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PREFACE




Companies everywhere know that they need to become more customer-focused, but many companies have no idea of how to implement this transformation. Systems, metrics, and strategies that are based on the outmoded, product-centered view of the world still dominate in most companies. The purpose of this book is to address this problem by helping companies reshape the way they approach corporate strategy. We do this by providing a conceptual framework to help companies to maximize their most important asset, the lifetime value of their customer base—their “customer equity.”

The three of us converged on this book from different directions—Rust from the financial impact of service quality (Return on Quality), Zeithaml from service quality measurement and customer value, and Lemon from customer retention. Rust and Lemon began teaming up on understanding what was known about customer retention. Lemon’s doctoral dissertation with Russell Winer at the University of California at Berkeley had persuaded her that customer satisfaction was not the only key driver of retention, a finding that was echoed in the managerial writings of Frederick Reichheld. At the same time, Rust, in his consulting work with a variety of companies, was hearing a need for an expanded strategic framework by which companies could trade off various corporate initiatives such as brand building and service. The work of Blattberg and Deighton on customer equity seemed to provide a promising direction. Using the concept of customer equity, we began searching for an expanded model of customer retention that could be used to drive strategy.

At the same time, Rust and Zeithaml were working on market segmentation based on customer profitability (the Customer Pyramid). Working in the banking industry, we were discovering that segmenting customers based on profitability was highly promising, and gave important managerial insights. The two projects came together in our realization that customer profitability, customer lifetime value, and customer equity could be used to drive strategy by recognizing the drivers of customer retention and brand switching. Oddly enough, although brand switching models have been used for many years in marketing, especially for consumer packaged goods, those models have rarely, if ever, been used before to help understand customer lifetime value and customer equity.

Mathematical modeling forms the foundation for much of what we describe in this book. Given the nature of this book, however, we did not dwell on it. For those interested in the technical aspects, we provide greater detail in an academic paper that is available from the first author. We felt that it was important not to lose sight of the key findings by using too many equations, because there is a lot of insight to be gained without ever going near the mathematics.

Our approach to strategy is the logical culmination of the shift from a product economy and product-based thinking to a service economy and customer-based thinking. We use the information and insights that can be obtained from the profitability, behavior, and perceptions of individual customers to drive corporate strategy. In so doing, our framework clarifies the relationship between customer value, brand equity, and relationship/retention management.

We hope that our book helps companies to complete the paradigm shift from product focus to customer focus. To be truly customer-focused implies organizing the company around customer equity and its drivers. Our book is a blueprint of how to accomplish this goal. We would be most interested to hear from you with regard to corporate applications of this framework. We can be reached by email at roland.rust@owen.vanderbilt.edu (Rust), ZeithamV@icarus.bschool.unc.edu (Zeithaml) or klemon@hbs.edu (Lemon).
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I

BEYOND BRAND EQUITY




The business world is increasingly organizing itself around customers rather than products. This is an inevitable reaction to a series of historical trends. Customer focus requires a new approach: managing according to Customer Equity (the value of a firm’s customers), rather than Brand Equity (the value of a firm’s brands), and focusing on customer profitability instead of product profitability. In fact, as we will see in Chapter 2, a slavish devotion to product profitability can be hazardous to a company’s health.
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The Case for Customer Equity



From Brand Equity to Customer Equity

Our Argentinian friend Marcos was involved with launching a popular American consumer products brand in Argentina. The brand was already a top brand in the United States, Europe, and most of the world. It was number one in the market in terms of market share, although its quality was only equivalent to that of its competition, and its price was similar to most competing brands and greater than that of the discount brands. The brand was known worldwide, even in countries in which the brand was not available. By any measure this brand had outstanding Brand Equity. Everyone expected that such a powerful brand would quickly assume a dominant market position in Argentina, and subsequently in the rest of Latin America.

What actually happened came as a complete shock. When the brand was rolled out, it failed to gain much of a foothold. Its market share remained anemic, and the local brands continued their market superiority, in spite of the fact that their quality and price were no better than the American brand. How could such a thing happen to such a powerful brand, with its superior level of Brand Equity?

In retrospect, what happened was clear. The American brand had superior Brand Equity, but the domestic brands owned the customers. The American brand had more Brand Equity, but that was not enough. Customer Equity, not Brand Equity, was the key to market success.

What Is Customer Equity?

The long-term value of the company is largely determined by the value of the company’s customer relationships, which we call the firm’s Customer Equity. The term was introduced, in a somewhat different context, by Robert Blattberg and John Deighton.1

To clarify our use of the term, we define Customer Equity as follows:


A firm’s Customer Equity is the total of the discounted lifetime values of all of its customers.


In other words we view the value of the customer not only in terms of that customer’s current profitability, but also with respect to the net discounted contribution stream that the firm will realize from the customer over time. Summing these up gives the total value of the customers of the firm, which we call Customer Equity.



Illustrating Customer Equity


For example, suppose a firm has two customers—Mr. A and Ms. B. Mr. A produces only $100 per year in contribution to profit, but is expected to remain a customer for ten years. Ms. B is expected to produce $200 in contribution to profit this year, but is not expected to remain a customer. The discounted lifetime value of Mr. A is (for the firm’s current discount rate) $650. (Note that this is less than the 10 ×$100 total contribution for the ten years, due to discounting.) The discounted lifetime value of Ms. B is $200—the contribution received this year. Thus, the firm’s total Customer Equity is $650 + $200 = $850.



It is easy to see that for most firms, Customer Equity is certain to be the most important component of the value of the firm. While the value of a firm’s customers cannot be the entire value of the firm (for example, the firm’s physical assets, competencies, and intellectual property also lend value), a firm’s existing customers provide its surest and most reliable source of future revenues. Thus, figuring out how to drive Customer Equity is central to the decision making of any firm. Coherently formulating how to do this can give a firm an important competitive advantage.

The Inevitable Shift to Customer Equity

Several broad interrelated trends that are currently shaping economic change in every developed economy make it inevitable that management will shift its focus from Brand Equity to Customer Equity. The central implication of all of these trends is a shift from a product focus to a customer focus.


FROM GOODS TO SERVICES.   The underlying basis for all of the trends is the dramatic long-term shift of every developed economy from goods to services (see figure 1-1). For example, in 1900, the percentage of workers in the United States in the service sector was approximately 30%. By 1970 that figure had risen to 64%,2 and by 1995 that figure was about 77%.3 Other developed economies lag behind the United States by a few years, but all show the same trend toward service, and similar percentages. 4


FROM TRANSACTIONS TO RELATIONSHIPS.   Let us consider, first, the “old” goods economy. Consider a customer of a typical consumer good—breakfast cereal. A customer might buy Kellogg’s Corn Flakes this time, then switch brands the next time, and then switch the next time to something else. The goods economy tends to be relatively transaction-oriented. Management’s attention is naturally drawn to the constant battle for attracting (rather than retaining) customers, and it is on that battlefield that Brand Equity reigns supreme.

Now consider the “new” service economy. Services work differently in the marketplace than goods. Think about a typical service—retail banking. A bank customer opens an account, and has dealings with the bank over time. The customer does not reconsider his/her choice of bank at every transaction, although a bad experience might trigger thoughts of switching. This has led to a shift from a focus on consumer transactions to a focus on long-term, one-to-one customer relationships, fostered by much work by Don Peppers and Martha Rogers.


FROM CUSTOMER ATTRACTION TO CUSTOMER RETENTION.   For the bank, keeping or retaining customers is very important to the bank’s success. Managing the relationship with the customer is very important and is central to the bank’s thinking. While the bank still worries about attracting new customers, that issue must compete for management’s attention with issues such as customer retention and cross-selling. On this battlefield, Customer Equity reigns, and Brand Equity plays a lesser role.


FROM PRODUCT FOCUS TO CUSTOMER FOCUS.   In general the increasing emphasis on customers and relationship management coincides with a decreasing emphasis on products. It is not as though products are unimportant. It is just that they are secondary to satisfying the customer. Another way of thinking about this is that in a rapidly changing technological environment, products come and go, but customers remain. The secret to success is maintaining a profitable relationship with the customer, regardless of what products are involved, or how the products needed may change over time. Just as an automobile customer’s needs and wants may shift over time from a Plymouth to a Chrysler to a Mercedes-Benz, a customer’s brand preferences may change over time. The job of the modern company is to maintain the customer relationship (with DaimlerChrysler in this case) even while the individual customer’s brand loyalty becomes irrelevant.

The Shift to Customer Equity. The continuing shift toward a service economy, thus, leads inexorably toward a shift in emphasis from Brand Equity to Customer Equity. However, unlike Brand Equity, which has been extensively studied by both business people and academics, little has been done at this point to understand Customer Equity. This book provides a framework for understanding Customer Equity and shows how this framework can help management focus its resources to maximize long-term profitability, through the successful cultivation of profitable customer relationships.

Where Do Profits Come From?

Almost every business carefully accounts for the profitability of its products. Detailed financial reports show the revenues and costs associated with each product, and each product’s contribution to the company’s bottom line. Profitable products are maintained or spun off into multiple, related products. For example, regular potato chips spin off into barbecue-flavored potato chips and low-fat potato chips. Unprofitable products are jettisoned. The seldom-questioned underlying assumption is that the product is what generates the profits. But is that true?

Consider a young retail bank customer. The customer first opens a checking account. Checking accounts are notorious money losers at retail banks, so the bank may be tempted to conclude that the checking account is an unprofitable product. However, what if the customer, having established a relationship with the bank, then opens a savings account, or takes out a car loan, or buys CDs, or takes out a home mortgage? If these events were made possible by the checking account, then the checking account would not look so bad after all. However, product-specific accounting will never reveal this long-term view.

Where did the bank’s profits come from? It is clear that it was the long-term customer relationship that produced the profits. The profits of individual products are not separate and distinct, but rather synergize to produce a successful and profitable customer relationship.

This example shows that profitability needs to be analyzed with respect to customers. Product-specific financial accounting need not be abolished, but it should assume a lesser role. More important, detailed, customer-specific accounting is necessary to get an accurate picture of profitability and, hence, the long-term value of the firm.

Driving Customer Equity

While it is easy to see that Customer Equity is important, it is more difficult to determine exactly how to increase a firm’s Customer Equity. Of all of the potential levers that a company might pull (e.g., advertising, quality, price, retention programs, etc.) which will yield the best return on investment? Where should the firm focus its efforts?

Value Equity

For all customers, choice is influenced by perceptions of value, which are formed primarily by perceptions of quality, price, and convenience. These perceptions tend to be relatively cognitive, objective, and rational (for example, there may be little argument about a product’s price, or its objective attributes). We call the Customer Equity gained from customers’ value perceptions the firm’s Value Equity.

Brand Equity

Customers may also have perceptions of a brand that are not explained by a firm’s objective attributes. (This view of Brand Equity is consistent with the definition of Brand Equity given by Wagner Kamakura and Gary Russell in their pioneering research on the topic.5) For example, a car may be considered sexy, or exciting, or classic. These perceptions tend to be relatively emotional, subjective, and irrational. We call the Customer Equity gained from the subjective appraisal of the brand the firm’s Brand Equity.

Retention Equity

Customer Equity comes from customers choosing to do business with the company. Some of the firm’s business comes from customers who chose the company in their most recent purchase occasion and this time choose it again, and some of the firm’s business comes from customers who did not choose the firm last time or are new to the market. For repeat customers, retention programs and relationship-building activities can increase the odds that the customer will continue to choose the firm. We call the Customer Equity gained from retention programs and relationship building the firm’s Retention Equity.

Where to Focus?

We can, thus, decompose Customer Equity into its constituent parts: Value Equity, Brand Equity, and Retention Equity. By determining which of these equities is most influential in a firm or its industry, we can then focus on the driver(s) of Customer Equity that has the greatest impact. Figure 1-2 shows a tree diagram, illustrating how a firm can think about the drivers of Customer Equity.

Customer Equity:The Key to Strategy

Analyzing Customer Equity and its drivers gives a company a road map for effective strategy. It identifies the strategic initiatives that will have the greatest impact on the long-term profitability of its customer base, which should be the primary concern of any business.

The rest of the book goes into considerable detail about how to use Customer Equity and its drivers as the basis for effective strategy. We also give specific examples of companies in five industries, using actual customer data. But before we get into detail, it is useful to have the big picture of how management can use these concepts to drive decision making. For this reason we first illustrate a simple, hypothetical example of how a company might proceed.

Let us consider XYZ Corporation in the widget industry. The company might first explore which of the Customer Equity drivers make the biggest difference in its industry (see figure 1-3). It is important to note that the results will not be the same in every industry. For example, in some industries (e.g., telephone service) Value Equity may be the key driver. In other, transaction-oriented industries (e.g., consumer package goods) Brand Equity may be the most important. On the other hand, in some relationship-oriented industries (e.g., banking) Retention Equity may be the most important.

From figure 1-3 we can see that in the widget industry Retention Equity is the least important driver of Customer Equity (on average), and Value Equity is the most important. This is very useful information, because it tells XYZ that it should make sure that its Value Equity is very strong and maybe de-emphasize its retention initiatives.

Armed with this knowledge, XYZ can then consider its standing, relative to the best in the industry, on Customer Equity and its drivers, and compare it to the company’s relative market share. We see from figure 1-4 that XYZ has a market share that is 80% as much as the leading firm in the industry, but its Customer Equity is only 60% of that of the leading firm. The fact that Customer Equity share is considerably less than the company’s market share is a serious red flag, because it indicates that the long-term performance of XYZ is unlikely to be as strong as its current market share might suggest. Clearly XYZ needs to shore up its Customer Equity before its market performance deteriorates.

Figure 1-4 indicates clearly where XYZ should focus. Its Retention Equity is the best in the industry, but we already discovered (from figure 1-3) that Retention Equity was not very important in the widget industry. The key driver of Customer Equity in this industry (from figure 1-3) is Value Equity, and we see in figure 1-4 that XYZ’s performance on Value Equity lags badly behind the competition. With this information, XYZ knows that it should focus its attention on Value Equity.

XYZ can then drill deeper into the drivers of Value Equity (see figure 1-5). We see that quality is the key driver of Value Equity, indicating that XYZ must carefully examine its quality performance relative to the competition. If its perceived quality actually is worse than the competition, then the company must then drill down even deeper to identify the key drivers of quality, and perhaps the key sub-drivers of those drivers.

Such an analysis facilitates a rifle-shot approach to strategic decision making. Management can focus its resources on the drivers of Customer Equity that will have the greatest long-term impact. Customer Equity provides a broad framework for strategic management, by which executives of a company can identify and drive effective change. Customer Equity is the key to the long-term profitability of any firm, and analyzing the key drivers of Customer Equity provides an overall framework for effectively focusing strategic resources.

The remainder of the book makes the case for this customer-focused view and shows in detail how to implement a Customer Equity decision framework within an organization.
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The Profitable Product Death Spiral




In 1997 the Opryland Hotel in Nashville, Tennessee, was a thriving convention hotel, with revenues of $231 million, and an 85% occupancy rate.1 However, the adjoining Opryland Theme Park was far less profitable. The solution to the problem appeared clear to managers at Gaylord Entertainment, owner of the Opryland complex. The hotel was profitable, but the theme park was not. Therefore the theme park had to go.2

One year later, Opryland’s convention room nights were down 22% from the previous year.3 In fact, Nashville’s entire tourist industry had been sent into a tailspin. It was evident that Opryland’s hotel business (and the entire Nashville tourist business) had been badly hurt by the closing of Opryland Theme Park. In retrospect, what happened seems obvious. For individual customers, the presence of the theme park increased the value of the hotel. Why did Opryland’s product-focused logic fail?

In chapter 1 we argued that management’s thinking must shift from products and Brand Equity to customers and Customer Equity. But what happens if management does not think this way? Is any harm done? Can there be situations in which product thinking leads to disaster? As it turns out, such product thinking may lead to a disastrous outcome that we term the Profitable Product Death Spiral. Basing decisions on product profitability leads to predictable problems.

The Profitable Product Paradigm

Companies used to concentrating on Brand Equity find it natural to adopt a paradigm that we call the Profitable Product Paradigm. This seemingly reasonable viewpoint (see figure 2-1) involves the following steps:


	Measure the profitability of the company’s products.

	Determine an acceptable level of profitability.

	Eliminate products that do not meet the profitability threshold.

	Go back to step one and repeat.



The Profitable Product Paradigm was made feasible in large companies by the growth of computer databases and computing technology. Consumer goods companies and retailers began to rely on product printouts that told the companies exactly which products were profitable, and which were not. Service companies, especially relationship service companies like banks and credit card companies, used their databases to figure out which services were profitable. This made the Profitable Product Paradigm feasible on a systematic basis and on a mass scale.

The logic is seemingly clear. If the unprofitable products are winnowed out, then they will cease to be a drain on the profitability of the firm. Only profitable products will remain, so the firm’s resources will be focused where they yield the best return. Over time, the average profitability of the firm’s products will become higher and higher, along with the overall profitability of the company. All of the major financial indicators of the firm (e.g., return on equity, return on assets, net profit, etc.) should increase as the company becomes increasingly successful.

It is hard to argue with this logic. After all, what company could succeed if it did not purge its unprofitable products? IBM would still be trying to sell adding machines, and Radio Shack would still be trying to sell eight-track tapes. It is hard to imagine how continually assessing the profitability of its products would not make a company more and more successful over time.

We will show why this seemingly unassailable logic is wrong. To do this we use examples from three different industries. In each case, the company and events described are patterned after an actual company and its experience in the market, but the situation is disguised, simplified, and dramatized to better explain the main point, and to avoid being overly critical of any particular management team.

Something’s Rotten: Schmidt Groceries

We first examine the experience of Schmidt Groceries (company name changed), a major grocery chain. We consider the experience of one of Schmidt’s stores over time in Music City, Tennessee. In particular we show how product thinking led the Schmidt store down the Profitable Product Death Spiral, taking it from the dominant position in the market and extremely profitable, all the way to unprofitable, and eventually out of business.

The Death Spiral

Schmidt Grocers, a leading grocery chain, was enthusiastic about the arrival of scanner technology in the late seventies. Each grocery would now haveunprecedented information available about exactly which products were selling, and about the effectiveness of its sales and coupons. Store managers soon found that the balance of power had shifted from the large suppliers to the retailers, because the general sales data available to the suppliers were essentially made obsolete by the store-specific data possessed by each store manager. Why should the store manager care if Ritz crackers were selling well regionally if they were not selling in his particular store?

No longer could the supplier push unwanted products on the grocer, based on research data only partially relevant to any individual store. From now on Schmidt would fine-tune its inventory to the needs of the particular store. This would of course increase Schmidt’s profits, because only profitable items would be carried, and of course those would be the same items most wanted by the store’s customers. Thus, the customers would get what they wanted, and Schmidt would improve its profits by supplying the customers’ needs. Therefore, Schmidt’s management trained its personnel to regularly analyze the scanner data, and to constantly prune the less profitable items from the inventory list.

For several years this approach did very well. Schmidt’s profits were up substantially. The customer service manager casually mentioned that complaints about discontinued items seemed to be more numerous than they used to be, but that seemed to be just the price of progress. There will always be a few stick-in-the-muds, set in their ways, who don’t like things to change. After all, how many discontented people could there be? The only items getting discontinued were the ones that didn’t sell. There was always a good retort to an unhappy customer: “I’m sorry we don’t carry that anymore, but it just didn’t sell. We have the numbers to prove it.”

The Schmidt store in the Hillvue neighborhood of Music City, Tennessee, had always done very well. It was easily the dominant grocery in the Hillvue area. It had an upscale competitor, Andre’s, but everyone knew that Andre’s could never appeal to a mass market. Its inventory was too limited, and its prices were too high. Because Andre’s siphoned off the high-end customers, Schmidt simply adjusted its inventory to include fewer gourmet items. Then another competitor, the Whole Health Market, entered the area. Schmidt found its sales slipping somewhat, but again Whole Health could not be taken seriously as a competitor. Its natural foods image could never attract a large customer base. Only the highly educated people and arty types shopped there. Schmidt soon found that its health foods were no longer profitable and stopped carrying most of them.

Things got a little bit more serious when Dixie Discount opened its doors nearby. Soon Schmidt’s sales were seriously sagging. The low-income customers and rural customers tended to switch to Dixie. It was cheaper. Schmidt quickly found that its generic lines were no longer profitable and stopped carrying most of them.

Before long Schmidt realized that its revenues were down, but its fixed costs were essentially unchanged. This, of course, meant that more of the fixed costs had to be allocated to any one item. In other words, because demand was down, economies of scale were lost, and some items that were marginally profitable before were now unprofitable. They, of course, were eliminated. The parking lots of the other stores seemed fuller and fuller, while Schmidt’s sales declined. The customer service manager mentioned with a smile that complaints seemed way down, but this did not seem to make up for the lost sales.

Eventually sales declined so far that it was no longer profitable to operate the store. Schmidt sold the store to a large competitor chain and wondered what had happened. The store manager was fired.

Profitable Products: Trouble in Paradigm

What happened to Schmidt Grocery? Why did being responsive to the customer, in the sense of stocking the most highly demanded items, not work? Let us analyze how using scanner data to weed out the less profitable items can lead to a loss of customers and a “death spiral” from which the store cannot recover (see figure 2-2).

At first Schmidt was recording good sales levels by being a general store. This was because specialized niche stores had not yet invaded the market. These sales levels were only improved (in the short run) by using scanner data to weed out the less profitable items and place more importance on the successful items. However, it was during this period that the alienation of the customer base began. Customers began complaining because items they liked were discontinued. Admittedly, relatively few customers were made unhappy by discontinuing any individual item. After all, the reason the items were discontinued was that they didn’t sell well. What, then, was the problem?


SCHMIDT FORGETS ABOUT ITS CUSTOMERS.   Let us track three typical customers and see how they viewed the changes at Schmidt. The first customer, Cindy, was a successful, young, single professional. She had a taste for good cheese, pâté, and other gourmet items. At first she was relatively happy with Schmidt. Sure, they didn’t carry everything she wanted, but they carried enough of her favorite foods to keep her as a customer. The second customer we will examine is Cliff. Environmentally conscious and close to the earth, Cliff and his wife lived in a restored farmhouse. They shared housework equally, and Cliff did the grocery shopping. Schmidt carried just enough bulk items to satisfy Cliff, although he wished there were more attention to natural foods. The third customer was Vicki. Vicki shopped for her husband, Joe, an auto mechanic, and their three children. At first they shopped at Schmidt because it was convenient to their Hillvue neighborhood, and because it was relatively cheap.


TROUBLE WITH THE PROFITABLE PRODUCT PARADIGM.   Schmidt saw from the data that certain items could not be justified on the basis of profit. Some of the items eliminated were fresh-squeezed orange juice, fresh pâté, and bulk sandwich rolls. Cindy was very upset that the orange juice and pâté were discontinued. She complained to the customer service department. “The orange juice machine was always breaking down,” rationalized the customer service manager. “Also,” he confided, “we just didn’t sell as much fresh-squeezed orange juice and pâté in Hillvue as we do in Emerald Heights.” (Emerald Heights is the ritzy section of Music City.) Cliff also complained, because the bulk rolls were baked fresh and didn’t have preservatives in them. They were also cheap. “The Health Department was always on our case about those bulk bins,” explained customer service. “And, as you may have noticed, we didn’t sell very many anyway.” Cliff went away grumbling. Cindy began to drive to an Andre’s store across town occasionally to buy gourmet items. Cliff occasionally would drive in to the health food store near the university, even though it was inconvenient, to pick up some of the bulk items he could no longer get at Schmidt’s.

The Andre’s store across town, noticing that its customer base was starting to include more Hillvue residents than would normally be expected, decided to open a second store in Hillvue. Cindy gleefully switched. Even though the prices were considerably higher at Andre’s, she could find the gourmet foods she wanted there. Andre’s was too expensive for Cliff and Vicki, who had no interest whatsoever in the expensive new store.

Having lost some of its customers, but not many, Schmidt did not notice a significant decline in its sales. Sure, sales were down some, but not enough to cause serious concern. A look at the scanner data showed that a few more items were now unprofitable. Predictably, few gourmet items did well anymore. They were discontinued. It didn’t matter. All of the upscale customers were gone anyway. Also, the bulk bins, all of which had been only marginally profitable all along, were now in the red. They, too, were discontinued. Cliff knew better than to complain. That never did any good.

When the Whole Earth Market, sensing an opportunity in bulk and natural foods, opened a store in Hillvue, Schmidt’s management was unconcerned. Cliff was delighted. Whole Earth had the kind of healthy food he had always wanted. Sure it was more expensive, but who can put a price on health? Whole Earth was too expensive for Vicki to consider.

By now Schmidt’s sales had declined noticeably, but it was still far and away the market leader, with no direct competition. Because of its virtual monopolist standing, Schmidt’s management felt that it could maintain profits at a respectable level by boosting prices some. This it did. Vicki grumbled but continued to shop at Schmidt because what was the alternative?

Then Dixie Discount, sensing that it could compete successfully on price in the Hillvue market, opened a store there. Schmidt fought back for a while with discounting, triple coupons, and other promotions, but ultimately accepted its position as a higher-priced competitor to Dixie Discount. Vicki, of course, was pleased to have a cheaper place to shop and switched to Dixie Discount. Soon Schmidt’s sales were down precipitously and the entire store was running in the red. Before long the store was sold, because only a handful of the items in the store were still profitable, and they could not possibly support the entire store.

Explaining the Death Spiral

Thus, we see how the death spiral occurred (see figure 2-3). Schmidt viewed its business as being made up of products. Some products make money and some don’t, so if they get rid of the ones that don’t, they will make bigger profits. That strategy would work well if it were not for the existence of customers who shop for more than one item at a time. The problem is that some “unprofitable” items are considered important by some customers. Suppose, for example, that breakfast cereal was profitable but that milk wasn’t. Eliminating milk would alienate cereal eaters, because they go to the store not to buy an item individually, but rather to buy an assortment of items. Discontinuing milk would probably guarantee that cereal eaters would stop buying at that store, which then would make cereal unprofitable also.

Of course, once a market segment is alienated, a market opportunity naturally arises. New entrants can enter the market successfully because the original store is vulnerable to losing the disaffected segment. Thus a large, general competitor may set itself up for attack from niche competitors. More and more niche competitors may enter the market until there is not much general market left, and the original market leader goes out of business.

There is a spiral because the more customers the store loses, the more items become unprofitable. As more items become unprofitable, more are discontinued, and, thus, more customers are alienated. The more customers are alienated, the more potential there is for niche competition, which reduces the original store’s number of customers and continues the downward spiral.

All of this does not happen immediately, of course. It takes time for competitors to move through the concept stage, planning stage, and start-up stage. Nevertheless, the pattern is predictable and inexorable.

Flying Away: National Airlines

Schmidt Groceries showed how the Profitable Product Death Spiral can arise because of neglecting how customers view product assortments. However, that is not the only way the Profitable Product Death Spiral can arise. In this section we consider the experience of National Airlines (name changed) and discover another way that attention to product profitability can result in lost customers.

The Death Spiral

Let us again consider the Music City, Tennessee, air traffic market. In the mid-1980s, National Airlines was the dominant carrier in the Music City market. It flew most of the flights, occupied the most gates, and had the most passengers. Profits were good.

But profits could be even better, thought National Airlines management. A careful analysis of the Music City flights indicated that the flights connecting Music City to Charlotte and Orlando were unprofitable. In response to this, National eliminated its flights to those cities (see figure 2-4). Sensing a market opportunity, Triangle Airlines moved in to fill the gap. Soon National discovered that its market share in Music City was down somewhat, but not enough to cause real alarm.

However, continued flight profitability analysis now showed that the flights to Fort Myers and St. Louis were now unprofitable. Again National simply discontinued those flights. This time, though, a really tough competitor, Southeast Airlines, saw its opportunity and entered the Music City market. That really hurt National’s market share. In addition, the flights to Chicago and New Orleans, two cities served by Southeast, were now unprofitable. They, too, were discontinued.

Every time National cut back, Southeast Airlines expanded to fill the void. Soon National Airlines found itself with badly declining market share and shrinking profit margins. Before long National could no longer support maintaining ground operations staff in Music City, so it closed up shop altogether.

The Plane Truth

Again the problem was with customers. Passengers (customers) often fly from City A to City B to City C. It is not that they care about City B. They are just changing planes there. It is a “hub.” So when the flight from B to C is discontinued, those passengers will also no longer need the flight from A to B.

For example, when the flights to Charlotte were discontinued, passengers from the Midwest who used to fly to Charlotte by way of Music City no longer could do so. This meant that some of those passengers would no longer want to fly to Music City at all, since it was not their end destination. That is why, for example, the flights from St. Louis to Music City became unprofitable.

As flights are discontinued, other flights become unprofitable, leading to them being discontinued, leading to more flights being unprofitable, and so on until the airline can no longer support its fixed costs in that city. The airline can’t pull out from the Profitable Product Death Spiral.

Downsizing Right Down the Drain: Acme Corporation

A similar logic can hold for corporate downsizing. Consider Acme Corporation (name changed), which sells sophisticated communications equipment to businesses. Let us consider Acme’s sales in Music City to three large business customers: Barger Book Distribution Company, Croesus College, and the Music City Manglers football team.

The Death Spiral

Management, under pressure from the top to boost short-term profits, insists on workforce reductions. In the short term, profits rise, but soon the customer side makes itself known. Barger Book Distribution now finds that its account reps take longer to answer calls. Barger starts to give some of its business to other suppliers as contracts come due. With less business but the same size workforce, Acme’s productivity figures decline (see figure 2-5). In addition, its market shares start to decline, as do profits.

Given a renewed squeeze on profits, Acme again does its tried-and-true method of coping with low profits—it downsizes the workforce. This increases productivity and profits in the short run, but again service suffers. This time Croesus College finds that it is not getting the regular relationship building and hand holding that it is used to. The college is a big account, so it is used to being coddled. When the contract comes due, Croesus chooses another supplier, with better customer support.

Now things are critical for Acme. Its customers are mostly gone, and yet its office and fixed costs are still roughly constant. The only hope for regaining profitability is to do a desperate downsizing, cutting the workforce to the absolute bare minimum. Now the Music City Manglers find that when their phone banks go down, they can no longer reach Acme by telephone, except by leaving a voice mail message. Eventually, after a day or two, Acme calls back. Meanwhile, thousands of ticket sales are lost. The next year the Manglers discontinue their contract with Acme. Now Acme can truly not afford to stay in business in Music City, so it shuts down its office.

Getting Feedback

Again the issue is whether customers are served well and whether they are retained. Again we have a feedback loop, because downsizing leads to poor service, which leads to weaker sales and profits, which leads to yet more downsizing.

Understanding the Death Spiral

Let us again consider the main steps characterizing each loop of the Profitable Product Death Spiral (see figure 2-3). They are:


	Company improves profitability by eliminating unprofitable products/services

	Elimination of unprofitable products produces diminished service

	Diminished service drives customers away and lowers profits



The main reason this happens is that companies are assessing product profitability rather than customer profitability. This error, combined with the failure to consider complementary customer choices, almost inevitably leads to the Profitable Product Death Spiral.

Understanding Customer Choice Combinations

The key marketing insight is that customers do not choose products in isolation. Rather they choose assortments of products that fit together in a complementary manner. Consider the following complementary assortments:


	Toothbrush and toothpaste

	Flight from Madison to Chicago, and flight from Chicago to Louisville

	A textbook and the accompanying readings book

	A checking account and a savings account



But these are obvious, one might say. How could any rational businessperson make the mistake of ignoring complementarities such as these? Amazingly, they do! The textbook/readings example above was based on the personal experience of the first author (Rust), who was an author of the text and an editor of the accompanying readings book. The publisher (not The Free Press!) noted that the textbook was selling well, but the readings book was selling less well. Although many customers had gone to great trouble to structure their courses around using the textbook and readings book together, the publisher decided to increase profits by discontinuing the unprofitable readings book! A little bit of knowledge is a dangerous thing, if that knowledge is about product profitability!

Implications for Retailing

The Worst Thing to Say to a Customer

The worst thing to say to a customer is, “Product profitability is more important than your customer needs.” Maybe retailers don’t use those exact words, but they might instead say, “We can’t stock the brand of apple juice that you want because it doesn’t sell well enough.” That is a product answer to a customer question. What it says to the customer is that the product is more important than the customer. In fact, it says that the retailer can only talk about products.

A customer answer to the customer question would be: “We don’t currently stock the brand of apple juice that you want, but I believe Andre’s down the road has it.” Such an answer makes the customer’s need (the brand of apple juice) the top priority and directly addresses it, even at the expense of short-term product profitability. That perspective serves customers better and ultimately will create more loyalty and higher profits.

Stores Within Stores

If there are customer segments who have preferences for predictable assortments of items, then the store must be sensitive to those preferences in order to be successful. The important decision unit becomes the assortment preferred by a segment, rather than the individual item. Ultimately it may make sense to physically design the store as a collection of departments, each of which corresponds to a major customer segment.

Scanner data can be put to use for this purpose. First, the scanner data must be analyzed by individual items. Because there is often a very large number of individual transactions, a sample must be taken, to arrive at a reasonable number. Then the customers are grouped together according to how similar their items purchased are. This produces the customer segments. Some items will be common across all segments. These are the staples. In a grocery these might be such items as toilet paper, breakfast cereal, and milk. Other items will have far greater interest to a particular segment. Examples of these are the items used in the Schmidt Groceries example.

This suggests how the store should be laid out. The staple items could be shelved in a large, common area. The specialty items could be shelved in special areas, each devoted to a particular customer segment (see figure 2-6). Some industries already implement this idea in a limited way. Groceries, for example, often feature a natural foods section, which looks like a store within a store. Note that other grocery departments may look like the same thing, but are fundamentally different (see figure 2-7). A bakery section, or a seafood section, or a produce department are not appealing to any particular customer segment. Rather they reflect an organization of the store based on product, which is not the same concept.

The physical layout also suggests how profitability should be measured. Each customer-oriented specialty section should be its own profit center. The immediate effect of this new way of looking at profitability is that some unprofitable items may be stocked, only because they make the assortment complete for the targeted segment. This is conceptually analogous to manufacturers who field a complete product line, even though some of the products offered actually lose money. The decision point comes when the section is unprofitable as a whole. At that point, the entire section may be discontinued, because the targeted customer segment itself is not profitable.

From Product Thinking to Customer Thinking

In this chapter we have seen the danger of focusing on product profitability at the expense of customer profitability. Such thinking can lead to a Profitable Product Death Spiral, in which decisions that seem to be increasing profitability alienate the customer by ignoring the effect of assortments of choices, eventually leading the firm to disaster.

The implication is clear—to truly understand how to drive long-term profitability, it is essential to understand profitability from the customer side. It is the lifetime value of the customer that produces Customer Equity, and it is Customer Equity that has the greatest impact on the value of the firm. But before exploring how the firm can drive Customer Equity, we must first get a better understanding of the lifetime value of the customer.
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