffing levels to more closely match the demand levels projected at different times.

Analyzing Simple Queuing Systems

Complex mathematical models enable planners and consultants to calculate a variety of
statistics about queue behavior and thus make informed decisions about changes or
improvements to existing queuing systems. For basic queuing situations, the formulas
are quite simple and yield interesting insights (see the boxed material on "Using
Formulas to Calculate Statistics for Simple Queues"). More complex environments may
require powerful simulation models that are beyond the scope of this book. Given cer-
tain information about a particular queuing situation, you can use these formulas to cal-
culate such statistics as: (1) average queue length, (2) average wait times for customers,
(3) average total time for customers in the service system, (4) the impact of increasing
the number of service channels, and (5) the impact of reducing average serving time.
The math is easy but requires reference to a one-page statistical table, which we have
reproduced as an appendix at the end of the chapter.

Using Formulas to Calculate
Satistics for Smple Queues

By using the information provided below and the table in the
appendix at the end of this chapter, you will be able to make simple
calculations about queue waiting times and how many people are
likely to be waiting in a given queue under specified conditions. The
formulas are very simple—don't be put off by the use of Greek let-
ters for the notation!

Terminology

Certain terms and notation are used in queue analysis:

M = number of serving channels

A (lambda) = average number of customers actually arriving
per unit of time (60 minutes)

ft (mu) = average number of customers per channel that
can be served per unit of time (60 minutes)

p (rho) = kffi = flow intensity through serving channel
(% utilization)

U= A/Mn = capacity utilization of the overall facility

L, =expected length of line (number of people or
objects waiting)

Wy = L\ = expected waiting time before being served

You should note that unless the average number of customers
served (p) exceeds the average number of arrivals (A), it would
never be possible to serve all the customers desiring service.

Example

Let's take a simple example. Consider the case of a theater ticket
office that has one agent (M) who, on average, can serve 25 cus-
tomers per hour (p). This implies an average serving time of 60/25
= 2.4 minutes per customer. Let's assume that customers arrive at
an average rate of 20 per hour (A) in the busy period, which means
that p = 20/25 = 0.80. We can now use the table in the appendix to
calculate:

>- expected length of the line (Lg): Looking down the column
for one serving line (M) to p = 0.80, we can see that the
line length will average 3.2 persons.
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Information Needs

Service managers require the following types of information in order to develop effec-

tive demand management strategies:

>- Higtorical data on the level and composition of demand over time, including
responses to changes in price or other marketing variables.

>- Forecasts of the level of demand for each major segment under specified conditions.

>- Segment-by-segment data to help management evaluate the impact of periodic

cycles and random demand fluctuations.

>- Sound cost data to enable the organization to distinguish between fixed and vari-
able costs and to determine the relative profitability of incremental unit sales to

different segments and at different prices.

>» ldentification of meaningful variations in the levels and composition of demand on a site-

by-site basis in multi-site organizations.

>- Customer attitudes toward queuing under various conditions.

>- Customer opinions about whether service quality varies with different levels of

capacity utilization.

Where might all this information come from? Although some new studies may be
required, much of the needed data are probably already being collected within the orga-
nization—although not necessarily by marketers. A stream of information comes into
most service businesses from distilling the multitude of individual transactions recorded
on sales receipts and other routine business documents. Most companies also collect
detailed information for operational and accounting purposes. Unfortunately, the mar-
keting value of this data is often overlooked, and it is not always stored in ways that per-
mit easy retrieval and analysis for marketing purposes. But customer transaction data can

>e expected waiting time (1V): 3.2 x 60/20 = 9.6 minutes

>- expected total time in system (IV + 60//A): 9.6 minutes +
2.4 minutes = 12.0 minutes
>e average capacity utilization (U): VMp, = 20/(1 x 25) =
80%
(In other words, 20 percent of the time, the agent will be idle.)

Let's suppose that customers are complaining about this wait
and management wants to speed up service. The choices are to add
a second agent with a separate single line of customers so that M=
2, or to purchase new equipment that halves the time required to

issue a ticket and receive payment. Here are the comparative results:

(1) Using the table in the appendix, when M = 2 (indicating the
addition of a second agent) and p = 0.80:

*- the expected line length (/.) will be only 0.15 persons

>> the expected wait (Wg) = Lglk = 0.15 x 60/20 = 0.45
minutes, plus 2.40 minutes for service = 2.85 minutes
(down from 12.0 minutes)

(2) However, if we halve the service process time from 2.4 to 1.2
minutes by adding new equipment, we can now serve a max-
imum of 50 customers per hour per channel and the following
results occur:

»- the expected line length, when M= 1 and p = 20/50 = 0.4
is 0.27 persons

»- the expected wait is 0.27 x 60/20 = 0.81 minutes +1.2 =
2.01 minutes total

Both approaches cut the time sharply, but halving the service
process time yields slightly better time savings than doubling the
number of channels. In this instance, the decision on which
approach to adopt would probably depend on the relevant costs
involved—the capital cost of adding a second channel plus the
wages and benefits paid to a second employee, versus the capital
costs of investing in new technology and training (assuming no
increase in wages).
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yield: the average revenue
recelved per unit of capacity
offered for sale.

often be reformatted to provide marketers with some of the information they require,
including how existing segments have responded to past changes in marketing variables.

RESERVATIONS

Ask someone what services come to mind when you talk about reservations and most
likely they will list airlines, hotels, restaurants, car rentals, and theater seats. Suggest syn-
onyms like "bookings" or "appointments" and they may add haircuts, visits to profes-
sionals like doctors and consultants, vacation rentals, and service calls to fix anything
from a broken refrigerator to a neurotic computer.

Reservations are intended to guarantee that service will be available when the cus-
tomer wants it. Systems vary from a simple appointment book using handwritten entries to
a central, computerized data bank for a company's worldwide operations. Reservations sys-
tems enable demand to be controlled and smoothed out in a more manageable way. They
can also help pre-sell services and provide opportunities to inform and educate customers.
A well-organized reservations system allows an organization to deflect demand for service
from a first-choice time to earlier or later times, from one class of service to another
("upgrades" and "downgrades"), and even from first-choice locations to alternative ones.

Reservations systems are necessary for possession-processing businesses in fields like
repair and maintenance. By requiring reservations for routine maintenance, manage-
ment can ensure that some time will be kept free for handling emergency jobs that gen-
erate much higher margins because they carry a premium price. Households with only
one car, for example, or factories with a vital piece of equipment often cannot afford to
be without such items for more than a day or two and are likely to be willing to pay
more for faster service.

Reservation systems are also used by many people-processing services including
restaurants, hotels, airlines, hair salons, doctors, and dentists. Customers who hold reser-
vations should be able to count on avoiding a queue, since they have been guaranteed
service at a specific time. However, problems arise when customers fail to show or when
service firms over-book. Marketing strategies for dealing with these operational prob-
lems include requiring a deposit, canceling nonpaid bookings after a certain time, and
providing compensation to victims of over-booking.

The challenge in designing reservation systems is to make them fast and user-friendly
for both saff and customers. Whether customers talk with a reservations agent or make
their own bookings through a company's Web site, they want quick answers to queries
about service availability at a preferred time. They also appreciate it if the system is
designed to provide further information about the type of service they are reserving. For
instance, can a hotel's reservation system assign a certain type of room for a specific date?
(For example, can it guarantee a nonsmoking room with a queen-sized bed and a view of
the lake, rather than one with two twin beds and a view of the nearby power station?)

Using Reservations Systems to Manage Yield

Service organizations often use percentage of capacity sold as a measure of operational
efficiency. Transport services talk of the "load factor" achieved, hotels of their "occupancy
rate," and hospitals of their "census." Professional firms calculate what proportion of a part-
ner's or an employee's time can be classified as billable hours, and repair shops can look at
utilization of both equipment and labor. By themselves, however, these percentage figures
tell us little of the relative profitability of the business attracted, since high utilization rates
may be obtained at the expense of heavy discounting—or even outright giveaways.
Many service firms prefer to rely on measurements of their yield—that is, the average
revenue received per unit of capacity. The goal is to maximize yield in order to improve
profitability. As we noted in Chapter 8, pricing strategies designed to achieve this goa are
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Getting there is half the fun:
Passengers wait to check in at
the airport.

widely used in capacity-constrained businesses like passenger airlines, hotels, and car rental
agencies. Formalized yield management programs based upon mathematical modeling pro-
vide the greatest value to service firms that find it expensive to modify their capacity but
incur relatively low costs when they sell another unit of available capacity.’® Other charac-
teristics encouraging use of such programs include fluctuating demand levels, ability to seg-
ment markets by extent of price sensitivity, and sale of services well in advance of usage.

Yield analysis forces managers to recognize the opportunity cost of accepting opportunity cost: the
business from one customer or market segment when another might subsequently yield potential value of the income
a higher rate. Consider the following problems facing sales managers for different types  or other benefits foregone as
of capacity-constrained service organizations: aresult of choosing one

course of action instead of

>« Should a hotel accept an advance booking for 200 room nights from a tour other alternatives.

group at $80 each when these same room nights might be sold later at short
notice to business travelers at the full posted rate of $140?

>- Should a railroad with 30 empty freight cars accept an immediate request for a
shipment worth $900 per car or hold the cars idle for a few more days in the
hope of getting a priority shipment that would be twice as profitable?

>» How many seats on a particular flight should an airline sell in advance at special
excursion fares or discounted rates?

»- Should an industrial repair and maintenance shop reserve a certain proportion of
productive capacity each day for emergency repair jobs that offer a high contri-
bution margin and the potential to build long-term customer loyalty? Or should
it simply make sure that there are sufficient jobs—involving mostly routine
maintenance—to keep its employees fully occupied?

>- Should a print shop process al jobs on a first-come, first-served basis, with a
guaranteed delivery time for each job? Alternatively, should it charge a premium
rate for "rush" work and tell customers with "standard" jobs to expect some
variability in completion dates?

Managers who make these types of decisions on the basis of guesswork and "gut
feel" are little better than gamblers who bet on rolls of the dice. They need a systematic
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way to figure out the chances of getting more profitable business if they wait. The deci-
sion to accept or reject business should be based on a realistic estimate of the probabili-
ties of obtaining more profitable business in the future and the need to maintain estab-
lished (and desirable) customer relationships.

Segmenting Capacity for Reservations Purposes

There has to be a clear plan, based on analysis of past performance and current market
data, that indicates how much capacity should be allocated on particular dates to differ-
ent types of customers at certain prices. Based on this plan, "selective sell" targets can be
assigned to advertising and sales personnel, reflecting allocation of available capacity
among different market segments on specific future dates.The last thing a firm wants its
sales force to do is to encourage price-sensitive market segments to buy capacity on dates
when sales projections predict that there will be strong demand from customers willing
to pay full price. Unfortunately, in some industries the least-profitable customers often
book the furthest ahead.Tour groups, which pay much lower room rates than individual
travelers, frequently ask airlines and hotels to reserve space more than a year in advance.

Figure 14.2 illustrates capacity allocation based on systematic yield analysis in a
hotel setting, where demand from different types of customers varies not only by day of
the week but also by season. These allocation decisions by segment, captured in reserva-
tion databases that are accessible worldwide, tell reservations personnel when to stop
accepting reservations at certain prices, even though many rooms may still remain
unbooked. Charts similar to those presented in Figure 14.2 can be constructed for most
capacity-constrained businesses.

Advances in software and computing power have made it possible for managers to use
sophisticated mathematical models to address complicated yield management issues. In the
case of an airline, for example, these models can integrate massive historical databases on
past passenger travel with real-time information on current bookings. The output helps
analysts predict how many passengers would want to travel between two cities at a partic-

Pricing Seats on

Flight 2015

American Airlines 2015 is a popular flight from Chicago to Phoenix,
departing daily from the "windy city" at 5:30 P.M. The 125 seats in
coach (economy class) are divided into seven fare categories,
referred to by yield management specialists as "buckets," with
round-trip ticket prices ranging from $238 for a bargain excursion
fare (with various restrictions and a cancellation penalty attached)
to an unrestricted fare of $1404. Seats are also available at a
higher price in the small first-class section. Scott McCartney tells
how ongoing analysis changes the allocation of seats between
each of the seven buckets in economy class:

Inthe weeks before each Chicago-Phoenix flight, American's
yield management computers constantly adjust the number
of seats in each bucket, taking into account tickets sold, his-
torical ridership patterns, and connecting passengers likely

to use the route as one leg of a longer trip. If advance book-
ings are slim, American adds seats to low-fare buckets. If
business customers buy unrestricted fares earlier than
expected, the yield management computer takes seats out
of the discount buckets and preserves them for last-minute
bookings that the database predicts will still show up.

With 69 of 125 coach seats already sold four weeks
before one recent departure of Flight 2015, American's
computer began to limit the number of seats in lower-priced
buckets. A week later, it totally shut off sales for the bottom
three buckets, priced $300 or less. To a Chicago customer
looking for a cheap seat, the flight was "sold out."

One day before departure, with 130 passengers
booked for the 125-seat flight, American still offered five
seats at full fare because its computer database indicated
10 passengers were likely not to show up or take other
flights. Flight 2015 departed full and no one was bumped.

Source: Scott McCartney, "Ticket Shock: Business Fares Increase Even as Leisure Travel Keeps Getting Cheaper," Wall Street Journal, 3 November, 1997, A1, A10.
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ular fare on aflight leaving at a specified time and date. The boxed example describes how
American Airlines uses yield management analysis to set fares for a specific flight.

There's evidence that yield management programs can improve revenues signifi-
cantly—many airlines report increases of 5 percent or more after starting such pro-
grams. But a word of warning is in order at this point. Yield management shouldn't
mean blind pursuit of short-term yield maximization. Over-dependence on the output
of computer models can easily lead to pricing strategies that are full of rules and regula-
tions, cancellation penalties, and a cynical strategy of overbooking without thought for
disappointed customers who believed they had a firm reservation. To maintain goodwill
and build relationships, a company should take a long-term perspective. Managers need
to build in pricing strategies for retaining valued customer relationships, even to the
extent of not charging the maximum feasible amount on a given transaction. After all,
customer perceptions of "price gouging” do not build trust. And as we mentioned in an
earlier chapter, firms shouldn't make pricing policies too complex. Jokes abound about
travel agents having nervous breakdowns because they get a different quote every time
they call the airline for a fare, and because there are so many exclusions, conditions, and
special offers. Finaly, yield management strategies should include thoughtfully planned
contingencies for victims of overbooking, with service recovery efforts designed to
restore goodwill when customers have been disappointed.

Conclusion

The time-bound nature of services is a critical management issue today, especially since
customers are becoming more conscious of their personal time constraints and avail-
ability. When demand exceeds capacity, not al customers can be served immediately.
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PART FOUR

« SERVICE DELIVERY ISSUES

Waiting lines and reservations are ways of inventorying demand until capacity is avail-
able. Advance reservations can shape the timing of arrivals, but sometimes queuing is
inevitable. People-processing services are particularly likely to impose the burden of
unwanted waiting on their customers, since the latter cannot avoid coming to the "fac-
tory" for service. Managers who can adopt strategies to save customers time (or at least
make time in the queue pass more pleasantly) may be able to create a competitive
advantage for their organizations. Both queuing and reservations systems can be
designed to segment customers into different groups, according to the nature of their
transaction or the desirability of their business. Yield management strategies, under
which different customers pay different prices for effectively the same service, depend
for their effectiveness on allocating units of capacity for reservations purposes to specific
segments or price buckets, based on past experience and forecasts of future sales.

Study Questions and Exercises

1. Why should service marketers be concerned about the amount of time that
customers spend in (a) pre-process waits and (b) in-process waits?

2. Based on your own experience, give examples of reservations systems that
worked really well or really poorly for customers.

3. How might the principles of yield management be applied to rental car companies?

4. Review the 10 propositions on the psychology of waiting lines. Which are the
most relevant in (a) a supermarket, (b) a city bus stop on a cold, dark evening,
(c) check-in for a flight at the airport, (d) a doctor's office, (e) aticket line for a
football game that is expected to be a sell-out?

5. What are the seven elements of a queuing system? Which are under the control
of the customer and which does the service provider control?

6. For an organization serving a large number of customers, what do you see as the
advantages and disadvantages of the different types of queues shown in Figure 14.1?

7. Using the formulas on page 312 and the table in the appendix, calculate answers
to the following problems:

a. At Frank's office cafeteria, customers select their meals from different food sta-
tions and then go to the checkout station to pay. He knows that Maureen, the
speedy cashier, can check out a customer every 20 seconds on average. With an
arrival rate of 90 customers an hour during the 11 AM. to 2 PM. lunch period,
what is the average length of the line that Frank can expect at the checkout?
How many minutes will he have to wait?

b. Maureen goes on maternity leave and is replaced by Willy, whom Frank times at
one customer every 36 seconds. On average, how much longer will the line
now be and how long will Frank have to wait?

c. In response to complaints about delays at the checkout station, management
assigns JOAnn to operate a second cash register during Maureen's absence. Like
Willy, JoAnn can process the average customer in 36 seconds. How long, on
average, will each line now be and how many minutes can Frank expect to wait
(in either line)?

d. Willy is off sick one day, so JoAnn must work alone. But she manages to
improve her performance and to process one customer every 30 seconds. On
average, how long is the line now? And how long is the wait?

8. What segmentation principles and variables are illustrated in the yield management
example from American Airlines?
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Number of Service Channels (M) Append IX:
Flow Intensity (p) POISson
010 soiit Distribution
0.15 0.0264 0.0008 Table
0.20 0.0500 0.0020 .
025 0.0833 0.0039 Calculating the Expected
0.30 0.1285 0.0069 Number of People Waiting
0.35 0.1884 0.0110 in Line for Various Values
0.40 0.2666 0.0166 of Mandp
0.45 0.3681 0.0239 0.0019
0.50 0.5000 0.0333 0.0030
0.55 0.6722 0.0149 0.0043
0.60 0.9000 0.0593 0.0061
0.65 1.2071 0.0767 0.0084
0.70 1.6333 0.0976 0.0112
0.75 2.2500 0.1227 0.0147
0.80 3.2000 0.1523 0.0189
0.85 4.8166 0.1873 0.0239 0.0031
0.90 8.1000 0.2285 0.0300 0.0041
0.95 18.0500 0.2767 0.0371 0.0053

10 0.3333 0.0454 0.0067
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Integrating Mar keting, Operations,
and Human Resour ces

Throughout this book, we have tried to strike a balance between
marketing and two other key functions—operations and human
resources. Senior managers need to make sure that these three
functions are well integrated at all levels in the organization. The
chapters in Part VV address this issue by exploring the following ques-
tions (see Figure V.1): What are appropriate roles for people and
technology? And how can our firm achieve service leadership?

Chapter 15 examines employee roles in service organizations.
People—one of the 8Ps of integrated service management—play a
distinctive role in service organizations. As discussed in earlier chap-
ters, front-stage employees in high-contact organizations are
responsible for delivering product elements. They also form part of
the customer's overall experience. In these settings, employees are
important to both marketing and operational strategies. As managers
in high-contact services think about human resources strategy, they
should be asking themselves: How do employees' attitudes, appear-
ances, and performances affect our success? Understanding the
roles that employees play, particularly in their encounters with cus-
tomers, is a necessary prerequisite to addressing the question, How
should we select, train, and motivate customer contact employees?
In low-contact services, customers rarely encounter employees
unless they have problems to resolve. In such organizations, market-
ing's interest lies with the small percentage of employees responsible
for solving customer problems, whereas the operational focus is on
the backstage aspects of service delivery.

Technology issues have been discussed in many previous
chapters. Information technology, in particular, is shaping the way
people work, leveraging the efforts of employees and managers,
and enabling customers to serve themselves in a wide array of set-
tings. In Chapter 16, we explore the role of technology in modern
service businesses by raising the question: Is technology a key
strategic thrust in our business or just another operations tool? Of
particular concern is the impact of new technologies on both pro-
ductivity and customer perceptions of service quality. Operations
managers are often eager to replace personal service by auto-
mated alternatives. But before allowing this to happen, service
marketers need to find answers to the question, Do customers
have the skills and desire to use self-service options?

In Chapter 17, we use the theme of service leadership as a
way to explore the mutually dependent responsibilities of market-
ing, operations, and human resources. Numerous firms aspire to be
service leaders, but few attain it. Those that do achieve leadership
status in their industry must work constantly to retain it. Many
once-revered corporate hames have declined in popularity or dis-
appeared altogether.

The quest for service leadership begins with two questions:
Do we have a coherent vision for the future*?and, if so, Is this vision
defined and driven by a strong, effective leader? Progress in
achieving leadership can be measured, in part, by superior perfor-
mance in the competitive marketplace, including perceptions of the
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value and quality of the firm's services and achievement of profits
(or of broader social objectives in the case of nonprofit organiza-
tions). Leadership in marketing is often tied to superior operations
and innovative use of technology. But the most difficult achieve-
ment for competitors to emulate is leadership in human resources
management. Possessing a workforce that is loyal, productive,
proactive, and customer-oriented can offer tremendous competi-
tive advantages, both in retaining customers and in attracting

prospective employees. A firm that has a reputation as an out-
standing place to work will find it that much easier to attract and
retain the best candidates.

As you'll see, firms that successfully integrate marketing,
operations, and human resources management are most likely to
reach service leadership status. Achieving leadership is difficult,
but sustaining it may be just as hard. A key ingredient is being per-
ceived as an ethical organization.
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Employee Rolesin Service

Organizations

USAA Treats Its Employees Right

USAA is an insurance and diversified financial services association
that serves members of the U.S. military and their families.® With
seven offices in the United States and two in Europe, it also offers
access through mail, toll-free telephone numbers, and the Internet. It
was founded in 1922 by 25 army officers who couldn't find adequate
auto insurance because most insurers of that era considered military
personnel to be poor insurance risks. During a meeting in a San
Antonio, Texas, hotel room, the officers formed an association (which
they called the United States Army Automobile Association) and
pledged to share each other's financial risks. At that time, the group
had little knowledge about auto insurance, no funding, and no office.
Today, USAA is made up of more than 85 subsidiaries and affili-
ates worldwide and owns more than $60 billion in assets. It ranks
217th among the largest U.S. corporations in terms of revenues,
according to the 2000 Fortune 500 list. USAA's aggressive investment
in technology, customer feedback systems, employee training, and
quality of work life have all contributed to its reputation for outstanding
service quality and a customer retention rate of about 97 percent.
The association is loyal to its employees, and in return it expects
them to be loyal to their customers. Wilson Cooney, deputy CEO for
USAA's Property and Casualty Insurance operations, calls this the "loy-
alty chain." He states, "If you don't take care of the employees, they
can't take care of the customers. We give employees all they need to
be happy and absolutely enthralled to be here. If they are not happy,
we will not have satisfied customers in the long run.... We must have

a passion for customers. If we don't, we are in the wrong business."
USAA has invested more in customer-oriented, state-of-the-art infor-
mation systems than any other insurance company. These support
systems are a vital element in enabling service representatives to
deliver fast, accurate results to customers. The result is not only some
of the highest customer satisfaction and loyalty levels in the industry
but also high job satisfaction among employees.

USAA has been listed by Fortune as among the 100 best compa-
nies to work for in the United States. It attracts, motivates, and retains
exceptional employees with an amazing selection of employee ser-
vices and benefits. In addition to its retirement, investment, and insur-
ance benefits, USAA also provides its workers with on-site laundry,
dry-cleaning services, restaurants, and childcare. "Company stores"
sell employees first-quality merchandise at discount prices. There are
three fully equipped fitness centers complete with weight rooms, aer-
obics classes, and personal trainers. USAA has more than 100 com-
pany-owned vans to help employees get to work without the hassle
and expense of commuting. And there are special events (like the
employee art show, the spring fiesta and the Christmas party) that are
free to employees throughout the year.

The association is also noted for its significant investment in job-
related education. There are 75 classrooms and a curriculum of more
than 200 courses at its corporate headquarters in San Antonio. The train-
ing for new account representatives lasts 10 weeks. The association also
pays for its employees' college education. All full-time employees who



are on the job more than a year are eligible for full funding. USAA pays the
tuition bills directly and will cover one undergraduate degree and one
graduate degree per employee. Why is USAA willing to spend more than
$2.6 million annually educating its employees? Karen Wolfshohl, man-
ager of college studies, explains: "It has always been our culture that
employees are our most important resource. They are the decisive factor
in our competitiveness as a financial services provider. An educated work
force is our only option given the force of change, especially technology
change, in our business."
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Learning Objectives

After reading this chapter, you should
be able to

understand why human resources
expenditures should be seen as an
investment rather than a cost

recognize the strategic importance of
recruitment, selection, training,
motivation, and retention of
employees

define what is meant by the"control"
and"involvement" models of
management

describe the benefits and
implications of employee
empowerment

discuss how the culture of a
company impacts the service that
customers receive
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human resource manage-
ment (HRM): the coordi-
nation of tasks related tojob
design, employee recruit-
ment, selection, training, and
motivation; it aso includes
planning and administering
other employee-related activ-
ities.

internal customers:
employees who receive ser-
vices from an internal sup-
plier (another employee or
department) as a hecessary
input to performing their
ownjobs.

HUMAN RESOURCES: AN ASSET WORTH
MANAGING

Many organizations have used the phrase, "People are our most important asset,” yet all
too few companies act as though top management really believes it. However, in suc-
cessful service firms like USAA employees are seen as a resource to be nurtured, rather
than a cost to be minimized. Hal Rosenbluth, owner of a chain of successful travel
agencies, argues in his book, The Customer Comes Second, that a company's first focus
should be on its employees: "Only when people know what it feels like to be first in
someone else's eyes,” he writes, "can they sincerely share that feeling with others."?

This chapter is the first of two addressing the question in our service decision
framework, What are appropriate rolesfor people and technology! (see FigureV.1 on page
321). It focuses on a vital element of the 8Ps: People. The human factor in services
involves two groups of players: employees and customers. Here we emphasize the task of
managing employees, since we've already discussed the need to manage customer
behavior in previous chapters.The field is potentially a vast one, since human resource
management (HRM) includes recruitment, selection, training, and retention of
employees. Both marketing and operations managers need to be aware of how
employee attitudes, appearances, and performance affect the firm's success.

Human Resource Issues in High-Contact Environments

In Chapter 1, we introduced the notion of integrated service management, which sug-
gests that marketing, operations, and human resource management should be seen as
interdependent functions. Interactions between these three areas are most pronounced
in the case of high-contact services, thus creating special challenges injob design,
recruitment, and training.

In high-contact services, customers encounter service employees during service
delivery. This contact creates a fundamental distinction between the jobs of front-stage
service workers and those who work in the back offices of service firms or in manufac-
turing plants.® The backstage employees in a service organization support the efforts
of their front-stage colleagues (called "internal customers"), who are serving end-
customers directly.

Almost al of us can recount some horror story of a dreadful experience with a ser-
vice business—and usually, we love to talk about it! If pressed, many of us can also
recount a really good service experience. Service personnel usually feature prominently
in such dramas—either in roles as uncaring, incompetent villains or as heroes who went
out of their way to help, anticipating customer needs or resolving problems in a helpful
and empathetic manner. Service people can play a vital role in lower-contact jobs where
customers interact with the firm by telephone and an agent's voice is the only form of
human contact. In high-contact service encounters, we tend to remember the role
played by front-stage personnel better than any other aspect of the operation. In many
respects, these employees are the service.

Customer-contact personnel must attend to both operational and marketing
goals, since they are a part of both the delivery system and the product. On the one
hand, they help "manufacture” the service output. At the same time, they may also be
responsible for marketing it ("We've got some nice desserts to follow your main
course" or "We could clean your machine at the same time that we repair the motor"
or "Now would be a good time to open a separate account to save for your children's
education").

In the eyes of their customers, service personnel may also be seen as an integral part
of the service experience. Thus front-stage employees often perform a triple role as



Operational Issues

Productivity improvement

Make-versus-buy decisions
(outsourcing)

Facilities location

Standardization

Batch versus unit processing

Facilities layout and design

Job design

Learning curves

Management of capacity

Quality control

Management of queues
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Typical Operations Goals

Reduce unit cost of production

Trade off control against
comparative advantage and
cost savings

Reduce costs; provide convenient
access for suppliers and employees

Keep costs low and quality
consistent; simplify operations
tasks; recruit low-cost employees

Seek economies of scale,
consistency, efficient use of
capacity

Control costs; improve efficiency
by ensuring proximity of
operationally related tasks;
enhance safety and security

Minimize error, waste, and fraud;
make efficient use of technology;
simplify tasks for standardization

Apply experience to reduce time
and costs per unit of output

Keep costs down by avoiding
wasteful underutilization of
resources

Ensure that service execution
conforms to predefined standards

Optimize use of available capacity
by planning for average throughput;
maintain customer order,

discipline

Common Marketing Concerns

Strategies may cause decline in service
quality

"Make" decisions may result in lower
quality and lack of market coverage; "buy"
decisions may transfer control to
unresponsive suppliers and hurt the firm's
image

Customers may find location
unattractive and inaccessible

Consumers may seek variety, prefer
customization to match segmented needs

Customers may be forced to wait, feel
"one of a crowd," be turned off by
other customers

Customers may be confused,
shunted around unnecessarily, find
facility unattractive and inconvenient

Operationally oriented employees with
narrow roles may be unresponsive to
customer needs

Faster service is not necessarily better
service; cost saving may not be
passed on as lower prices

Service may be unavailable
when needed; quality may be
compromised during high-
demand periods

Operational definitions of quality may not
reflect customer needs, preferences

Customers may be bored and
frustrated during wait, see firm as
unresponsive

Source: © 1989 by Christopher H. Lovelock. Reprinted from "Managing Interactions Between Operations and Marketing and Their Impact
on Customers," Chapter 15 in Bowen et al. (eds.), Service Management Effectiveness (San Francisco: Jossey Bass, 1990), 362.

operations specialist, marketer, and part of the service product itself. They occupy
boundary spanning positions—operating at the organization's boundary and pro-
viding a link between the external environment and internal operations. This multiplic-
ity of roles may be difficult for employees, especially when they feel as physically and
psychologically close to customers as they do to managers and other employees.* Table
15.1 highlights some of the conflicts between operations and marketing goals that may
trap employees in the middle.

Because of the unique challenges that boundary-spanning situations create,
employees in high-contact roles should be recruited and trained on the basis of specific
characteristics like interpersonal skills, personal appearance and grooming, knowledge
of the product and the operation, selling capabilities, and skills in coproduction (work-
ingjointly with customers to create the desired service). Additional attributes that are
particularly valuable in selling situations include skills in monitoring nonverbal clues

TABLE 15.1

Operations and Marketing
Perspectives

boundary spanning posi-

tions: jobs that straddle the

boundary between the exter-
nal environment, where cus-

tomers are encountered, and

the internal operations of the
organization.
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emotional labors the act of
expressing socially appropri-
ate (but sometimes false)
emotions toward customers
during service transactions.

Dilbert encounters emotional
labor at the bank.

(such as the customer's body language), and adjusting one's behavior in the context of
social situations. Both technical and interpersonal skills are necessary but neither alone is
sufficient for optimal job performance.®

Emotional Labor

Service encounters entail more thanjust correct technical execution of a task. They also
involve such human elements as personal demeanor, courtesy, and empathy. This brings
us to the concept of emotional labor (or emotion work), which is the act of express-
ing socially appropriate (but sometimes false) emotions during service transactions.®
Some jobs require service workers to act in a friendly fashion toward customers or to
appear compassionate, sincere, or even self-effacing. Trying to conform to customer
expectations on such dimensions can be a psychological burden for some service work-
ers when they perceive themselves as having to act out emotions they do not feel.

Customer-contact employees comply with these "display rules" through both act-
ing and the expression of spontaneous and genuine emotion.” Display rules generally
reflect the norms imposed both by society—which may vary from one culture to
another—and by specific occupations and organizations. For instance, customers'
expectations for nurses are different from those for bill collectors. Expectations may aso
reflect the nature of a particular encounter (for example, what emotions would you
expect a waiter to display if you discovered a fly in your soup?). Acting requires employ-
ees to simulate emotions that they do not actually feel, accomplished by careful presen-
tation of verbal and nonverbal cues, such as facia expression, gestures, and voice tone.
Some employees are natural actors, and those who are not can typically be coached to
improve their acting skills. Under certain conditions, service providers may sponta-
neously experience the expected emotion without any need for acting—as when a fire-
fighter feels sympathy for an injured child taken from a burning building.

Human resources (HR) managers need to be aware that performing emotional
labor, day after day, can be stressful for employees as they strive to display feelings that
may be false. From a marketing standpoint, however, failure to display the emotions that
customers expect can be damaging and may lead to complaints that "employees don't
seem to care." The challenge for HR managers is to determine what customers expect,
recruit the most suitable employees, and train them well.
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JOB DESIGN AND RECRUITMENT

Many of the most demanding jobs in service businesses are boundary-spanning posi-
tions where employees are expected to be fast and efficient at executing operational
tasks as well as courteous and helpful in dealing "with customers. Service encounters are
potentially "a three-cornered fight," with the customer (demanding attention and ser-
vice quality) and the organization (demanding efficiency and productivity) at the two
ends and frontline personnel caught in the middle.This creates tension as employees are
torn between satisfying management and customers, and between meeting productivity
and quality goals. If jobs are not designed carefully—or the wrong people are picked to
fill them—there's a significant risk that employees may become stressed and eventually
experience burnout, causing them to be unproductive.?

The nature of work varies enormously in the service sector. It may also differ
between one company and another depending on the goals, culture, and values of each
organization. Service jobs should be designed with reference to the skills required, the
degree of discretion allowed to jobholders, the context within which individuals will be
working—alone or with a team, for instance—and the extent of contact with cus-
tomers. Job requirements often change as a company evolves, new technologies are
implemented, and different ways of working are introduced. Job design is an ongoing
task for HR specialists and line managers.

Recruiting the Right People for the Job

There's no such thing as a universally perfect employee. Some servicejobs require prior
qualifications, as opposed to giving employees the necessary training after they are hired.
A nurse can apply for ajob as a hotel receptionist, but the reverse is not true unless the
applicant has nursing qualifications. Further, different positions—even within the same
firm—are best filled by people with different styles and personalities. It helps to have an
outgoing personality in many front-stagejobs, because employees are constantly meeting
new customers. A shy, retiring person, by contrast, might be more comfortable working
backstage with the same set of coworkers. Someone who loves to be physically active
might do better as a restaurant server or courier than as a reservation agent or bank teller.

The Walt Disney Company, which isin the entertainment business, actually uses the
theatrical term casting and assesses prospective employees in terms of their potential for
on-stage or backstage work. On-stage workers, known as cast members, are assigned to
those roles that best match their appearance, personalities, and skills. An individual's fit
with organizational culture is also important. Robert Levering and Milton Moskowitz,
authors of The 100 Best Companies to Work for in America, stress that, " No company is per-
fect for everyone. This may be especially true in good places to work since these firms
tend to have real character . . . their own culture. Companies with distinctive personali-
ties tend to attract—and repel—certain types of individuals."®

In trying to become more customer oriented, a number of service firms have put
their front-stage employees through "charm schools,” with the goal of creating warmer,
friendlier staff members who can relate better to customers. But HR managers have dis-
covered that while good manners and the need to smile and make eye contact can be
taught, warmth cannot. In fact, a cool and insincere smile may be worse than no smile
at al. The only realistic solution is to change the organization's recruitment criteria to
favor candidates with naturally friendly personalities. AsJim Collins observes, "The old
adage 'People are your most important asset' is wrong. The right people are your most
important asset. The right people are those who would exhibit the desired behaviors
anyway, as a natural extension of their character and attitude, regardless of any control
and incentive system."°
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What makes outstanding service performers so special? Often it's those characteris-
tics that are intrinsic to individuals, qualities that they would bring to any employer. As
one study of high performers concluded:

Energy . . . cannot be taught, it has to be hired. The same is true for charm,for detail ori-
entation, for work ethic, for neatness. Some of these things can be enhanced with on-the-
job training . . . or incentives. . . . But by and large, such qualities are ingtilled early
on"

The logical conclusion is that service businesses that rely on the human qualities of
their front-stage service personnel should devote great care to attracting and hiring the
right candidates. As part of this strategy, managers should review the firm's recruitment
advertising and ensure that it captures the human challenges of the work instead of just
emphasizing the technical aspects and the glamour (if any).

Southwest Airlines, America's leading short-haul airline, believes that the selec-
tion process starts not with the candidate but with the individuals responsible for
recruiting. In a sense, it is they -who must ensure that new hiring decisions reflect and
reinforce the company's distinctive culture. Everyone hired to work in the airline's
People Department—Southwest doesn't use the terms "human resources" or "per-
sonnel"—comes from a marketing or customer-contact background. This marketing
orientation is displayed in internal research onjob descriptions and selection crite-
ria, where each department is asked: "What are you looking for?" rather than told:
"This is what we think you need!" Southwest invites supervisors and peers (with
whom future candidates will be working) to participate in the in-depth interviewing
and selection process. More unusually, it invites its own frequent flyers to participate
in the initial interviews for flight attendants and to tell candidates what passengers
value.The People Department admits to being amazed at the enthusiasm with which
these busy customers have greeted this invitation and at their willingness to devote
time to this task.

Technology and the Workplace

Rapid developments in information technology are enabling service businesses to make
radical improvements in business processes and even completely reengineer their oper-
ations.*? For example, technology innovations now allow both backstage and front-
stage service jobs to be located around the world. American insurance companies, for
instance, have recruited workers in Ireland to process claims. Barbados, Jamaica,
Singapore, India, and the Philippines are emerging as other potential English-speaking
locations for telecommunicated services, not only for backstage work but also for such
front-stage supplementary services as airline reservations and technical help lines. The
United States has also become a major exporter of management and technical assistance
to overseas service providers. In 1999, the sale of data processing, market research, and
legal services alone (provided by "knowledge workers" using telephones and desk-top
computers from the comfort of their own offices or homes) totaled $18 billion, and this
figure is expected to increase exponentially in the future as more U.S. firms expand
overseas. Cendant (the franchisor for lodging chains like Days Inn, Howard Johnson,
andTravelodge), McDonald's, Hertz, Kinko's, Ace Hardware, and ServiceMaster al rely
on U.S.-based management consulting expertise in running their international
operations.

A growing number of customer-contact employees work by telephone, never
meeting customers face to face. Customers may be unaware of where the service per-
son they are talking to is located, and they typically don't care as long as they're dealing
with people who have the necessary personal and technical skills—plus the enabling
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technological support—to provide high-quality service. As with other types of service
work, these customer-contact jobs can be very rewarding or they can place employees
in an electronic equivalent of the old-fashioned sweatshop. As discussed in the BT
example (see box), recruiting people with the right skills and personalities, training
them well, and giving them a decent working environment are some of the keys to
success in this area.

Leveraging Employee Skills Through Training and Technology

One characteristic shared by many firms that provide outstanding service is their
emphasis on building and leveraging employee skills. The opening vignette on USAA
noted that organization's strong commitment to both internal training and external
education for its employees. By combining careful selection and ongoing training, firms
can grow talent internally and groom people for higher-level positions.

Some service companies use expert systems to leverage employees' skills to per-
form work that previously required higher qualifications, more extensive training, or
years of on-the-job experience. Certain systems are designed to train novices by grad-
ually enabling them to perform at higher levels. Other expert systems capture and
make the scarce expertise of outstanding performers available to everyone. An expert
system contains three elements: a knowledge base about a particular subject; an infer-
ence engine that mimics a human expert's reasoning in order to draw conclusions
from facts and figures, solve problems, and answer questions; and a user interface that
gathers information from—and gives it to—the person using the system. Like human
experts, such systems can give customized advice and may accept and handle incom-
plete and uncertain data. American Express uses a well-known expert system called
Authorizer's Assistant (originally called Laura's Brain, after a star authorizer), which
contains the expertise of its best credit authorizers. It has improved the quality and

Recruiting Employees Who
Work by Phone at BT
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expert systems: interactive
computer programs that
mimic a human experts rea-
soning to draw conclusions
from data, solve problems,
and give customized advice.

ees leave this critical telephone test until much later in the

BT (formerly British Telecom) is a major supplier of telecommunica-

tion services. It also actively uses its own medium, the telephone, personal interviews.

process.) Those who pass this screen proceed to written tests and

for managing relationships with its business accounts. Like a
growing number of firms that do business by phone, its success is
very dependent on recruiting and retaining employees who are
goad at telephone-based transactions with customers whom they
never see. Executives responsible for BT's telephone account man-
agement (TAM) operation, serving small business customers, are
highly selective in their recruitment efforts. They look for bright,
self-confident people who can be trained to listen to customers'
needs and use structured, probing questions to build a database of
information on each of the 1,000 accounts for which an account
manager is responsible.

BT begins its recruitment process with a telephone interview,
to see if candidates have the poise, maturity, and good speaking
voice to project themselves well and inspire trust in a telephone-
based job. (Curiously, most recruiters of telephone-based employ-

Successful candidates receive intensive training. BT has built
special training schools to create a consistent approach to cus-
tomer care. Would-be account managers receive 13 weeks of
training over a 12-month period, interspersed with live front-line
experience at their home bases. They must develop in-depth
knowledge of all the services and customer-premises equipment
that BT sells, as well as the skills needed to build relationships
with customers and to understand their business needs. Since
modern telecommunications technology is changing so rapidly,
customers need a trusted advisor to act as consultant and prob-
lem solver. And it Is this role that BT's TAM program has suc-
ceeded in filling. For all the impressive supporting technology, the
program would ultimately fail without good employees at the other
end of the phone.
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Fromdriver to UPSPacific Region

Manager: UPSgrows management :
John Jones' territory once covered

talentinternally.

Main Street, Sycamore and 4th.

Now it's California, Arizona and Utah.

speed of credit decisions dramatically and has contributed enormously to corporate

profitability.*

Although information technology and methods technology offer the potential for
significant improvements in both productivity and quality, these benefits will not mate-
rialize without employee support. ServiceMaster understands this requirement. Rated as
the leading outsourcing company in the United States, the firm offers management ser-
vices that provide equipment maintenance support and innovative solutions to stream-
line work processes. Using its 20 years of experience and a database of more than 17

Technology Solves
a Skills Shortage

In the early 1990s, Singapore Airlines (SIA) was having trouble
recruiting and retaining check-in agents for its home base at
Changi Airport. It was getting harder to recruit people with the nec-
essary skills at the wages SIA was willing to offer. And once they
were on the job, many agents found it rather unchallenging. The
predictable outcome: relatively high turnover and constant repeti-
tion of the expensive recruitment and training process. As part of a
major program to update its departure control systems, SIA com-
puter specialists created new software for check-in procedures,
featuring screen formats with pull-down windows, menu-driven

commands, and other innovations on the video terminal displays-
all designed to speed and simplify usage. The net result is that SIA
has been able to lower the educational criteria for the check-in
position. The job is now open to people who would not previously
have qualified and who view the work and the wages as being
fairly attractive. Employee satisfaction has increased, and turnover
is down. Because the new system is so much easier to use, only
one week's training is heeded—resulting in significant savings for
SIA. Finally, agents are able to process passengers faster, which
has increased both productivity and customer satisfaction.
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million equipment units, ServiceMaster can move immediately to lower its clients' costs
by developing detailed models of exactly how each unit should perform, when to do
preventive maintenance, and when replacement should occur.

However, when ServiceMaster is initially hired by a new client to manage certain
internal services, it often finds the employees in a survival mode, stuck in seemingly
dead-end jobs with no training and no opportunities for advancement. According to
Senior Vice President Craig Frier, "Our technologies enable them to run things right.
But we can't do anything or reach any of our goals for the facility until we can get rank-
and-file maintenance, housekeeping or dietary employees to understand and believe in
themselves, their futures, and their worth."*®

ServiceMaster's first actions are focused on training the employees and making
them feel more in control of their lives and their jobs, which results in an immediate
improvement in morale. It then introduces the employees to a career development pro-
gram that provides opportunities to obtain, say, an associate degree in plant engineering
and work toward becoming a group or facilities manager for ServiceMaster and eventu-
dly even head a ServiceMaster unit.

EMPOWERMENT OF EMPLOYEES

Under the right conditions, providing employees with greater discretion (and training
them to use their judgment) may enable them to provide superior service without
referring to rulebooks or higher authority.'® From a humanistic standpoint, the notion
of encouraging employees to exercise initiative and discretion is an appealing one.
Empowerment allows employees to find solutions to service problems and make
appropriate decisions about customizing service delivery. It depends for its success on
what is sometimes called enablement—giving workers the tools and resources they
need to take on these responsibilities.

Is Empowerment Always Appropriate?

Advocates claim that the empowerment approach is more likely to yield motivated
employees and satisfied customers than the "production line" alternative, in which man-
agement designs a relatively standardized system and expects workers to execute tasks
within narrow guidelines. But is the choice between these two approaches really so
obvious? The truth is that different situations may require different solutions. The pay-
dfs from greater empowerment must be weighed against increased costs for selection
and training, higher labor costs, slower service as customer-contact personnel devote
more time to individual customers, and less consistency in service delivery. It's also
important to avoid being seduced into too great a focus on recovery at the expense of
service delivery reliability.

Heskett, Sasser, and Schlesinger argue that any employee needs to operate in a
context of "latitude and limits."*” Frontline employees want enough latitude to
be able to deliver results to customers but also like to know the limits of their
authority. There are two possible approaches, illustrated in Figure 15.1. The tradi-
tional approach sees latitude as a box within which the employee is free to operate.
Actions that would exceed the limits of permitted behaviors require a supervisor's
approval. In this instance, the extent of latitude is defined by the size of the box;
companies adopting a policy of empowerment try to expand the box, within the
constraints imposed by the nature of the business. The nontraditional approach is to
define those behaviors that are required and then allow employees discretion on al
other actions. In this instance, greater latitude is created by reducing the extent of
required behaviors.

empowerment: authoriz-
ing employees to find solu-
tions to service problems and
make appropriate decisions
about responding to cus-
tomer concerns without hav-
ing to ask a supervisors
approval.

enablement: providing
employees with the skills,
tools, and resources they
need to use their own discre-
tion confidently and effec-
tively.
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FIGURE 15.1
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Source: James L. Heskett, W. Earl Sasser, Jr., Leonard A. Schlesinger, The Service Profit Chain (New York: The Free Press, 1997), 121.

Control versus Involvement

The production line approach to managing people is based upon the well-established
"control" model of organization design and management, with its clearly
defined roles, top-down control systems, hierarchical pyramid structure, and assumption
that management knows best. Empowerment, by contrast, is based upon the "involve-
ment" (or "commitment") model of management.This approach is based on the
assumption that most employees can make good decisions and produce good ideas for
operating the business if they are properly socialized, trained, and informed. It aso
assumes that employees can be internally motivated to perform effectively and that they
are capable of self-control and self-direction. Although broad use of the term "empow-
erment” is relatively new, the underlying philosophy of employee involvement is not.
In the control model, four key features are concentrated at the top of the organization,
while in the involvement model, these features are pushed down through the organization:

1. Information about organizational performance (e.g., operating results and mea-
sures of competitive performance)

2. Rewards based on organizational performance (e.g., profit-sharing and stock
ownership)

3. Knowledge that enables employees to understand and contribute to organiza-
tional performance (e.g., problem-solving skills)

4. Power to make decisions that influence work procedures and organizational
direction (e.g., through quality circles and self-managing teams)

The production line and empowerment approaches are at opposite ends of a spec-
trum that reflects increasing levels of employee involvement as additional knowledge,
information, power, and rewards are pushed down to the front line. Empowerment can
take place at several levels:

*e Suggestion Involvement empowers employees to make recommendations through
formalized programs, but their day-to-day work activities do not really change.
McDonald's, often portrayed as an archetype of the production line approach,
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Business strategy is based on competitive differentiation and on offering personalized, customized service
The approach to customers is based on extended relationships rather than on short-term transactions
The organization uses technologies that are complex and nonroutine in nature

The business environment is unpredictable and surprises are to be expected

Existing managers are comfortable with letting employees work independently for the benefit of both the
organization and its customers

Employees have a strong need to grow and deepen their skills in the work environment, are interested in
working with others, and have good interpersonal and group process skills

Source: Based on David E. Bowen and Edward E. Lawler Ill, “The Empowerment of Service Workers: What, Why, How, and When?" Sloan
Management Review, Spring 1992, 32-39.

listens closely to its front line; innovations ranging from the Egg McMuffin to
methods of wrapping burgers without leaving a thumbprint on the bun were
invented by employees.

>~Job Involvement represents a dramatic expansion of job content. Jobs are
redesigned to allow employees to use a wider array of skills. In complex service
organizations like airlines and hospitals, where individual employees cannot offer
all facets of a service, job involvement is often accomplished through use of
teams. To cope with the added demands accompanying this form of empower-
ment, employees require training and supervisors must be reoriented from
directing the group to facilitating its performance in supportive ways.

>e High Involvement gives even the lowest-level employees a sense of involvement in
the total organization's performance. Information is shared. Employees develop
skills in teamwork, problem solving, and business operations, and they participate
in work-unit management decisions. There is profit sharing and employee own-
ership of stock in the business.

As shown in Table 15.2, a strategy of empowerment is most appropriate when cer-
tain factors are present within the organization and its environment. It's important to
emphasize that not al employees are necessarily eager to be empowered. Many employ-
ees do not seek personal growth within theirjobs and would prefer to be given specific
directions rather than having to use their own initiative.

SERVICE JOBS AS RELATIONSHIPS

Marketing theory argues that successful relationships are built on mutually satisfying
exchanges from which both customers and suppliers gain value. This same notion of
value can be applied to any employee who has a choice of whether or not to work for a
particular organization (and the best employees usually do have opportunities to move
on, if dissatisfied).The net value of ajob is the extent to which its benefits exceed its asso-
ciated costs. When discussing such benefits, one thinks first of pay, health insurance, stock
options, and pension funding. However, most jobs also generate other benefits. Some
positions offer learning or experience-building opportunities; some provide deep satis-
faction because they are inherently interesting or provide a sense of accomplishment; still
others provide companionship, a valued chance to meet other people, feelings of dignity
and self-worth, opportunities to travel, and the chance to make a social contribution.

But working in any job has its costs, too, beginning with the time spent on thejob
and traveling to and from work. Most jobs also entail some monetary costs, ranging
from special clothes to commuting to childcare. Stress can be a psychological and phys-
ical cost in a demandingjob. Unpleasant working conditions may involve exposure to
noise, smells, hazardous chemicals, and temperature extremes. And, of course, somejobs
require intense physical or mental effort.

TABLE 15.2

Factors Favoring a Strategy
of Employee Empowerment
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Job design cannot be restricted to just ensuring that the firm gets its money's worth
out of employees. Companies must also consider the design of the working environ-
ment, asking whether employees have the tools and facilities they need to deliver excel-
lent service. To an increasing degree, health and safety legislation is requiring changes in
the workplace to eliminate physical and even psychological hazards, but only manage-
ment can create a positive working climate—and that takes a long time. Reducing the
negative aspects of thejob and improving its positive ones may make it easier for firms
to hire and retain the best available employees, without having to pay premium salaries
and load up on conventional "benefits." Employees who enjoy their work are more
likely than unhappy ones to provide good service to customers.

Fortune's annual list of the "100 Best Companies To Work For" highlights corporate
culture as the key dimension in employee retention.'® But we shouldn't overlook the
role of perks like daycare (offered by 26 percent of the best employers) and concierge
services like dry-cleaning pickup (offered by 29 percent), which reduce stress for
employees, save them time, and make them feel appreciated.

Employee Retention and Customer Retention

Researchers have found strong correlations between employees' attitudes and percep-
tions of service quality among customers of the same organization.  One retail bank-
ing study showed that when employees reported a strong service orientation imperative
in the branch where they worked, customers reported that they received higher-quality
service. A follow-up study determined that customer intentions to switch to a competi-
tor could be predicted based on employee perceptions of the quality of service deliv-
ered. Employee turnover probabilities were also predictable, based on customer percep-
tions of service quality. Where customers reported high service quality, employees were
less likely to leave. A reasonable inference is that it is not very rewarding to work in an
environment where service is poor and customers are dissatisfied. For example, a study
of a truck rental business found that higher levels of employee satisfaction were related
to both lower turnover and lower worker's compensation claims.*

When jobs are low paid, boring, and repetitive, with minimal training, service is
typically poor and employee turnover is high. Poor service generates high customer
turnover, too, making the working environment even less rewarding. As a result, the firm

Loyal Agents Equal Loyal
Customers at Sate Farm

Ore factor underlying the ongoing success of State Farm insurance
in the United States is the interactive effect of both customer and
agent retention. According to industry studies, State Farm's cus-
tomer retention rate exceeds 90 percent, consistently the best per-
formance of all national insurers selling through agents. At the
same time, more than 80 percent of newly appointed agents
remain associated exclusively with State Farm through their fourth
year, compared with only 20 to 40 percent for other companies in
the industry. Further, the average State Farm agent has 18 years of

tenure compared to between six and nine years for competitors,
making them more experienced.

This underlying synergy at State Farm comes from the fact
that agents who are committed to building a long-term relationship
with the company are more likely to build lasting relationships with
customers, too. In turn, it's easier for agents to work with (and sell
to) loyal customers whose needs, lifestyles, and attitudes to risk
they know well. The net result is that State Farm agents' productiv-
ity is 50 percent higher than industry norms.

Source: Frederick F. Reichheld, The Loyalty Effect (Boston, MA: Harvard Business School Press, 1996), Chapters 4 and 5.
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spends dl its resources trying to recruit both new customers and new employees. Loyal
employees, by contrast, know the job and, in many cases, the customers too. To the
extent that an organization's culture leads to long-term employees who are customer
oriented, knowledgeable, and remain motivated, better service and higher customer
retention should result. This is especially true for high-contact businesses that require
customers to be on-site during service delivery.

Researchers have been able to document the economic value of both customer
retention and employee retention.” For example, Sears, Roebuck and Company, a
major department store chain in the United States, spent more than three years rebuild-
ing the company around its customers after experiencing the worst year of financial
returns (in 1992) in its long and highly profitable history. In the course of refocusing the
company's strategy, top executives at Sears developed a business model that tracked suc-
cess from management behavior through employee attitudes to customer satisfaction,
and ultimately to financial performance. Sears has been using its employee-customer-
profit model to measure employee and customer satisfaction and the resulting impact on
the bottom line since 1995.The results have been encouraging. In 1998, both employee
and customer satisfaction increased by 4 percent, which translated into more than $4
million in additional revenues for the year.?

Cycles of Failure, Mediocrity, and Success

All too often, bad working environments translate into dreadful service, with employees
treating customers the way their managers treat them. Businesses with high employee
turnover are frequently stuck in what has been termed the "Cycle of Failure." Others,
which offer job security but little scope for personal initiative, may suffer from an
equally undesirable "Cycle of Mediocrity." However, there is potential for both vicious
and virtuous cycles in service employment, with the latter being termed the "Cycle of
Success."?*

The Cycle of Failure In many service industries the search for productivity is
occurring with a vengeance. One solution takes the form of simplifying work routines
and hiring workers as cheaply as possible to perform repetitive work tasks that require
little or no training. The cycle of failure captures the implications of such a strategy, with
its two concentric but interactive cycles: one involving failures with employees; the
second, with customers (Figure 15.2).

The employee cycle of failure begins with narrowly designed jobs to accommodate
low skill levels, emphasis on rules rather than service, and use of technology to control
quality. A strategy of low wages is accompanied by minimal effort on selection or train-
ing. Consequences include bored employees who lack the ability to respond to cus-
tomer problems, become dissatisfied, and develop a poor service attitude. Outcomes for
the firm are low service quality and high employee turnover. Because of weak profit
margins, the cycle repeats itself with hiring of more low-paid employees to work in this
unrewarding atmosphere. Managers have offered a veritable litany of excuses and justifi-
cations for perpetuating this cycle:

>- "Youjust can't get good people these days."
»- "People just don't want to work today."

>- "To get good people would cost too much and you can't pass on these cost
increases to customers.”

>e "|t's not worth training our front-line people when they leave you so quickly."

>- "High turnover is simply an inevitable part of our business.You've got to learn
to live with it.

335
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FIGURE 15.2
The Cycle of Failure
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Source: Leonard L. Schlesinger and James L. Heskett, "Breaking the Cycle of Failure in Services," Sloan Management Review 31 (spring
1991): 17-28. Copyright© 1991 by Sloan Management Review Association. All rights reserved.

The customer cycle of failure begins with repeated emphasis on attracting new cus-
tomers who become dissatisfied with employee performance and the lack of continuity
implicit in continually changing faces. Customers fal to develop any loyalty to the sup-
plier and turn over as rapidly as the g&ff, thus requiring an ongoing search for new cus-
tomers to maintain sales volume. This churn of discontented customers is especially
troublesome in light of what we now know about the greater profitability of a loyal cus-
tomer base. And the concept of an enormous pool of nomadic service employees mov-
ing from one low-paying employer to the next, experiencing a stream of personal fail-
ures, must surely be deeply disturbing for companies with a social conscience.

Too many managers make shortsighted assumptions about the financial implica-
tions of low-pay/high-turnover human resources strategies. Part of the problem is fail-
ure to measure al relevant costs. Three key cost variables are often omitted: the cost of
constant recruiting, hiring, and training (which is as much a time cost for managers as a
financial cost); the lower productivity of inexperienced new workers; and the costs of
constantly attracting new customers (requiring extensive advertising and promotional
discounts). Two revenue variables are also ignored: future revenue streams that might
have continued for years but are lost when unhappy customers take their business else-
where, and potential income from prospective customers who are turned away by neg-
ative word of mouth. Finally, there are less easily quantifiable costs like disruptions to
service while ajob remains unfilled, and loss of the departing person's knowledge of the
business (and its customers).
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The Cycle of Mediocrity Another vicious employment cycle is the "Cycle of
Mediocrity" (Figure 15.3). It's most often found in large, bureaucratic organizations—
typified by state monopolies, industrial cartels, or regulated oligopolies—where there is
little incentive to improve performance and where fear of entrenched unions may
discourage management from adopting more innovative labor practices.

In these environments, service delivery standards tend to be prescribed by rigid
rulebooks that are oriented toward standardized service, operational efficiencies, and
prevention of both employee fraud and favoritism toward specific customers. Employees
may expect to spend their entire working lives with the organization. Job responsibili-
ties tend to be narrowly and unimaginatively defined, tightly categorized by grade and
scope of responsibilities, and further rigidified by union work rules. Salary increases and
promotions are based on longevity, with successful performance in ajob being mea-
sured by absence of mistakes, rather than by high productivity or outstanding customer
service. What little training occurs is focused on teaching the rules and the technical
aspects of thejob, not on improving human interactions with customers and coworkers.
Since there are minimal allowances for flexibility or employee initiative,jobs tend to be
boring and repetitive. However, in contrast to cycle of failurejobs, most positions pro-
vide adequate pay and reasonable benefits combined with high security—thus making
employees reluctant to leave. This lack of mobility is compounded by the absence of
marketable skills that would be valued by other companies.
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Source: Christopher Lovelock, "Managing Services: The Human Factor" in Understanding Service Management, ed. W.J. Giynn and
J.G. Barnes (Chichester: Wiley, 1995), 228.

FIGURE 15.3
The Cycle of Mediocrity
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FIGURE 154
The Cycle of Success

Customers find such organizations frustrating to deal "with. Faced with bureaucratic
hassles, lack of service flexibility, and unwillingness of employees to make an effort to
serve them better (often accompanied by the statement "That's not my job"), they may
become resentful. What happens when there is nowhere else for customers to go—
either because the service provider holds a monopoly, or because all other available
players are perceived as being as bad or worse? We shouldn't be surprised if dissatisfied
customers display hostility toward service employees who, feeling trapped in their jobs
and powerless to improve the situation, protect themselves through such mechanisms as
withdrawal into indifference, playing overtly by the rulebook, or countering rudeness
with rudeness. The end result is a vicious cycle of mediocrity in which unhappy cus-
tomers continually complain to sullen employees (and also to other customers) about
poor service and bad attitudes, generating increased defensiveness and lack of caring on
the part of the gaff. Under such circumstances, there is little incentive for customers to
cooperate with the organization to achieve better service.

The Cycle of Success Some firms reject the assumptions underlying the cycles of
failure and mediocrity. Instead, they take a long-term view of financial performance and
invest in their people to create a "cycle of success' (Figure 15.4). As with failure or
mediocrity, success applies to both employees and customers. Broadened job designs are
accompanied by training and empowerment practices that allow front-stage personnel
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CHAPTER FIFTEEN ¢ EMPLOYEE ROLES IN SERVICE ORGANIZATIONS

to control quality. With more focused recruitment, more intensive training, and better
wages, employees are likely to be happier in their work and to provide higher quality,
customer-pleasing service. Regular customers also appreciate the continuity in service
relationships resulting from lower turnover and are more likely to remain loyal. Profit
margins tend to be higher, and the organization is free to focus its marketing efforts on
reinforcing customer loyalty through customer retention strategies, which are usually
much less costly to implement than strategies for attracting new customers. USAA, the
company described in the opening story for this chapter, provides a good example of
the long-term profitability that can result when investments in employees lead to a cycle
of success.

The deregulation of many service industries and the privatization of government
corporations have often been instrumental in extracting organizations from the cycle
of mediocrity. For example, in both the United States and Canada formerly monopo-
listic regional telephone companies have been forced to adopt a more competitive
stance. In many countries, public corporations have undergone radical culture changes
in the wake of privatization and exposure to a more competitive environment.
Unfortunately, however, pressures to increase shareholder value have sometimes led top
management to focus on short-term profits, achieved through cost cutting and effi-
ciency without regard to service quality or employee welfare. The risk is that such
strategies will eventually take the firm in the direction of the cycle of failure rather
than the cycle of success.

The Role of Unions

The power of organized labor is widely cited as an excuse for not adopting new
approaches in both service and manufacturing businesses. "We'd never get it past the
unions," managers sy, wringing their hands and muttering darkly about restrictive work
practices. Unions are often portrayed as the bad guys in the media, especially when high
profile strikes in important service industries such as airlines, railroads, and postal service
inconvenience millions. On the other hand, polls showed that customers and the gen-
era public were overwhelmingly sympathetic to union concerns of unfair treatment of
part-time employees when the Teamsters Union struck United Parcel Service in 1997.
Unions are not just limited to blue-collar workers; they may also embrace high-paid
professionals such as airline pilots.

American managers have a reputation for being especially antagonistic toward
unions. Professor Jeffrey Pfeffer has observed wryly that "the subject of unions and
collective bargaining is . . . one that causes otherwise sensible people to lose their
objectivity."?® He urges a pragmatic approach to this issue, emphasizing,"the effects of
unions depend very much on what management does.” In reviewing numerous studies
of the impact of unions (across many U.S. industries), he notes that unions do raise
wage levels—especially for low-wage workers—as well as reducing turnover, improv-
ing working conditions, and leading to better resolution of grievances. They can also
have a positive impact on productivity—but only in those companies where both
management's and labor's |eadership skills are strong. These improvements in produc-
tivity, he suggests, may reflect the greater selectivity in recruitment that is possible
when jobs pay better and thus attract more candidates, together with the lower
turnover often found in unionized firms and the resulting presence of a more experi-
enced workforce.

In Tlie WO Best Companies to Workfor in America, Levering and Moskowitz discuss
many successful companies that are strongly unionized. The United States is a useful site
for comparative research on the impact of unions, since firms in the same industry vary
widely in the extent of unionization as well as in the impact of unionization on their
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success. For example, management-union confrontations have been damaging for air-
lines such as United and Northwest. In contrast, Southwest Airlines is more than 80 per-
cent unionized yet boasts the lowest costs per mile, highest profits, best on-time perfor-
mance, best baggage handling, and highest customer satisfaction of any American airline
(as measured by fewest complaints to the U.S. Department of Transportation). The air-
line's unusually good labor-management relations are widely seen as a direct result of its
chief executive's hands-on efforts. The one area on which management will not negoti-
ate is work rules. It's also "worth noting that Southwest employees collectively own 13
percent of the company's stock.

As you can see, the presence of unions in a service company is not an automatic
barrier to high performance and innovation unless there is a long history of mistrust,
acrimonious relationships, and confrontation. However, management cannot rule by
fiat. Consultation and negotiation with union representatives are essential to ensure that
employees will accept and implement new ideas.

HUMAN RESOURCE MANAGEMENT
IN A MULTICULTURAL CONTEXT

The trend toward a global economy means that more and more service firms are oper-
ating across national frontiers. Two other important trends are increased tourism and
business travel, plus substantial immigration of people from different cultural back-

Euro Disney and the Challenges
of Multiculturalism

Few recent service ventures have attracted as much media
comment and coverage as the operations of Walt Disney Co.'s
theme park, Disneyland Paris. The cultural difficulties of creating
and running an American-style theme park in the heart of Europe
have been widely publicized. Since Disneyland Paris replicates
three successful Disney theme parks, top management's
objective has been to ensure that the park adapts itself to
European conditions without losing the American feel that has
always been seen as one of its main draws. For officials of the
European operating company, Euro Disney, the park just outside
Paris, opened in 1992, has proved even more of a challenge than
Disney's first foreign theme park, Tokyo Disneyland, which
opened in Japan 10 years earlier. Unlike the California, Florida,
or Tokyo parks, no one nationality dominates the latest park.
So handling languages and cultures has required careful plan-
ning, not least in terms of employee recruitment, training, and
motivation.

Knowledge of two or more languages has been an important
criterion in hiring "cast members" (front-line employees). Months
before opening day, recruitment centers were set up in Paris,
London, Amsterdam, and Frankfurt. During the park's first sea-
son, approximately two-thirds of those hired were French nation-
als; the balance came from 75 other nationalities, principally
British, Dutch, German, and Irish. Some knowledge of French is
required of all employees; in the park's opening year, about 75
percent of employees spoke this language fluently, another 75
percent spoke English, roughly 25 percent spoke Spanish, and 25
percent, German.

The reservations center caters to people of many tongues, with
special phone lines for each of 12 different languages. Cast mem-
bers speaking a broad cross section of tongues staff City Hall, the
main information center in the park. Special procedures have been
instituted at the park's medical center to handle medical emergen-
cies involving speakers of less commonly encountered languages.

Source: Christopher Lovelock and Ivor Morgan. "Euro Disney: An American in Paris," case reprinted in Christopher Lovelock, Services Marketing, 4th ed. (Upper Saddle River, NJ: Prentice

Hall, 2001), 602-614,
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grounds into developed economies such as those of the United States, Canada, Australia,
and many European countries. The result is pressure on service organizations to serve a
more diverse array of customers—with different cultural expectations and speaking a
variety of languages—and to recruit a more diverse workforce.

Striking a balance between diversity and conformity to common standards is
not a simple task, because societal norms vary across cultures. When McDonald's
opened a fast-food restaurant in Moscow, management trained staff members to
smile at customers. However, this particular norm did not exist in Russia and some
patrons concluded that staff members were making fun of them! The troubled early
history of Euro Disney provides another example of how the application of
American standards to European operations may be complicated by cultural conflicts
(Euro Disney box).

Part of the HRM challenge as it relates to culture is to determine which perfor-
mance standards are central and which should be treated more flexibly. For instance,
some public service agencies in Britain (and elsewhere) that require employees
to wear uniforms have been willing to allow Sikh employees to wear a matching
colored turban with badge, whereas others have generated conflict by insisting on
use of traditional uniform caps. Multiculturalism may also require new HRM proce-
dures that respect the practices and traditions of diverse employee groups. The deci-
sion to be more responsive to employees whose first language is not English may
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require changes in recruiting criteria, use of role-playing exercises, and language

training.?’

With over 70 nationalities represented among its employees, there
is a high probability that a cast member can be found somewhere
on-site to interpret in such a situation. The company has noted the
language capabilities of every employee, can access them by com-
puter (e.g., "who do we have on duty who speaks Turkish?"), and
can page them immediately by beeper or walkie-talkie.

However, Euro Disney has encountered many cultural prob-
lems in training and motivation. At the outset, the company
announced that "a leading priority was to indoctrinate all employ-
ees in the Disney service philosophy, in addition to training them in
operational policies and procedures." The apparent goal was to
transform all employees, 60 percent of whom were French, into
clean-cut, user-friendly, American-style service providers. Since
the founding of Disneyland in 1958, Disney has been known for its
strict professional guidelines. "The Look Book," for example, dic-
tated that female employees should wear only clear nail polish,
very littte—if any—make-up, and, until recent years, only flesh-
colored stockings. Men could not wear beards or mustaches (the
latter are now permitted) and had to keep their hair short and
tapered. Guests should be greeted within 60 seconds of entering a
facility and helped as needed.

According to media reports, a key challenge has been to
train French employees to adopt Disney standards. The park's
manager of training and development for Disney University was
quoted as saying: "The French are not known for their hospitality.
But Disney is." During the first four months of operations, more
than 1,000 employees left the park. According to management,
half quit and the rest were asked to leave. Subsequently, the
women's grooming guidelines were modified because "what is
considered a classic beauty in Europe is not considered a classic
beauty in America." Female cast members can now wear pink or
red nail polish, red lipstick, and different colored stockings as
long as they "complement [the] outfit and are in dark, subdued
colors."

Another Disney trademark is to smile a lot. Yet as one observer
commented, "If the French are asked to smile, they will answer 'I'll
smile if | want to. Convince me." Although Disney stressed total
customer satisfaction, in the eyes of some employees the company
had imposed controls that had made that goal impossible to
deliver. In the upshot, the training had to be adapted to suit the
European workforce.
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Conclusion

The caliber of a service firm's people is a major factor in its market performance. It's
probably harder to duplicate high-performance human assets than any other corporate
resource. The best firms invest heavily in recruitment and training of their employees.
However, human resources managers recognize that certain human personality traits can-
not be trained—they have to be hired. To the extent that employees understand and sup-
port the goals of an organization, have the skills needed to succeed in performing their

jobs,

work well together in teams, recognize the importance of ensuring customer satis-

faction, and have the authority and self-confidence to use their own initiative in problem
solving, the marketing and operational functions should actually be easier to manage.

Study Questions and Exercises

1.

What is emotional labor? Explain how it might cause stress for employees, and
illustrate your points with specific examples.

. List five ways in which investment in hiring and selection, training, and ongoing

motivation of employees will pay dividends in customer satisfaction for such
organizations as (a) an airline, (b) a hospital, (c) a restaurant.

3. Define what is meant by the control and involvement models of management.

. ldentify the factors favoring a strategy of employee empowerment.

5. What is the difference between empowerment and enablement? Can you have

one without the other?

. Highlight specific ways in which technology—particularly information

technology—is changing the nature of service jobs. Provide examples of
situations in which use of IT is likely to (a8) enhance and (b) detract from
employee job satisfaction.

. What can a marketing perspective bring to the practice of human resource

management?

. What important ethical issues do you see facing human resource managers in

high-contact service organizations?
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chaptersixteen

Thelmpact of Technology

on Sarvices

eBay: A Virtual Community Where

Almost Anything Can Be Auctioned

Auctions have been around since ancient times but have been geo-
graphically fragmented and time restricted, making it difficult for
prospective buyers and sellers to meet. Pierre Omidyar, whose back-
ground was in computer science, was one of the first to recognize the
Internet's potential for creating a more efficient auction marketplace.
Working with Jeff Skoll, a Stanford MBA, he formed AuctionWeb in
September 1995.

The two partners had limited expectations of what Omidyar later
described as their "little hobby-experiment" and thought it wise to
keep their day jobs. Initially, the business operated out of Omidyar's
small apartment. Its tools were a laptop computer, a filing cabinet, an
old school desk, and a Web site at a local Internet service provider. In
order to develop a critical mass of transactions, users were charged
no fees. The site itself had a very basic appearance.

But AuctionWeb soon began to take on a life of its own, with
growth driven by word-of-mouth recommendations. Within six
months, the two entrepreneurs had to buy their own server and began
charging a listing fee to cover their rising costs. Before long, the oper-
ation was moved to a separate office, the company incorporated, and
its first employee hired. Growth was driven almost entirely by word-of-
mouth recommendations. Customers found that the service was not
only effective but also fun to use. With few limitations on what could be
sold (exceptions now include firearms, drugs, alcohol, human body
parts, and surveillance equipment), the number of categories
expanded dramatically in response to market interest.

With thousands of listed items selling every day and the num-
ber of employees increasing, Omidyar and Skoll recognized the need
for additional capital and management expertise. Heeding advice
from a venture capital firm to establish a leadership position before
competitors could overtake them, they changed the company's
name to eBay in September 1997 and began to seek additional cus-
tomers by advertising on other Web sites and in targeted publica-
tions. By year-end, eBay had expanded its employee headcount to
41 and could boast 850,000 registered users and annual transac-
tions of $340 million.

The following year, the founders recruited an experienced man-
ager as CEO. They offered the job to Meg Whitman, who had devel-
oped experience in building brands with a number of well-known con-
sumer product companies. Two things impressed Whitman as she
mulled the offer. First, she saw that eBay was doing something that
could not be done effectively offline—unlike most dot-com compa-
nies, which were simply Internet versions of offline businesses.
Second, she was struck by the emotional commitment of eBay users
to the service.

Growth continued at an explosive rate. When the company went
public in September 1998, both founders became billionaires. During
2000, the value of goods traded on the eBay site exceeded $5 billion
and by early 2001 the number of registered users had reached 18.9
million, trading goods in some 4,700 categories around the world.
Despite strong efforts from competitors (including Amazon and Yahoo),
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eBay remained not only the largest online auction site but also
the highest rated by the Internet quality measurement firm,
G6mez.com, which cited its ease of use, on-site resources, and wide
range of listings.

Unlike many dot-com companies, eBay neither owns nor handles
the merchandise that is sold through its site. Instead, it brings buyers
and sellers together and then facilitates trading. Buyers pay sellers
through Billpoint, an online bill-payment service operated for eBay by
Wells Fargo Bank; a seller may also request use of a third-party
escrow service to whom the buyer sends payment before receiving the
purchased item.

eBay's revenue comes from a nonrefundable insertion fee for
each item listed for auction, plus a sliding final value fee based on the
amount of the winning bid. The company's average "toll" on site traf-
fic is roughly 8 percent of the value of auctioned merchandise, so
revenues are large and rising fast. However, costs have risen rapidly,
too. They include continued investments in Web infrastructure—
which must precede rather than follow transaction growth in order to
prevent system breakdowns—as well as heavy expenditures on mar-
keting to build the brand and enhance customer service. Further
investments are being made on overseas expansion and acquisition
of companies in related fields to broaden eBay's array of services and
categories. General and administrative expenses are also rising, but
more slowly.

(continued)
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L earning Objectives

After reading this chapter, you should
be able to

explain the different types of
technology applications in services

recognize the implications of
technological innovation for
customers and employees

describe the factors that have fueled
the rapid growth of information
technology

understand how the Internet is
transforming service strategy

discuss guidelines for the effective
use of technology in service
organizations
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What factors have spurred eBay's success? Its very size gives it
an advantage over competitors in that sellers can expect to attract
more buyers and, in turn, buyers find a broader array of items on
which to bid. The easy-to-use Web site offers friendly advice and intro-
duces newcomers to the eBay community. With growth has come a
shift in the mix of sellers, with a growing number of small businesses
now employing eBay as a major marketing channel; as a result, 20
percent of sellers account for 80 percent of sales.

Loyalty is reinforced by the real sense of community among
users, who actively enjoy browsing, bidding, and chatting with other
users at the "eBay Cafe." Recognizing the importance of protecting

honest customers against fraud, eBay encourages users to post com-
ments on their purchasing experiences, so that future bidders can
review evaluations of individual sellers. In addition, the company offers
a free program to insure every eligible transaction up to $250 (less a
$25 deductible) in the case of actual fraud.

Underlying eBay's operations is a distinctive culture and some
clearly expressed values. It has worked hard to develop customer
trust, declaring that "eBay was founded with the belief that people are
basically good. We believe that each of our customers, whether a
buyer or a seller, is an individual who deserves to be treated with
respect.”

TECHNOLOGY IN SERVICE ENVIRONMENTS

Reflecting success stories like eBay, the Internet has attracted tremendous coverage in
recent years. The rapid growth of the Internet demonstrates how the introduction and
commercialization of new technologies can result in dramatic product innovations and
lead to significant changes in how businesses operate and how people live and work.
History is full of such examples. In the 19th century, the Industrial Revolution helped to
usher in widespread use of such key technologies as water and steam power, railroads and
electricity. People living in the 20th century found their lifestyles and opportunities
shaped by innovations—such as personal automobiles, universal telephone service, global
air travel, radio, television, computers, and satellites—that would have been unimaginable
to earlier generations. As inhabitants of the 21st century, we can look forward to continu-
ing new applications of technology in almost every area of our lives, giving us new options
in fields such as financial services, education, medicine, entertainment, and transportation.

Each generation tends to use the word technology to describe, rather loosely, the prac-
tical application of cutting-edge tools and procedures. While many different types of
technologies affect our lives, our focus in this chapter is on those that impact the way ser-
vices are produced, delivered, and marketed. We begin with a brief look at different kinds
of technology applications in services.Then we examine strategic issues related to the use
of information technology in service delivery, with particular emphasis on the Internet
and the World Wide Web. In the course of the chapter we explore whether companies
should view technology as a strategic thrust in their business or just another operations
tool, look at how new technologies impact productivity and service quality, and consider
the potential for getting customers to use technology-based self-service options.

Different Types of Technology

At least six types of technology have implications for the service sector—power and
energy, physical design, materials, methods, genetic biology, and information.The appli-
cation of one type of technology in any service industry often requires assistance from
some of the others.

Power and Energy Technology The search is on for improved sources of power. One
important development is more sophisticated approaches to renewable energy, such as
solar and wind power. The equipment is often owned by entrepreneurs who act as small
generating services, selling power to utility companies. There has also been huge progress
in miniaturization of batteries; their bulk and weight have been reduced while battery life
and strength have increased. Such batteries power small portable IT equipment like laptop
computers, pagers, and cellular phones that are widely used by many service businesses. By
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facilitating mobile communications and service delivery in cyberspace, they enhance
employee responsiveness and provide greater flexibility for customers.

Physical Design Technology Creating smaller, lighter, faster, or more efficient
equipment often requires new approaches to design. Laptops and cell phones look very
different from desktop computers and conventional telephones. High-speed catamaran
ferries are another example of innovative physical design. These ships, with their new
hull designs and water jet propulsion systems (an alternative form of power technology),
are revolutionizing marine transportation.

Materials Technology = New manufacturing techniques and materials have produced
advanced plastics and metal alloys that make possible not only high-speed airfoils or
miniaturized high-tech hardware, but also such mundane objects as energy-saving
lighting to provide better security in shopping mall parking lots. Modern railroad cars
make widespread use of materials technology, including metal composites for lightweight
bodies, vandal-resistant plastics, artificial fibers for easy cleaning, and shatterproof
insulating glass for good views without compromising climate control and safety.

Methods Technology Here, attention is focused on developing new ways of
working, including self-service by customers. It can be as simple as furnishing hotel
bedrooms with box beds to simplify the cleaning task for housekeepers or installing
beverage dispensers with automatic metering in a restaurant so that workers can
perform other tasks while cups are filling.? Or it can be as complex as designing
procedures for a hospital emergency room, an all-telephone bank, or an automated
warehouse. Methods technology emphasizes that human involvement and success may
depend on getting employees and customers to perform unfamiliar new tasks. To
ensure that new methods are "user friendly," operations managers need to seek early
and full participation of HR and marketing specialists in both design and
implementation.

Biotechnology "Biotech" includes research into the development and application of
such procedures as gene splicing and gene therapy. Relevant service applications center
around advances in medical treatments or development of genetically altered foods that
might be served in restaurants. However, the long-term impact of these practices
remains uncertain and their use—especially for broader public consumption—requires
rigorous advance testing and thoughtful consideration of ethical criteria.

Information Technology |IT encompasses several key elements, beginning with the
capture of data and its storage in memory systems. These systems may range in scope
from a credit card's magnetic strip containing 200 bytes (equivalent to roughly three
lines of typescript) to the terabytes of a super computer or data warehouse. IT is often
identified with sophisticated hardware. But software is actually the key element in
turning data into useful information (such as customer account profiles) or the
intelligence found in expert systems that tell users—or even machines—what decisions
to make. IT not only makes possible new service concepts such as Internet auctions, but
potentially impacts almost every aspect of service.

Creating New Ways of Working

Before implementing new strategies to take advantage of emerging or improved tech-
nologies, managers have to ask how existing work patterns will need to change if an
innovation is to fulfill its promise. There's an important link between IT and methods
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technology. Hammer and Champy make the point that companies often use IT simply to
speed up existing processes. They claim that "the real power of technology is not that it
can make the old processes work better, but that it enables organizations to break old rules
and create new ways of working”® (emphasis added). In the case of IT, they argue that instead
of "embedding outdated processes in silicon and software, we should be using the power
of technology to radically redesign business procedures and dramatically improve their
performance.” (This assumes that firms are fully aware of what their existing processes are
and emphasizes the value of blueprinting as a visual tool for process design or redesign.)

Service leaders employ technology as an active component of strategy. They seek to
create and nurture a corporate culture that welcomes change and new methods of
working. Many firms have their own technology units whose work is devoted to
exploring how innovations might best be used to create value for customers and stock-
holders, higher quality, greater productivity, and a competitive advantage for the firm.
The most desirable innovations are those that fulfill several—or even all—of these
objectives simultaneously. Companies that want to be on the cutting edge of new tech-
nology applications often work closely with university researchers and innovative man-
ufacturers to shape the development of emerging technologies.

Technology and Innovation

In previous chapters, we described some dramatic instances of how technology has
stimulated and facilitated innovation in the service sector. But service managers need to
be realistic about technology's potential to create profitable results for their firms. In his
book, Megamistakes: Forecasting and the Myth of Technological Change, Steven Schnaars
writes of what he calls a bias toward optimism. "Optimism," he says, "results from being
enamored of technological wonder. It follows from focusing too intently on the under-
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lying technology."* Much has been made of the Internet's potential for facilitating new
business concepts and improving business productivity through savings in activities such
as purchasing and delivery costs.®> But rushing to adopt new technologies without
thinking through the implications for employees, customers, and the overall operating
system can be a recipe for disaster, as evidenced by the failure of many dot-com compa-
nies (see the box,"What Caused the Dot-Com Meltdown?"). Michael Porter, respected
for his work on competitive strategy, argues persuasively that:

We need to move away from the rhetoric about "Internet industries, "e-business strate-
gies," and a "new economy" and see the Internet for what it is: an enabling technology—
a powerful set of tools that can be used, wisely or unwisely, in almost any industry and

as part of almost any strategy.®

What Caused the Dot-Com
Meltdown?

Few business phenomena have caused quite such a stir in the past
half-century as the rapid rise and fall of the companies popularly
known as the "dot-coms." During the late 1990s, numerous busi-
nesses were created to take advantage of the possibilities offered
by the Internet. Enthusiasm was contagious. Speakers on the lec-
ture circuit proclaimed that "the Internet changes everything" and
predicted dismal prospects for established firms without an
Internet presence. Venture capitalists and investors poured money
into dot-coms, many of which launched initial public offerings and
for a while saw their stock prices rise at a dizzying rate, making
their founders multimillionaires and even billionaires—at least on
paper. Yet by mid-2000, most dot-coms were struggling and their
once lofty stock prices had shriveled. A much-reported succession
of failures began and continued into 2001. What went wrong?

A key problem was flawed business models, in particular how
the company was expected to make money. In trying to attract cus-
tomers through low prices, many Internet-based retailers found
that their margins were too slim—if, indeed, there was any margin
at all—to cover higher than anticipated costs. Heavy expenditures
were required for construction and operation of automated ware-
houses, while delivery costs were sometimes higher than the ship-
ping charges imposed on orders. Operating an effective Web site
proved more complex than predicted. Additional funds were
needed to improve customer service, handle complaints, and
accept merchandise returns.

Content provider companies, whose product consisted of
information about specialized topics, found that many people didn't
like to pay for information—especially if most of it could be found
free elsewhere. Generating original material proved costly, since

most dot-coms lacked the economies of scale and media affil-
iations enjoyed by portals such as Yahoo or AOL. Meantime, rev-
enues received from advertising on their sites failed to match
expectations.

Among other key problems faced by dot-coms were the high
marketing costs of attracting visitors to their sites and intense
competition from both traditional businesses and other online com-
panies in the same field. Many "e-tailers" learned the hard way
that running an Internet site isn't cheap, that when you don't carry
your own inventory you lose control over pricing, that customers
get angry when orders aren't filled promptly, and that what were
anticipated as fixed administrative and infrastructure costs often
turned out to be semi-variable, increasing stepwise with growth.

After studying 109 failed dot-coms, the Boston Consulting
Group identified the following main reasons for failure (in some
cases, there was more than one reason per company):

Poor revenue, cost, and profit model 59
No competitive advantage 55
Lack of benefit to consumers 34
Problems in organization and execution 15
Ineffective warehouse management and fulfillment 8
Firm's Web site conflicted with existing business partners 6

Marketing expenditures designed to build brand recognition and
attract customers to company Web sites were often misdirected. No
fewer than 17 dot-coms, representing a wide array of business activ-
ities, each spent $2.2 million for a 30-second TV spot during the 2000
Super Bowl. Observers concluded that many dot-coms had failed to
understand that branding is not a strategy and that brand recognition
alone doesn't necessarily lead to usage and brand loyalty.

Source: Marcia Vickers, "Models from Mars," Business Week. 4 September 2000, 106-107; Jerry Useem and Eryn Brown, "Dot-coms: What Have We Learned?" Fortune, 30 October
2000, 82-104; Matt Kranz, "What Detonated Dot-bombs?" USA Today. 4 December 2000, B1-B2; Paula Hjelt, "Collapse of the E-Universe," Fortune, 5 February 2001, 164-165,
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clicksand mortar: a
strategy of offering service
through both physical stores
and virtual storefronts via
Web sites on the Internet.

Leading service firms treat technology as a critical component of their overall busi-
ness strategy. These companies continuously explore ways to use technological innova-
tions to create value for customers and stockholders, enhance quality and productivity,
and provide a competitive advantage for the firm. Such innovations often present
opportunities for—or even require—a change of strategy among existing firms. As we
saw in Chapter 11, Kinko's has integrated the Internet into the firm's business model,
using cyberspace to supplement existing, place-based delivery systems. Strategies of this
nature are often referred to as clicks and mortar (aso known as"clicks and bricks").
Other firms, like the software retailer Egghead (now Egghead.com), have abandoned
physical space entirely in favor of the cyberspace alternative. Amazon.com, eBay,
Webvan, and other "pure play" Internet firms have never had traditional retail outlets.
From the customer's perspective, the goods they sell may be tangible but the companies
themselves exist only in cyberspace.

IT AND THE AUGMENTED SERVICE PRODUCT

What do advances in IT mean for the augmented service product? As shown in Chapter
7, the supplementary services that surround the core, facilitating its use and enhancing
its value, can be divided into eight categories: information, consultation, order taking,
hospitality, safekeeping, exceptions, billing, and payment. We used the metaphor of a
flower to depict the augmented service product as a core that is encircled by eight
petals. In Chapter 11, we noted that a majority of the supplementary services repre-
sented by these petals are information dependent and can therefore be delivered elec-
tronically through such media as telephone, fax, electronic kiosks, or the Internet, rather
than physically. When the core product itself is information based, then it, too, can be
delivered through electronic channels.

As a result, there are many opportunities to employ IT when designing service
strategy. And even though hospitality and safekeeping involve physical processes,
there's still a need to record information about customer preferences and behavior
relating to these supplementary elements. Figure 16.1 illustrates ways in which aWeb
site can be used to deliver or enhance service for each of the petals of the Flower of
Service. In most instances, there's an opportunity to improve productivity by
encouraging customers to perform self-service. Let's now examine in more detail
some of the ways in which IT can be used to deliver different types of supplemen-
tary services.

Information and Consultation

Customers need information about the goods and services that they buy, including con-
firmation of orders and documentation of account activity. The Internet can enhance
such service features. Well-designed sites provide the information that customers need
about the firm and its services. Many sites include a section labeled FAQ (for "fre-
qguently asked questions") and an e-mail connection for additional follow-up to a cus-
tomer service rep or specialist. Some even offer company-sponsored chat rooms where
customers can talk with each other.

Employees can be transformed into instant experts by giving them easy access to
relevant information.When a customer in Boston telephoned FedEx late one afternoon
to request a pickup, the agent told him it was too late. However, there was still time, she
added, to deposit his package in a FedEx drop box—would he like street directions to
the nearest one? When he said yes, she gave him easily understood instructions on how
to find the box, including references to local landmarks. The customer was impressed,
complimented her on the clear directions, and said "You really know Boston well, you
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INFORMATION

* Study electronic brochure
* Read FAQ

* Review schedules

* Get travel directions

* Check prices

PAYMENT
» Pay by bank card
« Direct debit

BILLING

« Compute total
for shopping

* Make auction bid

* Receive bill by e-mail

CONSULTATION

* Interact with expert system
that knows your needs and
characteristics

* Conduct e-mail dialog with

an advisor

ORDER TAKING

= Make reservations
and receive e-mail
confirmation

* Submit applications
(college, insurance)

must come from around here!"” "No," she replied, "I work in the Chicago area and I've
never even been to Massachusetts. I'm just reading this information off my computer
screen!" FedEx had used the knowledge of local employees in Boston to create and
record directions that any employee could subsequently access and provide with confi-
dence. However, because even landmarks can change, such information needs to be
periodically reviewed for accuracy.

Order Taking

How can technology make it easier for customers to place orders and for suppliers to
take them? The key to improving productivity and quality in order-entry processes
lies in minimizing the time and effort required of both parties, while also ensuring
completeness and accuracy. Placing orders in person, by voice telephone, or by mail
and fax are still widespread practices, but the Internet offers a cheaper option for such
transactions.

Airlines, for example, encourage customers to check flight schedules on the Web
and make their own reservations (Southwest Airlines notes that the cost per booking
via Internet is about $1 as compared to $10 via a travel agent—and "somewhere in
between" via a Southwest reservations agent’). Hotel chains enable customers to

g * Order physical
Check account status goods and check
delivery status
EXCEPTIONS HOSPITALITY
* Record special requests . R:go:d Inftom'natlon
* Trace missing items arefu QUSSR
« E-mail complaints PR IRO—
SAFEKEEPING
= Track movements of packages
(or other possessions)
* Receive notification of
completed repairs
FIGURE 16.1

Applying the Power of the
Internet to Core and
Supplementary Services
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Southwest Airlines promotes
accesstoitsWeb sitefor
checking frequent flyer " Rapid
Rewards" status.

research different offerings in each city served, review maps of hotel locations, and
then make room bookings. And, of course, there has been a tremendous growth
in ordering merchandise from Web sites, with participation by traditional retailers
such as Sears and Wal-Mart, catalog merchants such as Lands' End, and new Internet-
only providers such asAmazon.com. Online ordering has also surged in business-to-
business marketing and its sales volume greatly exceeds that of online consumer
sales.

Large customers may be given access to customized and password-protected Web
pages on restricted sites. There, corporate purchasers will find all the items that their
firm normally orders at the prices previously negotiated, plus such useful information
as ordering history and typical order quantities. The Web site may also prompt the
buyer to consider additional products that complement those just ordered. Another
customer's pages will probably contain a different mix of merchandise at somewhat
different prices.

Whether customers order physical goods by mail, telephone, fax, Internet, or
another medium, avital challenge is to manage an effective order-entry process. Prompt
execution of each order involves tasks such as order picking in the warehouse, packag-
ing, and shipment. More and more firms are contracting out the shipping task to spe-
cialized intermediaries such as UPS, FedEx, and postal services.

McKesson, a San Francisco-based distributor of drugs, pioneered new methods of
filling orders from retail druggists. Electronic orders are entered into the central com-
puter at McKesson's warehouse. From there, each order is transmitted wirelessly to an
order filler in the warehouse who wears a two-way radio and computer on the forearm
and a laser scanner strapped to the back of the hand. The order is displayed on the three-
square-inch computer screen, telling the worker where the items are and laying out the
most efficient route through the 22,000-item warehouse to get them. As Fortune
described this innovation when it first appeared:

Dick Tracy would gasp with astonishment. As the employee chooses each item, he points
a finger, like some lethal space invader, at the bar-coded shelf label beneath it, shooting a
laser beam that scans the label and confirms that he has picked the right product. When
the order is complete, his arm-borne computer radios the warehouse's main computer,
updating inventory numbers and the bill. The result: a 10% reduction in order errors and
a hefty rise in the productivity of order takers®

The McKesson example illustrates the need to change work methods to take
advantage of new IT developments. In this instance, employees were actively
involved in a pretest of the new technology, offering suggestions for design refine-

NEW! ONLINE ACCOUNT ACCESS!

POINT YI]llH
MOUSEIN —=="
THiS I]IHEI:HI]N! . .
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ments. Now, the way they work has changed and the machine prompts them on how
best to proceed.

Hospitality, Safekeeping, and Exceptions

Hospitality and safekeeping elements, which usually involve tangible actions in physical
settings, help to make customers' visits more pleasant by treating them as welcome
guests and taking care of a variety of needs. The category known as exceptions includes
both special requests (often presented at the time of reservation) and problem solving
when things go wrong. Special requests, especially medical and dietary needs, are com-
mon in the travel and lodging industries. The basic challenge is to ensure that each
request is passed on to those employees who will be responsible for fulfilling it.The role
of IT consists of storing such requests, passing them on to the relevant department or
person, and documenting execution.

Technology speeds problem solving, too. USAA, aTexas-based firm specializing in
insurance for military families and their dependents around the world, scans al docu-
ments electronically and stores them on optical disks. It also digitizes recordings of tele-
phone calls reporting accidents, and stores them with scans of photos and reports from
lawyers, doctors, and appraisers concerning the same claim. The space required to store
claim dossiers has already been enormously reduced (the company used to have a large
warehouse), and the time wasted searching for missing dossiers—which were often on
somebody's desk—has been eliminated.

Billing and Payment

Bills and account statements are important documents, whether displayed in paper or
electronic form. Customers like them to be clear and informative, and itemized in ways
that make plain how the total was computed. Forward-looking companies use market
research to determine what customers expect from financial statements in terms of
structure and detail, and then program their computers to organize and highlight the
information in useful ways.When a Boston-based bank surveyed customers' preferences
for bank statement formats, it found that people's opinions varied. Rather than trying to
design a new statement that incorporated something for everybody but would have
delighted nobody, the bank created three different formats offering varying degrees of
detail and emphasis and let customers select the one they preferred.

Merrill Lynch continues to enhance the way it documents information on its
award-winning monthly CMA (cash management account) statements, which have
to integrate data on investment activity—including purchases, sales, dividend and
interest receipts, and investment value—with details of checking andVisa card trans-
actions. The first page provides boxed summaries, with comparative data for the
previous month and year to date, plus charts showing asset distribution and trends
in total account value during recent months. Clients can also review their account
data on password-protected Web sites. At year-end, clients also receive an annual
summary of checking and Visa card activity, organized by expense category, both
monthly and for the year. Many clients find this information useful when preparing
their taxes.

Wireless networks allow firms to take the checkout to the customer, rather than
vice versa. At many rental car return lots, attendants take details of the fuel level,
odometer reading, and driver's contract, then use a handheld device to print out a
bill on the spot. In France, restaurant servers bring a wireless card reader to the table
when it's time to pay. The amount is entered, the user's card is verified, and then the
machine (about the size of a handheld video game) prints out the bill for the cus-
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Moore's Law: a scientific
theory that predicts a
doubling of computing
power for the same price
every 18 months.

Metcalfe's Law: ascientific
theory specifying that the
utility of a network is the
square of its number of
users.

tomer to sign. Machines such as these save time for customer and supplier alike, as
well as reducing paperwork and minimizing the potential for errors that comes from
manual transfer of data.

THE DIGITAL REVOLUTION

When computers were first developed for commercial purposes, they were used
mainly for recordkeeping and backstage operations in large companies. Individual
customers first noticed their application in fields such as bank statements in the late
1950s and airline reservations in the 1960s. By the 1970s, the technology of trans-
mitting data by telecommunications had become sophisticated enough to permit
creation of ATM networks in retail banking. The 1980s saw the advent of personal
computers, modems, and fax machines, enabling customers and businesses to contact
each other in new ways. In the mid-1990s, the technological focus shifted to the
Internet.

The Power of Networks

Behind the Internet and many other IT innovations lies the merger of two separate
technologies—computers and telecommunications. Underlying the global revolution
that has resulted from this merger, which George Gilder described as a change that
"leaves al previous technological history in its wake,"® are five key factors:

>- An enormous and sustained increase in computing power, paralleled by a rapid
fal in the cost of this power (Moore's Law predicts a doubling of computing
power for the same price every 18 months).

>- Digitization of al types of information—from the analog waves of radio, televi-
sion, and telephone calls to the images of movies and graphics—so that they can
be stored and manipulated in the binary language of computers.

>- A huge increase in the capacity of telecommunications as new satellite and
microwave linkages are installed and fiber-optic cable replaces conventional
"twisted pair" and coaxial cables.

>- A miniaturization of hardware and batteries that makes it possible to create a
wide array of portable telecomputing devices.

>- Advances in software, digital switching technology, and network architecture
that enable high-quality voice, picture, and data transmissions to move seamlessly
between different types of terminals located al over the world.

Collectively, these developments are fueling the rapid evolution of the Internet and
its best-known component, the World Wide Web. The Internet is constructed of huge
numbers of servers (large computers that control customers' e-mail and Web pages). As
a global "network of networks" that links both individuals and businesses around the
world, the Internet is open to al who can connect to it.

A fundamental characteristic of networks is that they increase in value dramatically
with each additional node or user.!® Metcalfe's Law (named for Robert Metcalfe,
founder of 3Com Corporation) specifies that the utility of a network—whether of tele-
phones, computers, or people—is the square of its number of users. Consider your tele-
phone. It's useless if disconnected and would be of limited value if few of your friends,
family members, or the organizations that you needed to contact could receive phone
calls. The more people you can reach—and the more who can reach you—the more
valuable the network. This fact helps explain the early emphasis placed by Web start-ups
such as eBay and Amazon.com on growing their customer bases quickly instead of
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seeking immediate profits. Stimulating rapid growth requires both an attractive, well-
executed service and heavy expenditures on marketing communication, thus necessitat-
ing substantial working capital.

E-Commerce: New Paradigms in Communication and Distribution

Regis McKenna, a consultant to high-technology companies, argues that marketing's
traditional, research-based connections to customers are no longer sufficient in a real-
time world:

[M]ore continuous connections with customers can provide information that focus groups
and surveys cannot. . . . The knowledge of indh'idual customer needs that companies can
capture through technology harkens back to the days when the butcher, baker, and
candlestick maker knew their clientele personally. . . . In that setting, customer service
relationships were built on face-to-face transactions. . . . Today's technology can recreate
the conversation between the shopkeeper and the customer.

As service firms grow larger and extend their operations across broader geographic
areas, corporate managers may become far removed from the day-to-day operations of
the business—and thus from intimate dialog with their customers. This development
requires new efforts to understand and record customer needs so that representatives of
the firm can reach out to each customer across time and geography. The interactive
nature of the Web facilitates exchanges between customers and suppliers concerning
customized information, advice, order entry, order status, and complaints. It shifts power
from sellers to buyers by allowing conversations among customers through such mech-
anisms as chat-rooms and user groups. Independent virtual communities may evolve
based on specific topics ranging from hobbies to health care. In a few instances, groups
of discontented customers have even created negative Web sites (some bearing a variant
of the corporate name plus the suffix "sucks") to air their complaints.*?

The larger the number of households and businesses gaining access to the Internet
(preferably through fast, broadband connections), the greater its potential. With no cost
penalties to either suppliers or customers for accessing geographically distant sites, the
size of the potential market for many products is greatly expanded. In turn, customers
may be exposed to more choices and can more easily compare prices. Unlike traditional
broadcast networks, the Internet is interactive. E-mails and theWeb can be used as com-
munication channels to supplement or replace traditional brochures, instruction manu-
als, press releases, saes promotion, and advertising.

However, managers need to recognize that creating and maintaining Web sites and
their content can be expensive. Even such apparently simple tasks as composing
and responding to e-mail messages costs money, and if a firm fails to respond promptly
and effectively to customer e-mails, it may lose those customers and generate negative
word-of-mouth. eBay's experience shows that major investments are needed in Web
infrastructure and customer service as the firm grows in order to avoid system crashes
and ensure prompt response to customer queries.

When physical goods are ordered through the Web, the cost of fulfillment, packag-
ing, and shipping can be substantial. Provision must also be made for returns of unsatis-
factory merchandise. The strategic issue for these types of companies is how to add
more value through Internet-based relationships than they might through conventional
distribution in the form of face-to-face contacts, telephone interactions, or mail
order—and how to do so profitably (see the box "Webvan: Groceries from Cyberspace
toYour Home or Office").

For many people, the term e-commerce conjures up images of purchasing from high-
profile retail sites, making airline reservations, or conducting banking transactions
online. In practice, however, use of the Net is more pervasive in business and industrial
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settings. In b2b (business-to-business) markets, where communities with common busi-
ness interests lead to powerful networks of relationships, offline communities can read-
ily be moved online. In the b2c (business-to-consumer) world, by contrast, communities
must typically be formed and built from the ground up.*®

Speed, choice, and cost savings have become key forces in business procurement.**
Research suggests that b2b e-commerce has the potential to cut costs anywhere from 2
percent (in the coal industry) to as much as 29—39 percent (for electronic components).
Most industries can expect savings in the range of 10—20 percent.'®> Companies are
achieving these savings by reorganizing their procurement functions and reengineering
traditional value chains. In their book Blown to Bits, Evans and Wurster describe how
some existing supply chains are being completely dismantled and reformulated, in a
process they call deconstruction.®

Forrester Research has forecast that intercompany trade in which the final order is
placed over the Internet will amount to $2.7 trillion by 2004.'” Although much e-com-
merce consists of companies marketing their products directly to customers, some
entrepreneurs have created Web-based brokerages or "e-marketplaces," using the power
of the network to bring buyers and sellers together in auctions, exchanges, and consoli-
dated purchasing arrangements.*® But this strategy has produced a competitive response
from large industrial purchasers. Not wishing to lose control over their supplier rela-
tionships, some major buyers have created their own sites to facilitate interactions with

suppliers.*®

Webvan: Groceries from Cyberspace

to Your Home or Office

Following its merger with HomeGrocer.com, Webvan.com was one
of the few survivors among the many innovative "dot-com"” firms
created to offer home delivery of groceries and household products
ordered by customers through the Internet. In early 2001, Webvan
served ten major metropolitan areas. The company's target market
included dual-income families and single professional workers who
were too busy (or too exhausted!) to visit the supermarket them-
selves; parents with small children; and seniors or people with
chronic illnesses who found city travel uncomfortable or impossi-
ble. The service depended on its couriers, who got 99 percent of
grocery orders to their destinations within the 30-minute delivery
window specified by customers.

Webvan also targeted the business market with a service
called Webvan@work, which delivered drinks, snacks, prepared
foods, and some office supplies to small- and medium-sized busi-
nesses. This service helped to increase productivity by keeping
Webvan couriers more consistently occupied, since business deliv-
ereis were usually made during the workday, when the number of
home deliveries was small.

Although most customers seemed very satisfied by Webvan's
service, its future remained uncertain at the dawn of the 21st cen-
tury. Its stock price had dropped dramatically during 2000, follow-
ing the failure of several high-profile online grocers (including the
industry pioneer, Peapod, which was purchased by the Dutch gro-
cery giant Royal Ahold). Investors and analysts were wary about the
long-term profitability of Webvan's business model, because mak-
ing its customers happy had proved to be an expensive proposition;
in fact, the company lost $241.6 million on sales of $57.5 million in
2000.

Yet another major challenge loomed large on Webvan's hori-
zon. Some bricks-and-mortar grocers were currently exploring a
similar delivery method as a supplement to their own retail stores.
Safeway had invested $30 million for a 50 percent stake in
GroceryWorks, a small online company destined to become the
chain’s Internet division. It planned to compete directly against vir-
tual companies in urban areas where its grocery stores were
already established. Hence, many observers wondered how long
Webvan could survive as an independent company.

Source: Miguel Helft, "Webvan Goes Shopping," The Industry Standard, 10 July 2000, 65; Miguel Helft, "Going the Last Mile," grok, December 1999-January 2000, 84-92; and

Webvan.com Web site, January 2001.
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The Internet, Intranets, and Extranets

To make the best use of Internet technology, marketers need to understand the difference
between the Internet and the more restricted networks known as Intranets and Extranets.
Figure 16.2 clarifies their different characteristics and how they relate to each other.

The Internet is a public network, accessible to all. It's an open, free-ranging array of
millions of computer hosts, offering access to e-mail and al unrestricted Web activity that
is available to any user around the world. As such, it provides countless sources of infor-
mation on companies, government agencies, economic activities, vital statistics, the media,
and academia. However, as experience has shown, it's vulnerable to attack from hackers.

Intranets are composed of e-mail and Web site networks that are internal to spe-
cific organizations and restricted to authorized personnel. For security reasons, some
companies deliberately keep their Intranets disconnected from the outside world.
Corporate Intranets link a firm's vital activities, facilitate access to important informa-
tion—including that needed to serve customers better—and speed communication
among different departments and geographically separated offices. In a sense, Intranets
help a widely dispersed organization create a virtual corporation in cyberspace. Some
companies have completely revitalized their operations by using in-house information
networks to show employees how to work both better and smarter.?°

Extranets form the core of most Internet business-to-business commerce and
are generally open to suppliers, distributors, retailers, and other alliance partners, as
well as large corporate customers. However, they can aso be found in consumer set-
tings, especially among businesses promoting sales to a group of known customers.
Extranets are typically reached through a published Web address that contains a
secured link to a restricted site, whose access is limited to authorized users. Access
may require advance registration and use of a password. Extranets enable firms to
engage in active conversations with known users and thus offer a high degree of per-
sonalization. They have become common in supply chains and are leading to a
restructuring of these chains.

B2B e-commerce: There'smore
at stakewith an order for
20,000 pounds (9 tonnes) of
ammoniathan onefor justa
coupl e of books.

Internet; apublic network
that includes al e-mail and
Web activity that is open and
available to any user—
around the world.

Intranets: email and Web
site networks that are
internal to specific
organizations, available only
to authorized employees and
other personnel, and
protected from outside
access.

Extranets: networks that
are reached through a
published Web address
containing a secured link to a
restricted site, whose access
is limited by password to
authorized users.



358

The Real Time
Corporation

PART FIVE « INTEGRATING MARKETING, OPERATIONS, AND HUMAN RESOURCES

Intranet

Extranet
Employees Alliance-
Partners
The Electronic
Infrastructure Supplier-
Partners
B ssnen Internet
= Consultants | | Distribution-
Partners
The Media -
Public Market
Information
Government Access
Records
Financial
Data Universities
F I G U R E 16 2 Source: Regis McKenna, Real Time. Boston: Harvard Business School Press, 1997, p. 112. Copyright © 1997 by the President and

”he Intranet, Extranet,

and Internet

Fellows of Harvard College. All rights reserved.

SERVICE STRATEGY AND THE INTERNET

Recent years have witnessed rapid growth in Internet commerce for both goods and ser-
vices. The potential of the Internet (which includes both e-mail and the Web) extends to
every element of service management.?* It offers marketers exciting opportunities for ser-
vice innovation, allowing marketers to create new service concepts—such as eBay's online
auctions or Amazon's virtual bookstore—as well as adding new product elements and
introducing new dynamics to communication, pricing, and distribution strategies in exist-
ing organizations. Although an intangible medium in itself, the Web's ability to integrate
text, sound, and video creates interesting options to simulate physical evidence of services.

Many companies are attracted to the Internet by its potential for improving the
productivity of service processes. At the same time, the Web's ability to combine cen-
tralized control with the responsiveness of speed and customization can, if properly
implemented, lead to improvements in service quality, too. One way the Web can
improve productivity is by enabling customers to perform more self-service tasks. As a
result, the human factor plays a lesser role on theWeb than in face-to-face or even tele-
phone-based contact. But the people dimension till has a vital role to play in problem
solving and service recovery. In fact, these two service dimensions will provide a key
source of competitive advantage as Internet marketing matures.

Adaptive and Transformative Approaches to Strategy

Senior executives must decide to what extent the Web should become the driving
force behind their firm's business strategy, as opposed to an enhancement of the exist-
ing, more traditional strategy. Alternative strategies can be divided into two broad
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groups—adaptive applications in which the Web supplements existing marketing
arrangements and transformative applications in which the Internet becomes the
major driver of the firm's strategy. For an example of shifting from an adaptive to a
transformative strategy, consider the evolution of the brokerage firm, Charles Schwab

(see box).

Unlike Schwab, many companies have chosen to hedge their bets by viewing the
Internet as an additional medium for marketing communications, a supplement to
telephone ordering procedures, or another way to deliver information-based services.
Since Web sites can play a variety of tactical and strategic roles, service managers
should choose the business model that is most appropriate at a particular point in

time.

Technology and the Evolution
of Charles Schwab

The Charles Schwab Corporation, which now describes itself as “a
different kind of full-service broker," was founded as a discount
securities broker to take advantage of the abolition of fixed com-
mission rates in 1975. The company's initial service was very
basic—accurate and timely execution of investment transactions
for clients who conducted their own research and made their own
investment decisions. By 1979-1980, Schwab's expanding cus-
tomer base and transaction volumes enabled the firm to make sig-
nificant investments in back-office technology and to offer new
services like money market mutual funds and asset management
accounts. By adding value through automation, Schwab altered its
market position from one based on low-price transactions to one
that promoted value-added service at a low price.

In 1995 Schwab introduced its "StreetSmart" software pack-
age, which allowed account holders to trade through their comput-
ers and to obtain online access to current investment information.
But in 1996, a new and well-funded competitor, ETRADE, offered
online trading at a flat rate of $29.99 a trade. Schwab promptly
launched Web-based online trading through a separate business
unit called e-Schwab. Pricing soon became a sore point. Customers
who telephoned their orders to a Charles Schwab call center still
paid a commission, averaging $80 a trade; whereas the price at
e-Schwab (originally $39) had been reduced to $29.95 in response
toE*TRADE'scutto$19.95.

In 1998, the firm made a strategic shift, merging e-Schwab
with Charles Schwab, adopting a single low-rate scale for all cus-
tomers, and rebuilding its business model around the Internet. The
firm's goal was to create a new segment in the brokerage busi-

adaptive applications:
situations in which the Web
supplements a company's
existing market
arrangements.

transformative
applications: situationsin
which the Internet becomes
the mgor driver of a firm's

strategy.

ness—the mid-tier broker—offering most of the service and
advice provided by a full-service broker at a fraction of the cost.
Thanks to rapid growth, the firm recovered from the revenue
impact of this move in only 14 months.

To attract new customers, the firm changed its message from
one emphasizing technology to one that demystified online investing
and focused on the customer's whole experience with Schwab. It
emphasized value, based on such innovations as online access to
expert systems that help customers match their investment goals to,
for example, specific mutual funds. Unlike other online brokers,
Schwab's customers could choose between doing business online, by
telephone, or in one of the firm's bricks-and-mortar stores. They could
get advice by downloading articles, participating in online investment
forums with experts and business leaders, sharing ideas with other
Schwab investors, or—for a fee of several hundred dollars—meeting
with a specialist for an in-depth portfolio analysis and consultation.

Schwab's success has forced traditional full-service brokers to
reexamine their pricing policies and to consider offering online service
too. In the meantime, however, Schwab has taken steps to strengthen
its appeal to its long-time customers—around 175,000 out of a total
of 6.6 million—who now have investable assets of more than $1 mil-
lion and are at risk of defecting to high-service private banks. In
January 2000, Charles Schwab announced the purchase of U.S. Trust
Co., an asset management firm catering to the very wealthy.

Reflecting on the strategic role of the Internet at Schwab, the
company's chief information officer, Dawn Lepore, remarked "to
win in this new economy, the Internet must be integrated and
imbedded into your company—not tacked on top of your existing
business model."

Source: Kent Dorwin, "Repositioning a Leading Stockbroker," Long Range Planning, November-December 1988, 13-19; Jeffrey M. Laderman, "Remaking Charles Schwab," Business
Week, 25 May 1998, 122-129; Mary Modahl, Now or Never (New York; Harper Business, 2000}, 119-125; and Louise Lee and Mike McNamee, "Can Schwab Hang on to Its Heavy

Hitters?" Business Week, 31 January 2000, 46; and www.aboutschwab.com, February 2001.
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TABLE 16.1
Variations by Country in
Average Internet Usage by
Individuals

Customer Interactions with Web Sites

As we showed in Chapter 4, individuals can be segmented according to their willingness
and ability to use technology.?® A fundamental split exists between those with access to
the Internet and those without. Users without home connections may still have access
available at work, school, a library, or even an Internet cafe. Although computer owner-
ship and Internet access are rising in al countries (60 percent of the U.S. population had
access in early 2001), there is concern about individuals on the other side of the so-
called "Digital Divide" who are isolated from the Internet economy due to lack of
resources or poor education.

Understanding people's habits is also important. As shown in Table 16.1, not every-
one with Internet access actually uses it to visit Web sites (many just use it for occasional
e-mail). The average amount of time spent surfing per month varies from almost nine
and a half hours for active users in the United States to less than half that amount in
Ireland; but across six countries, the average amount of time per session is surprisingly
consistent—about half an hour. Americans have more frequent sessions than Internet
users in other countries and view more Web pages, but they actually visit fewer unique
sites, suggesting more in-depth visits to a more limited array of sites. An open question
is whether such behavior makes it harder for a new site to attract attention.

Web sites vary according to the level of customer interaction that they demand.
Three different categories of Web site can be identified, offering different levels of
capability.®

>- Publishing sites are basically electronic brochures, catalogs, newspapers, magazines,

or even encyclopedias that can be updated as frequently as the sponsor wishes.
They offer the same information to all visitors and are best thought of as a
broadcasting medium. They typically contain numerous pages organized around
many different topics, which users can search and retrieve as they wish. Some
also feature animated graphics and sound. However, interaction between a com-
pany and itsWeb site visitors is limited. In a simple publishing site, the only cus-
tomer data available comes from counting clicks by visitors.

"Databases and forms sites combine publishing power with search engines that
enable visitors to retrieve information in response to requests. Thus they offer
interactivity and dialog. Much basic e-commerce is accomplished with capabili-
ties that include the ability to get customized information, select products, and
submit purchase orders. A user's interrogation of this type of site might include
questions like: "Which Banana Republic store is closest to my home address and
how do | get there?" or "What flights are available tomorrow between Houston
and Mexico City?"

Monthly data Per session data
Percent Time Unique Time

with access online sites Page online Page

actually surfing No. sessions (hours) visited views (minutes) views
USA 63 19 95 11 671 30 36
Australia 50 12 72 15 468 35 38
Ireland 47 9 45 17 329 30 40
New Zealand 47 15 74 21 421 30 29
Singapore 23 13 69 20 506 R 40
W 44 I 52 17 400 28 36

Source: Compiled from data by NielseiV/NetRatings, March 2000.
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>- Personalization sites offer the most sophisticated approach, because they are capa-
ble of dynamically creating a page catering to a specific individual. Moving
beyond an "ask-respond" interaction into a dialog, they may anticipate user
choices and suggest possible alternatives. Users must be prepared to reveal at least
part of their identities and wants (by creating a customer profile) in order to
benefit from such customization, and the site must be programmed to respond
appropriately. eBay's auctions require personalization, since each item for sale
requires separate treatment. Constructing, maintaining, and upgrading these
sophisticated sites is an expensive proposition and the task is often outsourced.

Internet Revenue Models

Web sites are the public face of an organization's Internet operations. As any Internet surfer
knows, not al Web sites are created equal. Apart from ease of navigation, quality of presen-
tation, and volume of information, they also differ in terms of what they can do for cus-
tomers. Some traditional organizations gill employ Web sites as little more than electronic
brochures, designed to supplement other elements in the marketing communication mix,
without attempting to link exposure directly to sales. By contrast, pure Internet firms—the
so-called dot-coms—seek to generate revenues from direct sales responses, partners, or
advertisers. There are two basic kinds of revenue models: provider-based and user-based.

Provider-Based Revenue Models This approach to doing business on the Web is
based on obtaining fees from other companies who wish to reach visitors to a specific
provider's site.

>- Content sponsorship requires one or more sponsors to pay a fixed price for a defined
period, based on the projected number of visitors, in return for having their names
prominently displayed on the site, typically in some form of banner advertising. If
the number of visitors changes in the future, so will the price—much as happens
with newspaper circulation or TV viewership—since the goal is exposure to the
advertiser's name. This approach is suitable for publishing sites, especially when the
site owner does not expect to charge customers for access or downloading.

>- Retail alliances involve exclusive or near-exclusive deals for a firm to be the pre-
ferred vendor in a specific product category (e.g., books, music, cars).Vendors
pay substantial fees—often millions of dollars a year on popular sites—for the
right to have a clickable link in a prominent spot on the site. Fees are determined
by the anticipated volume of traffic and the extent of competitive exclusion.

>> Prospect fees (also known as click-through fees) tie the payments for clickable links
to the number of visitors who complete some action. At the simplest level, these
fees are based on the number of visits to the advertiser's site. More sophisticated
measures of performance include marketing-relevant behavior such as filling out
a form or downloading software.

*» Syndicated selling involves payment of sdles commissions to affiliated sites when a
customer clicks through from one site (an &ffiliate) to make a purchase on another,
linked site. Online booksellers such as Barnes and Noble often enter into &ffiliate
relationships with sites that can promote sales of books on particular topics.

From the standpoint of the site owner, fixed sponsorship fees offer the advantage of
upfront payments that can help finance future improvements. However, many marketers
have grown skeptical about the effectiveness of advertising on the Web and of site spon-
sorship. Moving to a pricing policy based on prospect fees or sales commissions is risky
because the site's revenue becomes dependent on both traffic to the site and the adver-
tiser's success in motivating behavior. If aWeb site fals to attract many visitors and only
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a small percentage of them click through to the advertiser and buy something, then the
revenue stream will be minimal.

User-Based Revenue Models The most widespread form of e-commerce
(especiadly in the b2c domain) seeks revenues directly from customers, making it easy to
evaluate effectiveness and profitability. Revenues from customer transactions may
include direct sales of merchandise or services, subscription fees for the right of access to
a restricted Web site with valued content, time-based pay-per-view fees, or pay-per-use
transaction charges, such as accessing and downloading copies of articles from a
publishing site. In the case of auction sites like eBay, revenues usually take the form of
listing fees and commissions paid by sellers on the selling prices they obtain.

Competing on the Web

Throughout business history, the failure rate for new businesses (and new products) has
always been high and dot-coms are proving no exception, with a majority of Internet
start-ups predicted to disappear through bankruptcy, merger, or takeover. A number of
traditional firms, especially channel intermediaries in b2b supply chains that no longer
add value, will also disappear.

Although some established organizations have been very successful in reinventing their
operations to take advantage of the Internet, others were left behind in the rush to add a
Web presence and have been struggling to catch up. As service businesses become more
experienced with online environments, they face a number of challenges in developing
successful e-commerce marketing strategies and competing effectively on the Internet.?*

>- Limited consumer exposure and buying. Consumers tend do more brows-
ing than buying, surfing from site to site. The average amount of time spent at
any given Web site is surprisingly short, ranging from as little as 3 minutes for
adult sites (which charge a high per-minute fee to view their often sexually
explicit content) to 15 minutes for visits to finance, insurance, and investment
sites (see Table 16.2). Overall, the average time spent per page on a site is less
than a minute. The shorter the time, of course, the less opportunity there is to
catch the visitor's attention with on-site advertising. In 2000, fewer than 20
percent of surfers used the Web regularly to purchase goods or services. In fact,
the majority of online buyers are businesses rather than individuals.

\Y
h

Chaos and clutter. The millions of Web sites on the Internet collectively pro-
vide a staggering amount of information. But many sites go unnoticed, and
those that are visited must capture visitors' attention within a matter of seconds
or risk losing them to another site.

3* Security. Many consumers worry about making credit card payments online.
Businesses are afraid that their computer systems might be invaded for espionage
or sabotage purposes.Viruses are also a major concern.The Internet is becoming
more secure, but there is an ongoing race between new security measures and
new code-breaking tactics.

\Y
h

Ethical concerns. Consumers are fearful that companies might collect infor-
mation about them online and use it in unauthorized ways (like selling it to
other firms who would then use it to create personal profiles or to e-mail
unwanted advertising messages). An investigation of 674 commercial Web sites
by the U.S. Federal Trade Commission in 1997 revealed that 92 percent col-
lected personal information, but only 14 percent disclosed what they did with it.
Since then, threats of government intervention have prompted many Web mer-
chants to post privacy policies. (However, these policies did not stop some failed
dot-com companies from selling their customer lists to help offset bankruptcy-
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Minutes
Adult 32
Health and fitness 50
Corporate information 57
Telecom/Internet services 6.6
Travel 72
Government/nonprofit 79
News and information 85
Sweepstakes/coupons 85
Search engines/portals 90
Sports 11.0
Entertainment 116
Online communities 13.0
Finance/insurance/investment 15.0

Source: Nielsen//NetRatings, June 2000 (www.nielsen-netratings.com).

related costs.) A more recent survey indicated that 90 percent of the online mar-
keters in their sample believed that their current Web site privacy self-regulation
systems are adequately protecting consumers' rights.>® But many consumers
remain unconvinced.

>- Consumer backlash.While theWeb has shifted power to consumers by giving
them more product information than ever before, it has also given them a more
effective means for expressing their dissatisfaction. Rogue Web pages developed
by irate consumers or former employees have taken on a range of big-name
companies, includingWal-Mart, United Airlines, and Burger King.

The nature of doing business on the Web is continually evolving. Customers are
becoming more demanding as the novelty of visiting Web sites and making electronic
purchases wears off. As in conventional retailing, some firms seek to add value through ser-
vice innovations, whereas othersjust compete on price. However, retail firms that seek to
provide high levels of Internet service recognize that purchasers need to feel as comfort-
able making decisions online as they would in a store, where they can examine the mer-
chandise and speak with a sales rep (see the box, "Lands' End Takes Its Business Online").

Few service businesses can be all-Internet operations. That option is available only
to companies marketing information-based core products that can be delivered directly
through the Web (like insurance, loans, and banking services) or whose service is to
facilitate exchanges of information (such as auction sites and b2b exchanges). People-
processing services like airlines and hotels must still serve their customers at physical
locations. For them, the Internet is a way to build closer relationships with customers
while minimizing the cost of taking reservations. The Internet plays a similar function
for possession-processing services.Traditional retailers of physical goods will always need
physical channels to get their merchandise to customers. The decision facing them is
whether to continue operating retail stores or to focus (like Lands' End and other cata-
log/Internet retailers) on merchandise selection, marketing, and order taking, while
contracting out many physical distribution aspects to a specialist logistics firm.

GUIDELINES FOR EFFECTIVE
USE OF TECHNOLOGY

It's appropriate to conclude this chapter as we began it with a reminder that although
technology will change the way many service firms interface with their customers in
the future, not all new technical innovations will succeed. How should established ser-
vice businesses—and especially retailers—approach the challenge of adapting to new
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technologies? Some guidelines for choosing and using technological innovations effec-
tively are provided below.?®

1.

. Execution matters: prototype, test, and

Use technology to create an immediate, tangible benefit for
tomers. If consumers don't see how it is going to help them, they often assume
it's going to be used against them (hence their concern that data-gathering tech-
nologies are becoming too intrusive).

cus-

Make the technology easy to use. From the consumer's viewpoint, many
technologies actually make shopping more difficult. For example, research shows
that it takes customers 20 to 30 minutes to learn how to use most text-based
Internet grocery shopping programs. By contrast, it takes them only 2 to 3 min-
utes to learn in a three-dimensional virtual store modeled after a bricks-and-
mortar store, because the latter is more intuitive.

refine. Many potentially viable
concepts fail from poor execution. For instance, when customers tried to use a
"meal solution" video kiosk at one supermarket, they became frustrated by their
inability to print out a menu and the machine fell into disuse. The source of the
problem? The printer was out of paper, but there was no screen message to com-
municate this fact!

Recognize that customers' responses to technology vary. Certain personal
characteristics are associated with customer readiness to embrace new technolo-
gies. These attributes include innovativeness, a positive view of technology, and

Lands End Takes Its
Business Online

Lands' End, the direct sales clothing marketer, wants to change the
way customers purchase its products. The firm has a strong moti-
vation to move its customers from telephone use to Web use, since
printing and mailing 250 million catalogs a year accounts for 43
percent of its total operating costs. Operating a 3,000-person call
center is also expensive. One of the company's innovations has
been to allow both male and female customers to evaluate clothes
on its Web site by creating and saving an online profile called "Your
Personal Model." By entering the relevant information, customers
can build a three-dimensional model that matches their body
shape, hair style and color, skin tone, and face shape. With a single
click, they can dress this customized model in selected clothing
items and view it from different perspectives.

Lands' End is also integrating its Web site and telephone call
center, just as it earlier integrated toll-free telephone calling with its
mail-order catalog. While online, customers can contact a call cen-
ter agent by clicking on a callback button and entering a telephone
number for the agent to call. Alternatively, they can click on an
instant text-message button and chat online in a text dialog. In both

instances, the customer's and agent's browsers are linked so that
both can view the same Web page as they converse. As one
researcher at the firm commented:

We wanted a way to increase customer service. While some
sites have taken the notion that the more they can reduce
human interaction, the more cost effective their site would be,
we've taken the exact opposite view. In the past few years, e-
commerce was a novelty. But.. .now that people are used to
the concept of shopping on line, they are starting to expect
more. They want the same level of service they find when
walking into a store or contacting a traditional call center.
They want answers and access to knowledgeable agents.

In addition to selling to individual consumers, Lands' End
makes substantial sales to corporations, often involving employee
uniforms bearing a corporate logo. Purchasers can upload their
logos to a special Lands' End site and then view how that logo
would look on a particular item of clothing in various logo and color
combinations. This option is very popular with customers, who not
only save time and effort but also have greater confidence that they
have made the right choice.

Source: "A Better Way to Get Clothes to Fit," Newsweek, 30 October 2000,18; Rebecca Quick, "Getting the Right Fit-Hips and All, Wall Street Journal, 18 October 2000, B1; Mary
Modahl, Now or Never (New York: HarperBusiness, 2000), 199-203; George V. Hulme, "Help! Companies Are Turning to Their Call Centers to Improve Customer Service on the Web," Sales
and Marketing Management, February 2000, 78-82; Dana James, "Custom Goods Nice Means for Lands' End, Marketing News, 14 August 2000, 5-6.
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the belief that it offers people increased control, flexibility, and efficiency in their
lives. Factors that reduce customers' receptiveness to new technologies include
distrust, a perceived lack of control, feelings of being overwhelmed by technology,
and skepticism about its ability to work properly.?” Research on technology anx-
iety has shown that customers may avoid using new technologies even if they
understand the benefits. Educational efforts, including hands-on training, may be
needed to minimize the impact of technology anxiety among both customers
and employees. Providing alternative service delivery options allows customers to
select the delivery method that best fits their needs.”®

5. Build systems that are compatible with the way customers make deci-
sions. Designers need to learn more about consumers' behaviors and observe
them in action. One Internet start-up launched a grocery shopping system that
grouped cold cereals by their main ingredients—rice, corn, wheat, etc.
Unfortunately, many shoppers had trouble finding their favorite brands because
they didn't know the ingredients!

6. Study the effects of technology on what people buy and on how they
shop. Research in the United States shows that text-based home-shopping sys-
tems make consumers more price-sensitive than systems that display realistic
images of the merchandise. In Sweden, a grocery store experimented with elec-
tronically adjusting prices according to the time of day. It found that a strategy of
reducing prices in the evening increased sales by 40 percent during that time and
doubled store traffic.

7. Coordinate all technologies that touch the customer.Whether a customer
encounters a retailer via the Internet, a catalog, by telephone, or in the physical
store, there should be some commonalities to the experience. Customers are
often channel-blind. When they view a business as a single entity rather than a
multi-channel operation, they expect a specific firm to offer the same merchan-
dise at the same prices accompanied by the same knowledgeable and courteous
service in al of its delivery channels, including the Internet.?®

8. Use technology to tailor marketing programs to individual customers'
requirements. Treating all customers alike puts traditional retailers at a disad-
vantage, since electronic retailers can use their databases to customize marketing
programs instantly to match the needs of individual shoppers.

9. Build systems that leverage existing competitive advantages. Despite the
role of cyberspace in electronic retailing, the constraints of time and space till
exist. Consumers may not want to wait for a physical product to be shipped to
them (assuming that it can be shipped at all).They may feel that a picture and
specifications on a computer screen cannot fully compensate for not being able
to see and touch the real thing. Bricks-and-mortar retailers should use technol-
ogy in ways that magnify the positive differences separating them from their
purely electronic competitors.

Conclusion

Technology in services goes beyond just information technology, central though that
may be in modern life. Service managers also need to keep their eyes on developments
in power and energy, biotechnology, physical design, methods of working, and materials.
Changes in one technology often have a ripple effect, requiring leverage from other
technologies to achieve their full potential. Every time technology changes, it creates
threats to established ways of doing business and opportunities for new ways to offer
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service. Service leaders often seek to shape the evolution of technological applications
to their own advantage. Forward-looking firms are restructuring their firms around the
Internet, rather than treating it as an "add-on."

Although there has been a rapid increase in the volume of electronic commerce, we
are still in the early stages of the "Internet Revolution." Experts continue to disagree on its
ultimate impact. What is clear is that many customers are choosing to move away from
face-to-face contacts with suppliers in fixed locations to remote contacts "anywhere, any-
time." As more households acquire computers—especially those with high-speed Internet
access—electronic commerce is likely to expand even further. However, this doesn't nec-
essarily mean an end to physical retailing activities as we know them, since shopping for
many types of goods and services will retain its appeal as a social experience.

Firms delivering information-based services are likely to see their industries trans-
formed by the advent of the Internet. However, many customers prefer the present high-
contact systems (as in retail banking) and see no reason to switch to technology-driven
self-service options. So firms will have to find ways to offer greater value or lower prices.
Ongoing monitoring of technographic segments will help managers plan effective strate-
gies for smooth, but possibly extended, transitions to more Web-based delivery processes.

Study Questions and Exercises

1. Why should service marketers be concerned about new developments in
technology?

2. Briefly describe the six different technologies that have implications for services.
Identify several cases in which the successful application of one technology may
be dependent on one or more of the other technologies described.

3. Create separate versions of the electronic flower of service for (a) retail banking,
(b) hotels, (c) freight transportation, (d) car insurance. For each service, prepare a
"flower" diagram that shows relevant activities for each "petal” of the augmented
service product.

4. Discuss the differences between the Internet, Intranets, and Extranets.

5. What is the distinction between adaptive applications and transformative
applications when an established firm incorporates the Internet into its business
activities? Provide an example of a company that has used (8) an adaptive strategy,
(b) atransformative strategy.

6. Describe the three different levels of business models for Web sites and identify
sites that illustrate each of these levels.

7. Select a specific service industry with multiple competitors and visit the Web sites
of four different firms in that industry. Compare the capabilities and the quality of
execution of the four sites, including ease of navigation. Discuss your conclusions
concerning the role that each company's site plays in its overall business strategy.

8. What ethical issues do companies need to consider when using electronic
commerce strategies?
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Southwest Airlines; A Service Leader

with a Common Touch

In the last 30 years, Southwest Airlines has gone from a feisty start-up
to an industry leader, whose performance is closely studied by other
airlines from around the world. The company has always been a mav-
erick in the airline industry.l At the outset, what turned heads was
Southwest's unconventional marketing strategies, with their zany pro-
motions, outrageous stewardess uniforms, off-peak discount prices,
creative advertising, and attention-getting public relations activities.
But communications, however clever, only deliver a promise. The air-
line owes its long-term success to its continuing efforts to provide
customers with better value than its competitors. It has been cited by
Fortune as one of the most admired companies in the United States
and consistently ranks near the top in the magazine's annual list of the
100 best companies to work for. Herbert D. Kelleher, Southwest's
long-time chairman, has been recognized many times as one of the
country's best managers.

Southwest launched fits first flights in June 1971 amid a blaze of
clever publicity. The airline featured numerous service innovations, a
little fleet of four new Boeing 737s (later reduced to three), frequent
and punctual service, easy check-in, friendly and highly motivated
staff, and lower fares. Its cheeky slogan was "The somebody else up
there who loves you." From that small beginning, Southwest has
become one of the largest domestic air operations in the United
States, serving almost 60 cities located from coast to coast. In 2000,
it generated revenues of $5.6 billion and carried more than 60 million
passengers. Southwest's recent advertising highlights its phenomenal
growth with the phrase "You are now free to move about the country.”

Over the years, the company has moved relentlessly into one new
market after another, winning and keeping new customers and gaining
a significant share of all short-haul passengers on the routes that it
serves. (On any given day, about 80 percent of Southwest's passengers
are repeat customers.) It has greatly expanded the market for air travel
by bringing frequent, inexpensive airline service to communities and
people for whom air travel was previously inaccessible. Attempts by
competitors to counter its expansion have failed conspicuously,

Southwest's simple coherent philosophy has been a major factor
in its continuing success. The company has consistently adhered to its
low-cost priorities and low-fare, short-to-medium distance market
niche. At the heart of its approach to operations is a search for sim-
plicity that minimizes wasted time, lowers expenses, and creates the
inexpensive, reliable service that its passengers desire. Lower costs
allow Southwest to charge lower fares, making it the price leader in
most of its markets. Lower fares attract more passengers. More pas-
sengers mean more frequent flights, which in turn attract more cus-
tomers—especially business travelers who appreciate the conve-
nience. More flights, more passengers, and lower costs have meant
profits for Southwest even during recessions.

From an operational perspective, Southwest refuses to play by
the rules of conventional airline wisdom (except, of course, those relat-
ing to safety, where it has an exceptional record). The company offers
no assigned seating, so it has no need to store seat assignments in its
reservations database, no need for equipment to print paper boarding
passes, and no need to verify seating arrangements at check-in. The



net result is more cost savings, simpler procedures for employees,
faster service at the check-in desk, and faster boarding. It was also the
first airline to offer a Web site and has actively encouraged customers
to make their bookings on the Internet—the lowest-cost approach—
instead of telephoning the airline or using travel agents.

Additional savings result from the airline's decision to provide
only the most basic food service. Storing, heating, and serving tradi-
tional in-flight meals requires galley space, heavy food carts, and
sometimes more cabin crew to serve it than the minimum number
established by safety regulations. Provisioning at the start of the flight
takes time, and there's more to unload at the destination. Since all
these factors raise costs, Southwest just serves light snacks and
encourages customers to bring their own food on board.

Southwest won't interline with other carriers (which means that it
will not transfer passenger baggage to or from flights on other air-
lines), because its passengers would then be dependent on the on-
time performance of another airline. Not having to transfer bags
between its own flights and those of other airlines speeds up the turn-
around time between arrival and departure—often as little as 15 min-
utes—and reduces the risk of lost bags. In addition, Southwest won't
accept another carrier's ticket for a trip on the same route—a practice
that greatly simplifies its accounting procedures.

There's more. Southwest's operations are not built around the
large-scale hub-and-spoke designs that would allow it to offer a wide
array of connecting flights from almost any airport in its system.

(continued)
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Learning Objectives

After reading this chapter, you should
be able to

explain the implications of the
service-profit-chain for service
management

discuss why marketing, operations,
and human resource management
functions should be coordinated in
service businesses

identify the causes of interfunctional
tensions and how they can be
avoided

define the four levels of service
performance

understand the role that service
leaders play in fostering success
within their organizations
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Hub-and-spoke systems enable competing airlines to offer passen-
gers a large number of city-pair destinations, with an intervening
change at the hub. Aircraft descend in droves on a hub airport during
a relatively brief period, passengers change flights, and then all the
aircraft depart again in quick succession. The downside is that the
amount of required ground-service capacity—airport gates, ground
personnel, and ramp equipment—is determined by these peak pe-
riods of intense activity. The net result is that both equipment and
personnel spend less time in productive activity. Moreover, one late-
arriving flight can delay all departures.

The great majority of Southwest's routes are designed around
short-haul point-to-point services, with an average trip length of about
500 miles (800 km). Passengers can change flights at intermediate
points, but the schedules are not necessarily designed to facilitate
tight connections. The advantage to Southwest is that its point-to-
point flights can be spaced more evenly over the day (as long as
departure times are convenient for passengers) and no one aircraft

needs to be held for another. Southwest's fleet of some 350 aircraft
consists only of Boeing 737s. Standardizing on one aircraft type sim-
plifies maintenance, spares, flight operations, and training. Any pilot
can fly any aircraft, any flight attendant is familiar with it, and any
mechanic can maintain it. Long-distance flights would involve flying
new types of aircraft with which Southwest has no experience.

In addition to its finely tuned operations strategy, Southwest also
pays close attention to human resource issues. The company is known
for its dedicated employees who remain loyal because they like their
jobs and enjoy the working environment. In part, Southwest's positive
work environment can be attributed to very selective recruitment.
Another factor is stock ownership. Collectively, employees own 13
percent of the company's outstanding shares. Equally important is
that, under Herb Kelleher's leadership, management has spent at least
as much time courting its employees as it has the passengers the air-
line serves. As Kelleher says, "If you don't treat your employees right,
they won't treat other people well."

service profit chain: a
series of hypothesized links
between profit; revenue
growth; customer loyalty;
customer satisfaction; value
delivered to customers; and
employee capability,
satisfaction, loyaty, and
productivity.

THE SEARCH FOR SYNERGY
IN SERVICE MANAGEMENT

As our Southwest Airlines example demonstrates, a firm must offer services that are
known for superior value and quality to be recognized as a leader in its field. It must
have marketing strategies that beat the competition, yet till be viewed as a trustworthy
organization that does business in ethical ways.The company should be seen as a leader
in operations, too—respected for its superior operational processes and innovative use
of technology. Finally, it should be recognized as an outstanding place to work, leading
its industry in human resource management practices and creating loyal, productive, and
customer-oriented employees. Attaining service leadership requires a coherent vision of
what it takes to succeed, defined and driven by a strong, effective leader. And imple-
mentation involves careful coordination between marketing (which includes customer
service), operations (which includes management of technology), and human resources.
As emphasized throughout this book, the marketing function in service businesses can-
not easily be separated from other management activities.

Although there's a long tradition of functional specialization in business, such a nar-
row perspective tends to get in the way of effective service management. One of the
challenges facing senior managers in any type of organization is to avoid creating what
are sometimes referred to as "functional silos" in which each function exists in isolation
from the others, jealously guarding its independence. ldeally, service firms should be
organized in ways that enable the three functions of marketing, operations, and human
resources to work closely together if a service organization is to be responsive to its dif-
ferent stakeholders.

Integrating Marketing, Operations, and Human Resources

Using the concept of what they call the service profit chain, Heskett and colleagues
lay out a series of hypothesized links in achieving success in service businesses. Figure
17.1 expands on a diagram presented earlier in Chapter 5." The themes and relation-
ships underlying the service profit chain illustrate the mutual dependency that exists
between marketing, operations, and human resources. Although managers within each
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The Service Profit Chain

function may have specific responsibilities, effective coordination is the name of the
game. They al must participate in strategic planning, and the execution of specific tasks
must be well coordinated. Responsibility for the tasks assigned to each function may be
present entirely within one firm or distributed between the originating service organi-
zation and its subcontractors, who must work in close partnership if the desired results
are to be achieved. Other functions, such as accounting or finance, present less need for
close integration because they're less involved in the ongoing processes of service cre-

ation and delivery.

The service profit chain highlights the behaviors required of service leaders in
order to manage their organizations effectively (see Table 17.1). Links 1 and 2 focus on

customers and include an emphasis on identifying and understanding customer needs

. Customer loyalty drives profitability and growth

. Customer satisfaction drives customer loyalty

. Value drives customer satisfaction

. Employee productivity drives value

. Employee loyalty drives productivity

. Employee satisfaction drives loyalty

. Internal quality drives employee satisfaction

. Top management leadership underlies the chain's success

0N OIS WN e

Source: James L. Heskett et al., "Putting the Service Profit Chain to Work," Harvard Business
Review, March-April 1994; James L. Heskett, W. Earl Sasser, and Leonard A. Schlesinger, The
Service Profit Chain, Boston: Harvard Business School Press, 1997.

TABLE 17.1
Links in the Service Profit
Chain
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investments to ensure customer retention, and a commitment to adopting new perfor-
mance measures that track such variables as satisfaction and loyalty among both cus-
tomers and employees.® Link 3 focuses on the value for customers created by the ser-
vice concept and highlights the need for investments to create higher service quality
and productivity improvements to reduce costs.

Another set of service leadership behaviors (links 4—7) relates to employees and
includes spending time on the front line, investing in the development of promising
managers, and supporting the design of jobs that offer greater latitude for employees.
Also included in this category is the concept that paying higher wages actually decreases
labor costs after reduced turnover, higher productivity, and higher quality are taken into
account. Underlying the chain's success (link 8) is top management leadership. Clearly,
implementation of the service profit chain requires a thorough understanding of how
marketing, operations, and human resources each relate to a company's broader strategic
concerns.

The Marketing Function

As we've noted before, production and consumption are usually clearly separated in
manufacturing firms. It's not normally necessary for production personnel to have
direct involvement with customers where consumer goods are concerned. In such
firms, marketing acts as a link between producers and consumers, providing the manu-
facturing division with guidelines for product specifications that reflect consumer
needs, as well as projections of market demand, information on competitive activity, and
feedback on performance in the marketplace. Marketing personnel also work with
logistics and transportation specialists to develop distribution strategies.

In service firms, things are different. Many service operations—especially those
involving people-processing services—are literally "factories in the field" that customers
enter whenever they need the service in question. In a large chain (such as hotels, fast-
food restaurants, or car rental agencies), the company's service delivery sites may be
located across a country, a continent, or even the entire world. When, as a customer,
you're actively involved in production and consume the service output as it is produced,
direct contact with the operations function is mandatory. Even in services like repair
and maintenance, where you don't usually get actively involved in production, you may
still have contact with service employees at the beginning and end of the service deliv-
ery process. In some cases, of course, there's no contact with personnel since you are
expected to serve yourself or communicate through more impersonal media like mail,
fax, e-mail, or Web sites.

In manufacturing firms, marketers assume full responsibility for the product once it
leaves the production line, often working closely with channel intermediaries such as
retailers. In many services, by contrast, operations management is responsible for run-
ning service distribution systems, including retail outlets. Moreover, contact between
operations personnel and customers is the rule rather than the exception—although the
extent of this contact varies according to the nature of the service. Yet, as we have seen
in the course of this book, there remains a need in service businesses for a strong, effi-
cient marketing organization to perform the following tasks:

>- Evaluate and select the market segments to serve.

>- Research customer needs and preferences within each segment.

>- Monitor competitive offerings, identifying their principal characteristics, quality
levels, and the strategies used to bring them to market.

>- Design the core product to meet the needs of the chosen market segments and
ensure that they match or exceed those of competitive offerings.
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Personal interviews can often
obtain more insights about the
nature of customer satisfaction
and dissatisfaction than mail

surveys.

>» Select and establish service levels for supplementary elements needed to enhance
the value and appeal of the core product or to facilitate its purchase and use.

>- Collaborate with operations personnel in designing the entire service process to
ensure that it is "user-friendly" and reflects customer needs and preferences.

*- Set prices that reflect costs, competitive strategies, and consumer sensitivity to
different price levels.

>- Tailor location and scheduling of service availability to customers' needs and
preferences.

>« Develop appropriate communications strategies to transmit messages informing
prospective customers about the service and promoting its advantages, without
overpromising.

>- Develop performance standards, based on customer needs and expectations, for
establishing and measuring service quality levels.

>- Ensure that al customer-contact personnel—whether they work for operations,
marketing, or an intermediary—understand the firm's desired market position
and customer expectations of their own performance.

>> Create programs for rewarding and reinforcing customer loyalty.

*» Conduct research to evaluate customer satisfaction following service delivery
and identify any aspects requiring changes or improvements.

The net result of these requirements is that the services marketing function is
closely interrelated with—and dependent on—the procedures, personnel, and facilities
managed by the operations function, as well as on the quality of the service personnel
recruited and trained by the human resources function. Although initially seen as a poor
sister by many operations managers, marketing now possesses significant management
clout in many service businesses, with important implications for strategy, organizational
design, and assignment of responsibilities.
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The Operations Function

Although marketing's importance has increased, the operations function still dominates
line management in most service businesses. That's hardly surprising, because opera-
tions—typically the largest functional group—remains responsible for most of the
processes involved in creating and delivering the service product. It must obtain the
necessary resources, maintain operating equipment and facilities, manage the level of
capacity over time, and transform inputs into outputs efficiently. When service delivery
is halted for any reason, it's up to operations to restore service as quickly as possible.

Unlike marketing, the operations function is responsible for activities taking place both
backstage and front stage. Operations managers—who may be divided among several sub-
groups—are usually responsible for maintaining buildings and equipment, including com-
pany-owned retail outlets and other customer facilities. In high-contact, labor-intensive
services, operations managers may direct the work of large numbers of employees, includ-
ing many who serve customers directly in widely dispersed locations.The ongoing push for
cost savings and higher productivity in the service sector requires a continuing effort by al
operations personnel to achieve greater efficiency in service delivery.

An increasingly important role—often assigned to a separate department—is man-
agement of the firm's information technology infrastructure. In technology-driven
firms, operations managers with the appropriate technical skills work with research and
development specialists to design and introduce innovative delivery systems, including
use of the Internet. But it's essential that they understand the implications of such inno-
vations for both employees and customers.

The Human Resources Function

Few service organizations are so technologically advanced that they can be operated
without employees. Indeed, many service industries remain highly labor intensive,
although the need for technical skills is increasing. People are required to perform oper-
ational tasks (either front stage or backstage), to execute a wide array of marketing tasks,
and to provide administrative support.

Historically, responsibility for matters relating to employees was often divided
among a number of different departments, such as personnel, compensation, industrial
relations, and organization development (or training). But during the 1980s, human
resources emerged as a separate management function. As defined by academic special-
ists, "Human resource management (HRM) involves all managerial decisions and
actions that affect the nature of the relationship between the organization and its
employees—its human resources."*

Just as some forward-looking service businesses have developed an expanded vision of
marketing, viewing it from a strategic perspective rather than a narrow functional and tac-
tical one, so is HRM coming to be seen as a key element in business strategy. People-related
activities in a modern service corporation can be subsumed under four broad policy areas.®

1. Human resource flow is concerned with ensuring that the right number of people and
mix of competencies are available to meet the firm's long-term strategic require-
ments. Issues include recruitment, training, career development, and promotions.

2. Work systems involve all tasks associated with arranging people, information,
facilities, and technology to create (or support) the services produced by the
organization.

3. Reward systems send powerful messages to al employees about what kind of
organization the management seeks to create and maintain, especially regarding
desired attitudes and behavior. Not al rewards are financial in nature; recogni-
tion may be a powerful motivator.
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4. Employee influence relates to employee inputs concerning business goals, pay,
working conditions, career progression, employment security, and the design
and implementation of work tasks. The movement toward greater empower-
ment of employees represents a shift in the nature and extent of employee
influence.®

In many service businesses, the caliber and commitment of the labor force have
become a major source of competitive advantage. This is especially true in high-contact
services where customers can discern differences between the employees of competing
firms.” A strong commitment by top management to human resources (like that exhib-
ited by Southwest Airlines's Herb Kelleher) is a feature of many successful service
firms.® To the extent that employees understand and support the goals of their organi-
zation, have the skills and training needed to succeed in their jobs, and recognize the
importance of creating and maintaining customer satisfaction, both marketing and
operations activities should be easier to manage.

To adopt an increasingly strategic role, HR needs to shift its emphasis away from
many of the routine, bureaucratic tasks like payroll and benefits administration that pre-
viously consumed much of management's time. Investments in technology can reduce
some of the burden, but progressive firms are going even further, outsourcing many
non-core administrative tasks. For HRM to succeed, argues Terri Kabachnick, "it must
be a business-driven function with a thorough understanding of the organization's big
picture. It must be viewed as a strategic consulting partner, providing innovative solu-
tions and influencing key decisions and policies."® Among the tasks that she believes
that HRM should perform are:

>- Installing systems that measure an applicant's beliefs and values for comparison
to the company's beliefs and values, in order to replace "gut instinct” hiring deci-
sions that often result in rapid turnover.

>- Studying similar industries and identifying what lessons can be learned from
their HRM policies.

>- Challenging corporate personnel policies if they no longer make sense in today's
environment and describing how proposed changes (e.g.,job sharing) will affect
the bottom line.

>- Demonstrating that HRM is in the business of developing and retaining pro-
ductive workers rather than just being a training department.

Reducing Interfunctional Conflict

As service firms place more emphasis on developing a strong market orientation and
serving customers well, there's increased potential for conflict among the three func-
tions, especially between marketing and operations. How comfortably can the three
functions coexist in a service business, and how are their relative roles perceived? Sandra
Vandermerwe makes the point that high-value-creating enterprises should be thinking
in term of activities, not functions.’® Yet in many firms, we still find individuals from
marketing and operations backgrounds at odds with one another. For instance, mar-
keters may see their role as one of constantly adding value to the product offering in
order to enhance its appeal to customers and thereby increase sales. Operations man-
agers, by contrast, often take the view that theirjob is to pare back these elements to
reflect the reality of service constraints—like staff and equipment—and the accompany-
ing need for cost containment. Conflicts may also occur between human resources and
the other two functions, especially where employees are in boundary spanning roles that
require them to balance the seemingly conflicting goals imposed by marketing and
operations.
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Marketers who want to avoid conflicts with operations should familiarize them-
selves with the issues that typically provide the foundation for operations strategy.
Changing traditional organizational perspectives doesn't come readily to managers who
have been comfortable with established approaches. It's easy for them to become
obsessed with their own functional tasks, forgetting that al areas of the company must
pull together to create a customer-driven organization. As long as a service business
continues to be organized along functional lines (and many are), achieving the necessary
coordination and strategic synergy requires that top management establish clear imper-
atives for each function.

Each imperative should relate to customers and define how a specific function con-
tributes to the overall mission. Part of the challenge of service management is to ensure
that each of these three functional imperatives is compatible with the others and that dll
are mutually reinforcing. Although a firm will need to phrase each imperative in ways
that are specific to its own business, we can express them generically as follows:

>>The Marketing Imperative. To target specific types of customers whom the
firm is well equipped to serve and create ongoing relationships with them by
delivering a carefully defined service product package in return for a price that
offers value to customers and the potential for profits to the firm. Customers will
recognize this package as being one of consistent quality that delivers solutions
to their needs and is superior to competing alternatives.

>- The Operations Imperative.To create and deliver the specified service pack-
age to targeted customers, the firm will select those operational techniques that
allow it to consistently meet customer-driven cost, schedule, and quality goals,
and also enable the business to reduce its costs through continuing improve-
ments in productivity. The chosen operational methods will match skills that
employees and intermediaries or contractors currently possess or can be trained
to develop.The firm will have the resources to support these operations with the
necessary facilities, equipment, and technology while avoiding negative impacts
on employees and the broader community.

»* The Human Resources Imperative.To recruit, train, and motivate managers,
supervisors, and employees who can work well together for a realistic compen-
sation package to balance the twin goals of customer satisfaction and operational
effectiveness. Employees will want to stay with the firm and to enhance their
own skills because they value the working environment, appreciate the opportu-
nities that it presents, and take pride in the services they help to create and
deliver.

CREATING A LEADING SERVICE ORGANIZATION

In your own life as a consumer, you have probably encountered an assortment of service
performances ranging from extremely satisfying to infuriatingly bad. There may be
some organizations that you know you can aways trust to deliver good service, whereas
others are rather unpredictable—offering good service one day and indifferent the next.
Perhaps you even know of a few businesses that consistently deliver bad service and
mistreat their customers. Why would anybody remain a customer in these types of orga-
nizations? Sometimes there is no choice. Perhaps the company enjoys a monopoly posi-
tion and there are no competitors to which unhappy customers can transfer their
patronage. In fact, some of the worst service delivery takes place within larger organiza-
tions, where internal customers are held hostage to the dictates of an internal depart-
ment whose services they are obliged to use.
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From Losers to Leaders: Four Levels of Service Performance

Service leadership is not based on outstanding performance within a single dimension.
Rather, it reflects excellence across multiple dimensions. In an effort to capture this per-
formance spectrum, we need to evaluate the organization within each of the three
functional areas described earlier—marketing, operations, and human resources. Table
17.2 modifies and extends an operations-oriented framework proposed by Chase and
Hayes. It categorizes service performers into four levels: loser, nonentity, professional,
and leader. At each level, there is a brief description of a typical organization across 12
dimensions.

Under the marketing function, we look at the role of marketing, competitive
appeal, customer profile, and service quality. Under the operations function, we consider
the role of operations, service delivery (front stage), backstage operations, productivity,
and introduction of new technology. Finally, under the human resources function, we
consider the role of HRM, the workforce, and frontline management. Obviously, there
are overlaps between these dimensions and across functions. Additionally, there may be
variations in the relative importance of some dimensions between industries. However,
the goal is to obtain some insights into what needs to be changed in organizations that
are not performing as well as they might.

Service Losers These are organizations at the bottom of the barrel from both
customer and managerial perspectives.They get failing grades in marketing, operations,
and human resource management alike. Customers patronize them for reasons other
than performance; typically, because there is no viable alternative—which is one reason
why service losers continue to survive. Such organizations see service delivery as a
necessary evil. New technology is only introduced under duress, and the uncaring
workforce is a negative constraint on performance. The cycles of failure and mediocrity
presented in Chapter 15 (Figures 15.2 and 15.3) describe how such organizations
behave and what the consequences are.

Service Nonentities Although their performance still leaves much to be desired,
nonentities have eliminated the worst features of losers. As shown in Table 17.2, they are
dominated by a traditional operations mindset, typically based on achieving cost savings
through standardization. They employ unsophisticated marketing strategies, and the
roles of human resources and operations might be summed up, respectively, by the
philosophies "adequate is good enough" and "if it isn't broken, don't fix it." Consumers
neither seek out nor avoid such organizations. There are often several such firms
competing in lackluster fashion within a given marketplace, and each one may be
almost indistinguishable from the others. Periodic price discounts tend to be the
primary means of trying to attract new customers.

Service Professionals These organizations are in a different league from nonentities
and have a clear market positioning strategy. Customers within the target segments seek
out these firms based on their sustained reputation for meeting expectations. Marketing
is more sophisticated, using targeted communications, and pricing strategies are likely to
reflect the value of the service to the customer. Research is used to measure customer
satisfaction and obtain ideas for service enhancement. Operations and marketing work
together to introduce new delivery systems and recognize the trade-off between
productivity and customer-defined quality. There are explicit links between backstage
and front stage activities and a much more proactive, investment-oriented approach to
human resource management than is found among nonentities.
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TABLE 17.2

Four Levels of Service
Performance

Level

Role of marketing

Competitive appeal

Customer profile

Service quality

Role of operations

Service delivery
(frontstage)

Backstage operations

Productivity

Introduction of
new technology

Role of human
resources

Workforce

Frontline management

Note: This framework was inspired by—and expands upon—work in service operations management by Richard Chase and Robert Hayes.
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1. Loser
Marketing Function

Tactical role only; advertising
and promotions lack focus; no
involvement in product or
pricing decision

Customers patronize firm for
reasons other than performance

Unspecified; a mass market to be
served at a minimum cost

Highly variable, usually unsatisfactory
Subservient to operations priorities

Operations Function

Reactive, cost oriented

A necessary evil. Locations and
schedules are unrelated to preferences
of customers, who are routinely ignored

Divorced from frontstage;
cogs in a machine

Undefined; managers are punished for
failing to stick within budget

Late adopter, under duress, when
necessary for survival

2. Nonentity

Employs mix of selling and mass

communication using simple segmentation

strategy; makes selective use of price
discounts and promotions; conducts
and tabulates basic satisfaction surveys.

Customers neither seek out nor avoid
the firm

One or more segments whose basic needs
are understood

Meets some customer expectations;
consistent on one or two key dimensions

The principal line management function:
Creates and delivers product, focuses on
standardization as key to productivity,

defines quality from internal perspective

Sticklers for tradition; "if it ain't broke,
don't fix it;" tight rules for customers;
each step in delivery run independently

Contributes to individual frontstage
delivery steps but organized separately;
unfamiliar with customers

Based on standardization; rewarded
for keeping costs below budget

Follows the crowd when justified
by cost savings.

Human Resources Function

Supplies low-cost employees that meet
minimum skill requirements for the job

Negative constraint: poor performers,
don't care, disloyal

Controls workers

Recruits and trains employees who can
perform competently

Adequate resource, follows procedures
but uninspired; turnover often high

Controls the process



3. Professional

Marketing

Has clear positioning strategy against competition;
employs focused communications with distinctive
appeals to clarify promises and educate customers;
pricing is based on value; monitors customer usage
and operates loyalty programs; uses a variety of
research techniques to measure customer satisfaction
and obtain ideas for service enhancements; works
with operations to introduce new delivery systems

Customers seek out the firm based on its sustained
reputation for meeting customer expectations

Groups of individuals whose variation in needs and
value to the firm are clearly understood

Consistently meets or exceeds customer expectations
across multiple dimensions

Operations

Plays a strategic role in competitive strategy;
recognizes trade-off between productivity and
customer-defined quality; willing to outsource;
monitors competing operations for ideas, threats

Driven by customer satisfaction, not tradition;
willing to customize, embrace new approaches;
emphasis on speed, convenience, and comfort

Process is explicitly linked to frontstage
activities; sees role as serving "internal
customers" who in turn serve external customers

Focuses on reengineering backstage processes;
avoids productivity improvements that

will degrade customers' service experience;
continually refining processes for efficiency

An early adopter when it promises to enhance
service for customers and provide a competitive
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4. Leader

Function

Innovative leader in chosen segments, known for
marketing skills; brands at product/process level; conducts
sophisticated analysis of relational databases as inputs

to one-to-one marketing and proactive account
management; employs state-of-the art research
techniques; uses concept testing, observation, and use of
lead customers as inputs to new product development
close to operations/HR

Company name is synonymous with service excellence;
its ability to delight customers raises expectations to
levels that competitors can't meet

Individuals who are selected and retained based on their
future value to the firm, including their potential for new
service opportunities and their ability to stimulate
innovation.

Raises customer expectations to new levels; improves
continuously

Function

Recognized for innovation, focus, and excellence; an
equal partner with marketing and HR management; has
in-house research capability and academic contacts;
continually experimenting

Delivery is a seamless process organized around the
customer; employees know who they are serving;
focuses on continuous improvement

Closely integrated with frontstage delivery, even when
geographically far apart; understands how own role relates
to overall process of serving external customers;
continuing dialogue

Understands concept of return on quality; actively seeks
customer involvement in productivity improvement;
ongoing testing of new processes and technologies

Works with technology leaders to develop new applications
that create first-mover advantage; seeks to perform at
levels competitors can't match

Human Resources Function

Invests in selective recruiting, ongoing training;
keeps close to employees, promotes upward
mobility; strives to enhance quality of working life

Motivated, hard-working, allowed some discretion
in choice of procedures, offers suggestions

Listens to customers; coaches and facilitates
workers

Sees quality of employees as strategic advantage;
firm is recognized as outstanding place to work;
HR helps top management to nurture culture

Innovative and empowered; very loyal, committed
to firm's values and goals; creates procedures

Source of new ideas for top management; mentors
workers to enhance career growth, value to firm
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Service Leaders These organizations are the creme de la creme of their respective
industries. While service professionals are good, service leaders are outstanding. Their
company names are synonymous with service excellence and an ability to delight
customers. They are recognized for their innovation in each functional area of
management as well as for their excellent internal communications and coordination
between these three functions—often the result of a relatively flat organizational
structure and extensive use of teams. As a result, service delivery is a seamless process
organized around the customer.

Marketing efforts by service leaders make extensive use of relational databases that
offer strategic insights about customers, who are often addressed on a one-to-one basis.
Concept testing, observation, and contacts with lead customers are employed in the
development of new, breakthrough services that respond to previously unrecognized
needs. Operations specialists work with technology |leaders around the world to develop
new applications that will create a first mover advantage and enable the firm to perform
at levels that competitors cannot hope to reach for a long period of time. Senior execu-
tives see quality of employees as a strategic advantage. HRM works with them to
develop and maintain a service-oriented culture and to create an outstanding working
environment that simplifies the task of attracting and retaining the best people.*? The
employees themselves are committed to the firm's values and goals. Since they are
empowered and quick to embrace change, they are an ongoing source of new ideas.

Moving to a Higher Level of Performance

Firms can move either up or down the performance ladder on any given dimension.
Once-stellar performers can become complacent and sluggish. Organizations that are
devoted to satisfying their current customers may miss important shifts in the market-
place and find themselves turning into has-beens. These businesses may continue to
serve a loyal but dwindling band of conservative customers, but they are unable to
attract demanding new consumers with different expectations. Companies whose orig-
inal success was based on mastery of a specific technological process may find that, in
defending their control of that process, they have encouraged competitors to find
higher-performing alternatives. And organizations whose management has worked for
years to build up a loyal workforce with a strong service ethic may find that such a cul-
ture can be quickly destroyed as a result of a merger or acquisition that brings in new
leaders who emphasize short-term profits. Unfortunately, senior managers sometimes
delude themselves into thinking that their company has achieved a superior level of
performance when, in fact, the foundations of that success are actually crumbling.

In most markets, we can also find companies who are moving up the performance
ladder through conscious efforts to coordinate their marketing, operations, and human
resource management functions in order to establish more favorable competitive posi-
tions and better satisfy their customers.The box "Building Marketing Competence in a
Ferry Company" describes how a Scandinavian firm successfully enhanced the perfor-
mance level of a newly acquired subsidiary. As you read it, note the many different areas
in which improvements had to be made.

IN SEARCH OF LEADERSHIP

Service leaders are those firms that stand out in their respective markets and industries.
But it still requires human leaders to take them in the right direction, set the right
strategic priorities, and ensure that the relevant strategies are implemented throughout
the organization. Much of the literature on leadership is concerned with turnarounds
and transformation. It is easy to see why poorly performing organizations may require a
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major transformation of their culture and operating procedures in order to make them
more competitive; but in times of rapid change, even high-performing firms need to
evolve on a continuing basis, transforming themselves in evolutionary fashion.

Leading a Service Organization

John Kotter, perhaps the best-known authority on leadership, argues that in most suc-
cessful change management processes, people need to move through eight complicated
and often time-consuming stages:®

>- Creating a sense of urgency to develop the impetus for change

>- Putting together a strong enough team to direct the process

>- Creating an appropriate vision of where the organization needs to go

>- Communicating that new vision broadly

>- Empowering employees to act on that vision

>- Producing sufficient short-term results to create credibility and counter cynicism
>» Building momentum and using that to tackle the tougher change problems

>- Anchoring the new behaviors in the organizational culture

Leadership versus Management The primary force behind successful change is
leadership, which is concerned with the development of vision and strategies, and the
empowerment of people to overcome obstacles and make the vision happen.
Management, by contrast, involves keeping the current situation operating through
planning, budgeting, organizing, staffing, controlling, and problem solving. Bennis and
Nanus distinguish between leaders who emphasize the emotional and even spiritual
resources of an organization and managers who stress its physical resources, such as raw
materials, technology, and capital. Says Kotter:

Leadership works through people and culture. It's soft and hot. Management works
through hierarchy and systems. It's harder and cooler. . . . Tlie fundamental purpose of
management is to keep the current system functioning. The fundamental purpose of lead-
ership is to produce useful change, especially nonincremental change. It's possible to have
too much or too little of either. Strong leadership with no management risks chaos; the
organization might walk right off a cliff. Strong management with no leadership tends to
entrench an organization in deadly bureaucracy}”"

However, leadership is an essential and growing aspect of managerial work
because the rate of change has been increasing. Reflecting both competition and
technological advances, new services or service features are being introduced at a
faster rate and tend to have shorter lifecycles (if, indeed, they even survive the intro-
ductory phase). Meantime, the competitive environment shifts constantly as a result
of international firms entering new geographic markets, mergers and acquisitions,
and the exit of former competitors. The process of service delivery itself has speeded
up, with customers demanding faster service and faster responses when things go
wrong. As a result, declares Kotter, effective top executives may now spend up to 80
percent of their time leading, double the figure required not that long ago. Even
those at the bottom of the management hierarchy may spend at least 20 percent of
their time on leadership.

Setting Direction versus Planning People often confuse these two activities.
Planning, according to Kotter, is a management process, designed to produce orderly
results, not change. Setting a direction, by contrast, is more inductive than deductive.
Leaders look for patterns, relationships, and linkages that help to explain things and
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Building Marketing Competence
in a Ferry Company

When Stena Line purchased Sealink British Ferries (whose
routes linked Britain to Ireland, France, Belgium, and Norway),
the Scandinavian company more than doubled in size to become
one of the world's largest car-ferry operators. Stena was known
for its commitment to service quality and boasted a whole
department dedicated to monitoring quality improvements. By
contrast, this philosophy was described as "alien" to Sealink's
culture, which reflected a top-down, military-style structure that
focused on the operational aspects of ship movements.
The quality of customers' experiences received only secondary
consideration.

Sealink's managerial weaknesses included a lack of attention
to strategic developments in a rapidly evolving industry. There was
growing competition from other companies that were purchasing
new, high-speed ferries that offered customers a faster and more
comfortable ride than traditional ships.

At Sealink, top management exercised tight control, issuing
directives to middle managers in each division. The general
approach had been to create company-wide standards that could
be applied across all divisions, rather than customizing policies to
the needs of individual routes. All decisions at the divisional level
were subject to head office review. Divisional managers them-
selves were separated by two levels of management from the func-
tional teams engaged in the actual operation. This organizational
structure led to conflicts, slow decision making, and inability to
respond quickly to market changes.

Stena’s philosophy was very different. The parent company
operated a decentralized structure, believing that it was important
for each management function to be responsible for its own activi-
ties and accountable for the results. Stena wanted management
decisions in the new subsidiary to be taken by people who were
close to the market and who understood the local variations in
competition and demand. Some central functions were moved out
to the divisions, including much of the responsibility for marketing
activities. New skills and perspectives came from a combination of
retraining, transfers, and outside hiring.

Prior to the merger, no priority had been given to punctual or
reliable operations. Ferries were often late, but standard excuses
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were used on the weekly reports, customer complaints were
ignored, and there was little pressure from customer service man-
agers to improve the situation. After the takeover, however, the sit-
uation started to change. The operational problem of late depar-
tures and arrivals was resolved through concentration on individual
problem areas.

On one route, for instance, the port manager involved all
operational staff and gave each person "ownership" of a specific
aspect of the improvement process. They kept detailed records
of each sailing, together with reasons for late departures, as well
as monitoring competitors to see how their ferries were perform-
ing. Apart from helping to solve problems, this participative
approach created close liaison between staff members in differ-
ent job positions; it also helped members of the customer ser-
vice staff to learn from experience. Within two years, the Stena
ferries on this route were operating at close to 100 percent
punctuality.

On-board service was another area singled out for improve-
ment. Historically, customer service managers did what was con-
venient for staff rather than for customers. For instance, staff mem-
bers would take their meal breaks at times when customer
demand for the service was greatest. As one observer noted, "cus-
tomers were ignored during the first and last half hour on board,
when facilities were closed.... Customers were left to find their
own way around [the ship]____Staff only responded to customers
when [they] initiated a direct request and made some effort to
attract their attention."

So personnel from each on-board functional area chose a
specific area for improvement and worked in small groups to
achieve this. In the short run, some teams were more successful
than others, resulting in inconsistent levels of service and customer
orientation from one ship to another. In time, customer service
managers shared ideas and reviewed their experiences, making
adaptations where needed for individual ships.

Table 17.3 highlights key changes during the first two
years. In combination, these changes contributed to eventual
success in achieving consistent service levels on all sailings and
all ferries.



External Context

Internal Context

Managerial
Competencies

Knowledge

Experience

Expertise

Marketing Decision
Making

Planning

Actions

Marketing Efforts

Pre-purchase

Service delivery

Inherited Situation

Inactive competition—"share"
market with one competitor

Static market demand
Centralized organization
Centralized decision making

Top management directives

General to industry rather than
to local market

Operational and tactical

General, industry-based
Noncompetitive environment

Vague approach to judging situations
Short-term focus

Generalist competencies

React to internal circumstances,
and external threats

Minimal information search
or evaluation of alternatives

Focus on tactical issues

Inconsistent with other marketing
activities

Follow top management directives
Look to next in line for responsibility
Minimal or intermittent communication

between functions

Mostly media advertising

Slow, manual booking system

Focus on tangible aspects of
on-board customer service
(e.g., seating, cabins, food, bar)

Little pressure on operations to
improve poor punctuality

Poor communications at ports
and on board ships

Reactive approach to problem solving
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Situation After Two Years

Aggressive competitive activity (two competitors,
one operating new, high-speed ferries)

Growing market
Decentralized organization
Delegation to specialized decision-making units

Key manager responsible for each unit team

Understand both industry and local market

Operational and decision making
Functional management responsibility
Exposed to competitive environment
Diagnostic judgmental capabilities
Longer-term focus

Specific skills for functional tasks

Proactive identification of problems

Collect information, consider options

Choose between several options

Consistent with other marketing activities

Delegation of responsibility
Responsibility and ownership for activity

Liaison between functions

Advertising plus promotions and informational
materials

New computerized reservation system

Better tangibles, sharply improved
staff/customer interactions

Highly reliable, punctual service

Much improved signage, printed guides,
electronic message boards, public
announcements

Proactive approach to welcoming customers
and solving their problems

Source: Adapted from Audrey Gilmore: "Services Marketing Management Competencies: A Ferry Company Example,” International Journal
of Service Industry Management 9, no. 1 {1998}: 74-92.

TABLE 17.3

Changing Contexts,
Competencies, and
Performance Following the
Takeover
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suggest future trends. Direction setting creates visions and strategies that describe a
business, technology, or corporate culture in terms of what it should become over the
long term and articulate a feasible way of achieving this goal. Effective leaders have a
talent for simplicity in communicating with others who may not share their
background or knowledge; they know their audiences and are able to distill their
messages, conveying even complicated concepts injust a few phrases.*®

Many of the best visions and strategies are not brilliantly innovative; rather, they
combine some basic insights and translate them into a realistic competitive strategy that
serves the interests of customers, employees, and stockholders. Some visions, however,
fal into the category that Hamel and Prahalad describe as "stretch"—a challenge to
attain new levels of performance and competitive advantage that might, at first sight,
seem to be beyond the organization's reach.'” Stretching to achieve such bold goals
requires creative reappraisal of traditional "ways of doing business and leverage of exist-
ing resources through partnerships. It also requires creating the energy and the will
among managers and employees alike to perform at higher levels than they believe
themselves able to do.

Planning follows and complements direction setting, serving as a useful reality
check and a road map for strategic execution. A good plan provides an action agenda for
accomplishing the mission, using existing resources or identifying potential new
resources.

Leadership Qualities

What are the characteristics of an effective leader? The qualities that are often ascribed
to leaders include vision, charisma, persistence, high expectations, expertise, empathy,
persuasiveness, and integrity. Typical prescriptions for leader behavior stress the impor-
tance of establishing (or preserving) a culture that is relevant to corporate success,
putting in place an effective strategic planning process, instilling a sense of cohesion in
the organization, and providing continuing examples of desired behaviors. Leadership
has even been described as a service in its own right.18 For instance, the late Sam
Walton, the legendary founder of the Wal-Mart retail chain, highlighted the role of
managers as "servant leaders.”

Leonard Berry argues that service leadership requires a special perspective.
"Regardless of the target markets, the specific services, or the pricing strategy, service
leaders visualize quality of service as the foundation for competing.”?® Recognizing
the key role of employees in delivering service, he emphasizes that service leaders need
to believe in the people who work for them and make communicating with employ-
ees a priority. Love of the business is another service leadership characteristic he high-
lights, to the extent that it combines natural enthusiasm with the right setting in which
to express it. Such enthusiasm motivates individuals to teach the business to others and
to pass on to them the nuances, secrets, and craft of operating it. Berry also stresses the
importance for leaders of being driven by a set of core values that they infuse into
the organization, arguing that "A critical role of values-driven leaders is cultivating the
leadership qualities of others in the organization." And he notes that "values-driven
leaders rely on their values to navigate their companies through difficult periods.”

In hierarchical organizations, structured on a military model, it's often assumed that
leadership at the top is sufficient. However, as SandraV andermerwe points out, forward-
looking service businesses need to be more flexible. Today's greater emphasis on using
teams -within service businesses means that

[LJeaders are everywhere, disseminated throughout the teams. They are found especially
in the customer facing and interfacing jobs in order that decision-making will lead to
long-lasting relationships with customers. . .leaders are customer and project champions
who energize the group by virtue of their enthusiasm, interest, and know-how.
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Many leader ship skillscan betaught.

“HOW WELL WE RESPOND AS A TEAM Educational programsoffered by the
DEPENDS ON Center for CreativeLeadership help
high-potential managerslearn howto
HOW WELL work more effectively with others.

ITHNE TEAM RESPONDS

Creative Leadership

Leadership in Different Contexts

There are important distinctions between leading a successful organization that is func-
tioning well, redirecting a firm into new areas of activity, and trying to turn around a
dysfunctional organization. In the case of Wal-Mart, Sam Walton created both the com-
pany and the culture, so his task was to preserve that culture as the company grew and
select a successor who would maintain an appropriate culture as the company contin-
ued to grow. Herb Kelleher was one of the founders of Southwest Airlines, using his
legal skills in his initial role as the company's general counsel; later, he came to deploy
his considerable human-relations skills as CEO for two decades, before stepping down
in 2001 (he remains chairman). Meg Whitman was recruited as CEO of eBay when it
became clear to the founders that the fledgling Internet start-up needed leadership from
someone possessing the insights and discipline of an experienced marketer (for her view
of leadership, see the box "How eBay's CEO Sees the Role of a Leader").

J.W (Bill) Marriott, Jr., inherited from his father the position of chief executive of
the company that bears the family name. Although it was the son who transformed the
company from an emphasis on restaurant and food service into a global hotel corpora-
tion, he strove to maintain the corporate culture that flowed from the founder's philos-
ophy and values:

"Take care of the employees and customers,” my father emphasized . . . My father knew
that if he had happy employees, he would have happy customers, and then that would
result in agood bottom line.

Transformation can take place in two different ways. One involves Darwinian-style
evolution—constant mutations designed to ensure the survival of the fittest. As
described in Chapter 16, Charles Schwab has been very successful in building the inno-
vative brokerage house that bears his name. Over the years, he and his top executives
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have evolved the focus and strategy of the firm to take advantage of changing condi-
tions and the advent of new technologies. Without a continuing series of mutations,
however, it is unlikely that Schwab could have maintained his firm's success in the
dynamic marketplace of financial services.

A different type of transformation occurs in turnaround situations. American
Express, long an icon in the travel and financial services arena, stumbled in the early
1990s when its attempts to diversify proved unsuccessful. Observers claimed that its elit-
ist culture had insulated it from the changing market environment, where the Amex
charge card business faced intense competition from banks that issued Visa and
MasterCard credit and debit cards.?* In 1993, the board forced out Amex's CEO, James
Robinson 111, the scion of an old Atlanta banking family, and replaced him with the
much more down-to-earth Harvey Golub, who immediately insisted that the company
start using objective, quantitative measures to gauge performance.

Working closely with Kenneth Chenault, who headed the Amex card business,
Golub attacked the company's bloated costs, eliminated lavish perks, and restructured
the organization, achieving more than $3 billion in savings. Chenault, who was later
named president and chief operating officer, broadened the appeal of Amex cards by
offering new features, creating new types of card, and signing up mass-market retailers,
includingWal-Mart. When Golub retired in 2001, he handed the baton to Chenault, his
chosen successor, who faced the challenge of maintaining the company's global
momentum in a continuously evolving marketplace (see the box, "Ken Chenault Takes
the Helm at American Express").

A classic example of transformation in the airline industry featured Jan Carlzon, the
former chief executive of SAS (Scandinavian Airlines System). Carlzon sought to trans-
form the inappropriate strategy and culture he found at the airline in the 1980s, moving
it from an operations focus to a customer focus by highlighting "moments of truth"
when customers interacted with the company. He placed particular emphasis on serving
the needs of the business traveler.”® Central to achieving these goals were his efforts to
"flatten the pyramid" by delegating authority downwards toward those employees who
dealt directly with customers. For some years, his strategy proved highly successful.
Unfortunately, he failed to continue adapting the airline as the environment changed to
reflect an economic downturn and greater competition within the European airline
industry.

Transformational roles have been adopted not only by CEOs of failing companies,
but also by many of the chief executives who have worked to wake up sluggish organi-
zations that were previously sheltered and constrained by government ownership, regu-
lation, or protection against foreign competition.

How eBay's CEO Sees
the Role of a Leader

have consistently remained focused on our mission, our

"Abusiness leader has to keep her organization focused on customers, and a few key business fundamentals. As a
the mission. That sounds easy but it can be tremendously company, we believe that the price of inaction is far greater
challenging in today's competitive and ever-changing busi- than the cost of making a mistake."

ness environment. A leader also has to motivate potential Meg Whitman, president and CEO, eBay

partners to join the cause. eBay is successful because we

Source: Deborah Blagg and Susan Young, "What Makes a Good Leader?" Harvard Business School Bulletin, February 2001, 32.
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One of the traits of successful leaders is their ability to role model the behavior
they expect of managers and other employees. Often, this requires the approach
known as "management by wandering around," popularized by Peters and Waterman
in their book, In Search of Excellence.® Wandering around involves regular visits,
sometimes unannounced, to different areas of the company's operation. It provides
insights into both backstage and front stage operations, the ability to observe and
meet both employees and customers, and to see how corporate strategy is imple-
mented on the front line. Periodically, it may lead to recognition that changes are
needed in that strategy. It can also be motivating for service personnel. No one is
surprised to see Herb Kelleher turn up at a Southwest Airlines maintenance hangar
at two o'clock in the morning or even to encounter him working an occasional stint
as a flight attendant.

In addition to internal leadership, chief executives such as Kelleher, Whitman,
Marriott, and Schwab have also assumed external leadership roles, serving as ambas-
sadors for their companies in the public arena and promoting the quality and value of
their firms' services. Marriott and Schwab have often appeared in their company's
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advertising, and Kelleher has done so occasionally.

Ken Chenault Takes the
Helm at American Express

The meeting was classic Chenault. Firing off detailed questions
about American Express' overseas operations, then quickly moving
on to the company's 2001 strategic plan and its newest card offer-
ings, Ken Chenault prodded and probed his top lieutenants for info,
occasionally interjecting advice on an upcoming management
reshuffle.

But the setting on this June day wasn't Chenault's plush 51st-
floor office, with its Master of the Universe views of New York
Harbor and the Statue of Liberty. Rather, the 49-year-old executive
was presiding from a Midtown hospital bed, his legs encased in
ankle-to-hip casts following emergency knee surgery the day
before. "Therapists were coming in and out, machines were
buzzing, and he was asking me about reorganizing B2B," recalls Ed
Gilligan, Amex's president of corporate services. "We were all
treading gingerly around the room, but Ken was charging straight
ahead." In fact, Chenault, who had ruptured tendons in both knees
while playing basketball with his kids, later asked his doctors for
the most aggressive rehab schedule possible. By August he was
walking again, two months ahead of schedule.

You need that kind of determination and true grit to get to the
pinnacle of corporate America. You need them even more if you're
black. And Chenault, who earlier this month [January 2001] took
over as CEO of the $25-billion-a-year American Express—breach-
ing the concrete ceiling in American business—has no shortage of

either. For all the talk about diversity, openness, and inclusion out
there, the top ranks of corporate America remain an overwhelm-
ingly white-male preserve___

Unlike some other prominent CEOs, Ken Chenault doesn't
have that room-filling, press-the-flesh kind of presence that makes
you think of a local Rotary Club president or a candidate for public
office. He's much more understated than, say, Howard Schultz of
Starbucks or Southwest Airlines' Herb Kelleher. But Chenault has
his own brand of charisma, a quiet warmth that puts people at ease
and makes them want to be on his team.

Just ask Tom Ryder, who, like Chenault, was an up-and-
comer at Amex in the late 1980s and early 1990s and had his
eye on the corner office. "He's impossible to dislike, even when
you're competing for the top job," says Ryder, who left Amex in
1998 to head Reader's Digest, after it became clear that
Chenault had a lock on the No. 1 slot. "If you work around him,
you feel like you'd do anything for the guy.” Delta CEO Leo Mullin
faced off against Chenault in what could have been a tough
renegotiation of Delta's partnership with Amex on their co-
branded SkyMiles card. There were thorny issues—such as
what Amex would pay Delta for frequent-flier miles—but "Ken
really kept in mind what would be good for both parties," says
Mullin. "He's tough-minded, but there's a great sense of warmth
and fairness."

Source: Excerpted from Nelson D. Schwartz, "What's in the Cards for Amex?" Fortune, 22 January 2001, 58-70.
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There is a risk, of course, that prominent leaders may become too externally
focused at the risk of their internal effectiveness. A CEO who enjoys an enormous
income (often through exercise of huge stock options), maintains a princely lifestyle,
and basks in widespread publicity may even turn off low-paid service workers at the
bottom of the organization. Another risk is that a leadership style and focus that has
served the company well in the past may become inappropriate for a changing environ-
ment. Jan Carlzon—whom management guru Tom Peters once described as a model
leader—ignored the need in a changing economic environment to improve productiv-
ity and reduce SAS's high costs. Instead, he spent money to expand the company and
invest in new acquisitions. As losses mounted during an economic downturn, he was
eventually forced out.?” And family dynasties may come to an end, too, if the successors
to the founder prove ineffectual. As noted in the discussion of Club Med in Chapter 4,
although Gilbert Trigano and, later, his son Serge were effective leaders for many years,
the family was ousted after it proved unable to lead the company in the new directions
required by the changing social and economic environment of the 1990s.

Evaluating Leadership Potential

The need for leadership is not confined to chief executives or other top managers.
Leadership traits are needed of everyone in a supervisory or managerial position,
including those heading teams. Federal Express believes this so strongly that it requires
all employees interested in entering the ranks of first-line management to participate in
its Leadership Evaluation and Awareness Process (LEAP).?®

LEAP's first step involves participation in an introductory, one-day class that famil-
iarizes candidates with managerial responsibilities. About one candidate in five con-

The Impact of Leadership
Syles on Climate

Daniel Goleman, an applied psychologist at Rutgers University, is
known for his work on emotional intelligence—the ability to man-
age ourselves and our relationships effectively. Having earlier iden-
tified six different styles of leadership, he investigated how suc-
cessful each style has proved to be in affecting climate or working
atmosphere, based upon a major study of the behavior and impact
on their organizations of thousands of executives.

Coercive leaders demand immediate compliance ("Do what |
tell you") and were found to have a negative impact on climate.
Goleman comments that this controlling style, often highly con-
frontational, only has value in a crisis or in dealing with problem
employees. Pacesetting leaders set high standards for perfor-
mance and exemplify these through their own energetic behavior;
this style can be summarized as "Do as | do, now." Somewhat
surprisingly it, too, was found to have a negative impact on cli-
mate. In practice, the pacesetting leader may destroy morale by

assuming too much, too soon, of subordinates—expecting them
to know already what to do and how to do it. Finding others to be
less capable than expected, the leader may lapse into obsessing
over details and micromanaging. This style is only likely to work
when seeking to get quick results from a highly motivated and
competent team.

The research found that the most effective style for achieving
a positive change in climate came from authoritative leaders who
have the skills and personality to mobilize people toward a vision,
building confidence and using a "Come with me" approach. The
research also found that three other styles had quite positive
impacts on climate: affiliative leaders who believe that "People
come first," seeking to create harmony and build emotional bonds;
democratic leaders who forge consensus through participation
("What do you think?"); and coaching leaders who work to develop
people for the future and whose style might be summarized as "Try
this."

Source: Daniel Goleman, “Leadership that Gets Results," Harvard Business Review 78, March-April 2000, 78-93,
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eludes at this point that "management is not for me." The next step is a three-to-six-
month period during which the candidate's manager coaches him or her based on a
series of leadership attributes identified by the company. A third step involves peer
assessment by a number of the candidate's coworkers (selected by the manager). Finally,
the candidate must present written and oral arguments regarding specific leadership sce-
narios to a group of managers trained in LEAP assessment; this panel compares its find-
ings with those from the other sources above.

Federal Express emphasizes leadership at every level through its "Survey Feedback
Action" surveys, including the Leadership Index in which subordinates rate their man-
agers along 10 dimensions. Unfortunately, not every company is equally thorough in
addressing the role of leadership at al levels in the organization. In many firms, promo-
tional decisions often appear totally haphazard or based on such criteria as duration of
tenure in a previous position.

Leadership, Culture, and Climate

To close this chapter, we take a brief look at a theme that runs throughout this chapter
and, indeed, the book: the leader's role in nurturing an effective culture within the
firm.  Organizational culture can be defined as including:

>e Shared perceptions or themes regarding what is important in the organization
»- Shared values about what is right and wrong

»- Shared understanding about what works and what doesn't work

>e Shared beliefs, and assumptions about why these things are important

>- Shared styles of working and relating to others

Organizational climate represents the tangible surface layer on top of the orga-
nization's underlying culture. Among six key factors that influence an organization's
working environment are its flexibility—or how free employees feel to innovate; their
sense of responsibility to the organization; the level of standards that people set; the per-
ceived aptness of rewards; the clarity people have about mission and values; and the level
of commitment to a common purpose.®® From an employee perspective, this climate is
directly related to managerial policies and procedures, especially those associated with
human resource management. In short, climate represents the shared perceptions of
employees concerning the practices, procedures, and types of behaviors that get
rewarded and supported in a particular setting.

Because multiple climates often exist simultaneously within a single organization, a
climate must relate to something specific—for instance, service, support, innovation, or
sofety. A climate for service refers to employee perceptions of those practices, proce-
dures, and behaviors that are expected with regard to customer service and service qual-
ity, and that get rewarded when performed well.

Leaders are responsible for creating cultures and the service climates that go along
with them. Transformational leadership may require changing a culture that has become
dysfunctional in the context of what it takes to be successful. Why are some leaders
more effective than others in bringing about a desired change in climate? As presented
in the box, "The Impact of Leadership Styles on Climate," research suggests that it may
be a matter of style.

Creating a new climate for service, based upon an understanding of what is needed
for market success, may require a radical rethink of human resource management activ-
ities, operational procedures, and the firm's reward and recognition policies. Newcomers
to an organization must quickly familiarize themselves with the existing culture, other-
wise they will find themselves being led by it, rather than leading through it and, if nec-

essary, changing it.

organizational culture:
shared values, beliefs, and
work styles that are based
upon an understanding of
what is important to the
organization and why.

organizational climate:
employees shared
perceptions of the practices,
procedures, and types of
behaviors that get rewarded
and supported in a particular
setting.
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Conclusion

No organization can hope to achieve and maintain market leadership without human
leaders who articulate and communicate a vision and are backed by individuals with the
management skills to make it happen. Service leadership in an industry requires high
performance across a number of dimensions that fal within the scope of the marketing,
operations, and HRM functions.

Within any given service organization, marketing has to coexist with operations—
traditionally the dominant function—whose concerns are cost and efficiency centered
rather than customer centered. Marketing must also coexist with human resource man-
agement, which usually recruits and trains service personnel, including those who have
direct contact with the customers. An ongoing challenge is to balance the concerns of
each function, not only at the head office but also in the field. Ultimately, a company's
ability to effectively integrate marketing, operations, and human resource management
will determine whether it is classified as a service loser, a service nonentity, a service
professional, or a service leader.

Study Questions and Exercises

1. Identify the nature of the tasks that are traditionally assigned to (@) marketing,
(b) operations, and (c) human resource management.

2. Describe the causes of tension between the marketing, operations, and human
resource functions. Provide specific examples of how these tensions might vary
from one service industry to another.

3. Briefly define the four levels of service performance. Based on your own service
experiences, provide an example of a company for each category.

4. Which level of service performance do you think best describes Southwest
Airlines? Explain your answer using specific examples from the opening story at
the beginning of this chapter.

5. What is the difference between leadership and management?
6. Discuss the relationship between leadership, climate, and culture.

7. Profile an individual whose leadership skills have played a significant role in the
success of a service organization.
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