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Preface


Services have replaced used car and aluminum siding salespeople as the most frequent butt of jokes and complaints. Who doesn’t have a favorite bad service war story? In fact, the abysmal quality of services in America has been made out by some to be a national scandal.

And yet, a number of firms have been successful at designing and activating what we call breakthrough services. These are services that revolutionize an entire industry’s rules of the game by setting new standards for consistently meeting or exceeding customers’ service needs and expectations. In some cases, these services are perceived by customers as being of exceedingly high quality, whether that is defined in terms of speed, accuracy, or other features. In other cases, the services produce unusually high value by delivering consistent quality at low prices.

A breakthrough service is significantly differentiated from competition both on matters important to customers and the manner in which it achieves its results, whether that be through a well-defined, focused, and positioned service concept; a high-commitment organization; a comprehensive database; a hard-to-duplicate network or technology; clever financing arrangements; or other methods.

We’re concerned here not so much with the competitive strategies elected by service firms, but with the ways in which those strategies are implemented. This takes us to the very core of the service firm, to its human, technological, and financial resources and the way they are marshaled and brought to bear on delivering a service concept.

It requires attention to detail. At a meeting several years ago, a senior executive of the Trust House Forte hotel chain related how it had taken the English-based company 18 months just to implement a program in which its receptionists regularly greeted prospective guests with “-----hotel, how may we help you?” This executive was quite pleased when, during a break in the program, a member of the audience called a local Trust House Forte hotel and received the proper response.

It also requires that as much attention be given to the server as to the served. In a service, the two are much more closely linked than in most manufacturing processes.

Our concerns are selfish. Most of us, as citizens of post-industrial societies, live and work in a service economy, one in which services provide a vast and increasing majority of the jobs and national income.

Technology, in particular communications and information systems, has brought us to a point in time for services that is comparable to the era of the industrial revolution in manufacturing. It is a point in time when the nature of work and relationships among service workers are being transformed. In implementing service strategies, managers have a choice. They have an opportunity to benefit from the mistakes of their manufacturing forbears. Or they can make the same mistakes that led to worker alienation, the decline of product quality, militant union organization, and, according to many political economists, Marxist leadership in some parts of the world.

Consequently, the major objectives of this book are to: (1) identify elements common to methods that successful service firms adopt for activating strategies, (2) examine the implications that these methods have for the longterm benefits to servers as well as the served, and (3) suggest ways in which service-producing companies can avoid the mistakes of the industrial revolution as they bring modern technology to bear in creating a service revolution.

Our emphasis is on those things that are particularly critical to service-producing organizations and set them apart from their counterparts in manufacturing or extractive industries. They include:


	The skillful organization and integration of marketing, operations, and human resource management critical to a successful service enterprise

	The “real-time” nature of many service production and delivery (“marketing”) processes, with the profound implications it has for the training, compensation, and motivation of people; the design of information support systems for them; the design of other elements of the service delivery system, many of them associated with the place where both work is performed and customers are encountered; and the control of quality and productivity.

	The management of people working simultaneously and often in an interactive mode in geographically far-flung networks connected only by a communications system, a marketing program, and whatever culture-building activities management may design and implement.


	The fact that customers of many service-producing organizations have direct access to or contact with most of the members of those organizations, including people associated with most of the financial departments of the service-producing firm.

	The demands that all of this places on the management of the service firm, particularly in the implementation and ongoing management of efforts to maintain a knowledge of customer needs and the way they are or are not being met; to design work and workplaces in ways intended to meet those needs most profitably; to select, develop, and assign people suitable to various tasks; and to devise ways of insuring that the service and the way it is produced and delivered will change to reflect new customer and server needs, technologies, and competitive dynamics.



We first examine in Chapter 1 ways in which successful firms orchestrate the service encounter between a customer and employee to create what we’ve called a “self-reinforcing service cycle.” This, in addition to the strategic service vision reviewed in Chapter 2, provides the framework with which we organize our thoughts in the remainder of the book.

Customer and employee loyalty are at the heart of all service breakthroughs. In addition to reporting important new research results concerning the value of customer retention, Chapters 3 and 4 discuss ways in which a service strategy can be focused to foster such loyalty.

Service quality and productivity are our concerns in Chapters 5 through 7. This material reflects our conclusions that: (1) service quality is a positive force for attracting and retaining both the most desirable customers and employees, leading directly to superior productivity, (2) the starting point for the upgrading of quality is the measurement of costs and benefits, (3) nothing less than total customer (and employee) satisfaction should be the goal, and (4) the task is complex and never-ending.

A great deal of available service capacity often is wasted because it is perishable and must be held in reserve for just those moments when customers need it. But service demand and supply can be managed in ways described in Chapter 8.

Important building blocks of outstanding service—networks, information technology, and especially people—are addressed in Chapters 9 through 12. The creation and management of networks comprising physical facilities (such as routes), information (communications), and relationships (between people and organizations) will receive increasing attention in the coming decade, something we’ve tried to anticipate in Chapter 9. Many hopes for increasing service quality and productivity are centered around the potential for and capabilities of information technology, the subject of Chapter 10. Chapters 11 and 12 address the ways in which people in leading service organizations are being energized through truly innovative methods of selection and development, rewards and recognition, and organizing work itself. These are methods that provide high levels of satisfaction to service personnel as well, a significant goal in societies in which as many as 80% of all jobs are in services.

The future holds the prospect for delivery of more services anywhere and any time, a condition that has been called “future perfect.” In Chapter 13 we discuss forces underlying the trend toward future perfect as well as possible limits on management efforts to achieve it.

The final chapter reviews the major themes of the book by comparing breakthrough and what we have termed “merely good” service organizations on a number of dimensions. The time-constrained reader can thus obtain a good sense of the book by reading Chapter 14 and then sampling in greater depth those chapters of greatest interest.

The organization of the book parallels that of a companion volume, The Service Management Course, which contains in-depth case studies of many of the companies referred to here.

This book conveys deep convictions. They are ours, but they have been influenced and fueled by managers who have found them essential in the development of service breakthroughs.

James L. Heskett

W. Earl Sasser, Jr.

Christopher W. L. Hart

Boston, Massachusetts
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Creating Breakthrough Services


Outstanding service organizations are managed differently from their merely good competitors. Missions are stated differently. Managers act differently. Actions are based on totally different assumptions about the way success is achieved. And the results show it, both in terms of conventional measures of performance and the impact these services have on their competitors.

Recently one of us visited the Tyson’s Corner Mall in northern Virginia. The visit resulted in one surprise after another as salespeople in large stores and small exhibited unusual interest in providing unexpectedly outstanding service. At first we attributed it to Southern hospitality. But the experience wasn’t consistent with others we’ve had in the same area. And then it dawned on us. Among the four department stores which the huge mall contained, one was Nordstrom. And Nordstrom’s level of service exceeded even that provided by other retailers that same day. The experience was a clear reflection of a strong conviction often expressed by Nordstrom’s service managers that a store manager’s primary responsibility is to satisfy customers.

Naturally, we had seen many of the things written about the high level of service provided by this fashion retailing organization. But we had not witnessed the impact it could have on an entire shopping center, one of the largest in the United States. The experience triggered a line of thinking about those one or two firms in every service industry that stand out from the pack. Firms that seem to gain momentum, almost as if they are propelled by an added force not available to their competitors. Firms that seem to have broken through some sort of figurative “sound barrier,” that have passed through the turbulence that precedes the barrier into the relatively quiet, smooth zone beyond in which a management action produces exaggerated results, results that often exceed reasonable expectations. Firms that alter the very basis of competition in their industries.

We began to think of the offerings of these firms as breakthrough services and set out to try to capture in words, numbers, and diagrams the essence of what managers do to break the figurative sound barrier.

We started with three simple beliefs: (1) it is possible to manage a good firm through the barrier that distinguishes the good from those that are moving beyond Mach 1; (2) outstanding services and the firms that provide them are made, not born; and (3) breakthrough services managers don’t think like their merely good counterparts in competing organizations.

Having tested these ideas through numerous field observations, we are convinced more than ever that our starting beliefs hold up. But we have found out a great deal more along the way about how managers think and act in designing and delivering breakthrough services. They invariably start with the service encounter.

THE SERVICE ENCOUNTER

[image: Image]

At the heart of every service is the service encounter. Everything flows from it. A service encounter is the event at which a customer comes into contact with a service provider, its people, its communications and other technology, and the services it provides. It is the point in time at which especially marketing, operations, and human resource management are brought to bear on the process of creating and delivering a service that meets customers’ needs, perceived risks, and expectations. It has been termed by Jan Carlzon, CEO of SAS (Scandinavian Airlines System), the “moment of truth” at which the representatives of a service company must prove to their customers that their company is the best alternative.1

The most important relationships in a service encounter, based on research done to date, are summarized in Figure 1-1. We have purposely been selective in choosing elements of this model. The first is based on research findings; the others follow from it. They are:


	The quality of service (customer satisfaction) = service quality delivered—service expected.

	The value of a service to a customer = service quality (both the results realized and process by which they were achieved) divided by (price and other customer costs of acquiring the service).
[image: Image]

FIGURE 1-1 The Service Encounter as a Set of Trade-Offs



	Potential profit “leverage” in providing the service = value to the customer—cost to the service provider.

	The profitability of a service to its provider = margin × repeat usage ÷ investment.



It occurred to us that most service managers understand these relationships. Why then do so few use this understanding to produce services that achieve true competitive superiority? The primary reason, we’ve concluded, is that most view these relationships as a set of trade-offs to be designed and managed in traditional ways that have been handed down from one generation of operating manager to the next for years. This is the view that assumes that nearly all decisions involve trade-offs. That higher quality requires greater investment or higher costs, or that lower costs naturally are associated with lower quality. That higher prices naturally reduce demand. And that the primary avenue to higher profits is higher margins. While these assumptions ignore the way in which customers assess the value of a service, they represent conventional, accepted management thinking.

Breakthrough managers look at the same relationships and see something else. They see the service encounter as a dynamic force with a potential for fueling a set of self-reinforcing relationships shown in Figure 1-2. They take advantage of relationships that propel a firm through the competitive sound barrier, often by defying conventional logic concerning trade-offs. These managers spend less to achieve higher value and higher margins. They lower prices to increase margins. They raise prices and sell more. They understand customer value, quality, and ways of leveraging value over cost. Most important, they understand how to develop fanatical loyalty among customers, employees, suppliers, and investors, loyalty that produces the flow of results bordering Figure 1-2. In short, they frequently astound and often confuse their merely good competitors, who work just as hard but end up being second- or third-best.

[image: Image]

FIGURE 1-2 The Service Encounter as a Self-Reinforcing Process

Consider, for a moment, the underlying policies of Nordstrom and how management implements them. As we said earlier, everything flows from the mission of providing outstanding service to customers. The way this is achieved is by stocking fashion merchandise in greater depth and breadth than competitors; having pleasant, well-located stores; providing incentives to salespeople and managers to deliver superior service to customers; and then leaving it up to individual store managers and salespeople as to how superior service is to be achieved.

Merely good competitors whose managers practice by the “trade-off” philosophy look at Nordstrom and shake their heads. Because Nordstrom has more complete stocks of fashion merchandise, its inventory carrying costs should be higher than industry averages, right? Wrong. Nordstrom’s inventory carrying costs in relation to sales are not higher. Well-designed stores in good locations featuring such amenities as live music performed on a grand piano in each store have to result in higher overhead and occupancy costs than for competitors, right? Wrong again. Nordstrom’s overhead and occupancy costs in relation to sales are not higher. Because Nordstrom relies heavily on sales commissions, paying successful salespeople roughly twice as much as they could make at its most serious competitors’ stores, it must have the highest labor costs in the industry, right? Still wrong. In relation to sales, Nordstrom’s labor costs are at or below industry averages. Delegating the control of service quality to the point of sale must involve risks of achieving highly uneven service quality, right? The evidence suggests not. Nordstrom has one of the most fiercely loyal group of customers of any firm anywhere. Most are recruited by word-of-mouth referrals, thus reducing advertising costs to one of the lowest levels of all fashion retailing firms.

The results of Nordstrom’s breakthrough service are mirrored not only in the company’s loyal customers but also in its high productivity of assets and personnel; in its ability to retain experienced, capable people; and in its substantial profit on investment even while growing rapidly. At the heart of Nordstrom’s success is an understanding of not just how to deliver value to customers or how to control costs, but rather how to leverage value over cost to achieve profit.

LEVERAGING VALUE OVER COST TO ACHIEVE PROFIT
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The difference between the value of a service to a customer and the cost of providing it determines profit potential. It is what we call profit leverage. The extent to which it is fully captured by the service provider depends on its pricing policy.

VALUE OF SERVICE

What we receive for what we pay is the basis for measuring value in services as well as products. Our perception of what we receive in a service, however, is based both on results obtained and the manner in which the results are achieved.

Quality of Service. Results and the process by which they are delivered are the components of what we call service quality.

Results from a service often are difficult to assess. As Valarie Zeithaml has pointed out, it is hard to know the results even after we have purchased many services.2 In contrast, we see the result immediately when we try on a piece of clothing or wear it in public for the first time. We can get some idea of the potential result before we buy. Other goods and many services are harder to assess in advance. For example, we have to have our hair styled to know whether we received good results from the hair stylist. It’s nearly as hard to correct a bad haircut in process as it is to reverse it after the fact.

With many services, including almost all educational (this book, for example), medical, legal, and other professional services, the problem is even more extreme. We don’t know the results even after the service has been performed. Astute service providers understand this and take measures to assure us that the result will be a good one, often through the process by which the service is delivered.

While we may not be able to assess results before, during, or even after some services, we frequently are able to observe how a service is delivered. This is why outstanding service organizations devote as much attention to the manner of service delivery as to the achievement of desired results.

Quality = Actual Service-Expected Service. Results and process, and thus quality, are evaluated by customers in terms of what they actually receive in relation to what they expected. Because needs and expectations vary by customer and situation, service quality is a highly subjective matter. Clearly, the customer defines quality.

Absolute measurements of service quality that do not include customer expectations miss the point. Customers have different expectations of the quality they can expect from different types of service providers, competitors within the same industry, and the same providers at different points in time and under varying conditions. This helps explain why customers regularly rate auto service quality at such chain organizations as Sears, Firestone, and Midas Muffler higher than at their authorized General Motors, Ford, or Toyota dealers. They expect more from the latter. And because they save their complex auto “medical” problems for the authorized dealer, they do not always come away satisfied. They expect only to get a muffler replaced at a certain price at Midas and it happens.

Customers often expect more rapid response from a Federal Express representative than they do from their doctor. Why? They have been conditioned to believe that the doctor is busier and a scarcer resource, whether it is true or not. One organization, Au Bon Pain, a French bakery café chain featuring sandwiches made with croissants, organized a “Moments of Truth” quality excellence program. As a result, it established several standards, including one borrowed from McDonald’s, that no customer should wait more than two minutes in line to place an order. This standard, however, was modified to three minutes when customers indicated that they didn’t expect Au Bon Pain to be as fast as a McDonald’s because the food being served obviously took longer to prepare.3

Customers expect better service from a firm that has provided good service in the past than one that has not, suggesting the importance of a series of service encounters and results over time. And customer expectations may or may not take into account the impact of peak or slack business times on the quality of service or the fact that they may buy different classes of service from the same provider from time to time. Thus, airlines serving travelers who use first class on business but who are traveling coach class with families on vacation regularly run the risk of being perceived as offering poor service, suggesting the need to find ways of making available some form of “first-class” vacation travel to those customers and their families.

Breakthrough service managers understand that a high-quality service encounter raises expectations for future encounters, not only those involving a customer with the same service company, but also those of its competitors. Thus, it is both a competitive weapon and a prod for continued service improvement. In a sense, high-quality service is its own best competition. The term “personal best,” sought by competitive track and field athletes, applies in successful service firms as their customers’ expectations are ratcheted upward and they strive to meet or exceed them with new features, variety, and positive service “surprises.”

This ratchet effect may vary from one targeted customer segment to another, however. For years, the success of McDonald’s has been based in part on the fact that one of its primary customer targets, children, typically do not want change from one encounter to another. They want the successful experience repeated exactly as it was the last time, whether or not their dutiful parents concur.

Perceived service quality can be enhanced both through efforts to improve results produced for customers and through efforts to condition their expectations about the nature of the service encounter and the results it might produce. Both are important.

One of the major themes of this book is service improvement. But we shouldn’t overlook the fact that many services are enhanced through the conditioning of expectations. The medical profession, for example, has done a masterful job of enhancing value of service perceptions by conditioning prospective patients to expect to be treated like small children, told little, accept much of what happens to them on faith, and not be disappointed with failures to correct medical problems.

One progressive hospital manager, Erie Chapman, CEO of the U.S. Health Corporation, compares the situation of hospital patients unfavorably to that of prison inmates. In his view, both are subjected to excessive questioning, stripped of their usual clothing and possessions, placed in a subservient, dependent relationship to those attending to them, and allowed visitors only during certain hours.4 His organization is trying to do many things to correct this, including the creation of patient advocates and the designation of liaison people between staff and patients. But the fact is that today medical practitioners who exceed even by a small margin minimal expectations which have been established are regarded as delivering outstanding service.

In a less critical service encounter, a restaurant customer may be told to expect a 30-minute wait and then called to a table in only 20 minutes. Given the conditioning of expectations, the result can be a positive perception of service quality even at the end of a 20-minute wait.

Firms that raise customers’ expectations before developing the ability to meet them may experience short-term sales gains and long-term customer losses. This may help explain why Delta Air Lines modified its slogan, “Delta is ready when you are,” and why Holiday Inn did the same with its advertising campaign stressing, “No excuses. Guaranteed.”5

High-value service results in part from high quality. But service value has another component, cost. This includes both the price of the service and the less easily measurable costs of acquiring it.

Costs of Service to Customers. The traditional view of service acquisition costs is that they are all viewed negatively by the customer and thus have to be “traded off” against increased quality for the same or lower prices.

For example, Levitz Furniture pioneered the concept of the furniture warehouse store, one in which customers purchase from displays set up adjacent to a large warehouse stocked with crated furniture. In addition, customers may carry out their own purchases, thus reducing some of the most onerous costs of the furniture business, delivery and setup, with attendant damage to the product. This perhaps explains why Levitz offers a significant price incentive to customers to cart away their own purchases from the “warehouse.”

Breakthrough services, in contrast, have been designed around the proposition that customers’ perceptions of service acquisition costs are not all negative. Some of the most imaginative applications of this are provided by managers who understand that acquisition costs include the costs of delayed gratification, noninvolvement in the service, and lack of customer control over the result. This has led to the design of services incorporating more and more self-service, but at higher rather than lower prices of full-service competitors. In the case of furniture retailing, we are beginning to learn that for many customers, immediate access to their furniture has value. Further, they often ignore or underestimate acquisition costs, thus resulting in positive perceptions of the cost of self-service.

As one observer put it:

Many consumers are so convinced that self-service is the height of good service that they are willing to pay extra for the privilege—witness the people who pay fees for using teller machines in New York, or who pay extra to tap into data systems through their own computers.6

The Subjective Nature of Service Value. We have just observed that quality in services is subjective, defined by individual customers. At the same time, customers attach different costs to the same process of acquiring a service. As a result, service value, the difference between service quality and cost, for an identical service may vary a great deal from one customer to the next.

Excellence in service requires an understanding of customer needs and expectations. That perhaps explains the growing number of efforts to measure them. Even though these efforts have not all had the same objective, the results contain common patterns. British Airways, through such efforts, has found for example that nearly all travelers have the usual basic needs for convenient schedules, on-time service, and other physical elements of air travel service. But assuming these basic common needs are met, some travelers respond most positively to the care and concern shown to them in the delivery of the service. Others value highly the spontaneity with which front-line service staff deal with problems and requests. And still others look for and value the ability of service agents to solve problems and the skill with which they and their company respond when things go wrong.7

Many differences in the value attached to services by customers are explained by the level of risk perceived by a customer in purchasing the service and the degree to which such risks can be minimized by the service provider. As humans, we are sensitive to many kinds of risks, including economic, social, medical, and legal risks. Our assessment of risk is based both on the likelihood and consequences of service failure. The likelihood of failure we perceive may result from the complexity of the service itself. Most of us view auto repairs involving mechanical problems as carrying higher perceived risks than an elevator ride. The consequences of failure might actually be greater in an elevator ride. But the likelihood of failure in repairing an auto is so much higher than riding an elevator that it may be viewed as riskier.

Breakthrough service designers and managers understand further that perceived risks also help explain why two customers value the same service differently. The difference often is explained by the amount of self-confidence, often associated with knowledge and expertise, that a customer brings to the service encounter. Thus, those with little mechanical ability often value auto repair services more highly than “weekend auto tinkerers.” At the same time, auto repair value varies directly with the newness of the vehicle, its cost when purchased, and the value of time of its owner, reflecting both perceived economic and social risks.

Why is all of this important? Because customers associate value with efforts on the part of service providers to reduce economic, social, medical, legal, or other risks in achieving results that customers seek. That’s why breakthrough services often make complex services seem simpler, help build customer self-confidence, and in the process achieve a level of reliability that helps insure that expectations regarding both service quality and cost are met.

This suggests the importance of managing customers’ perceived risks designed to produce a range of expectations that the service provider can meet. It also suggests reducing customers’ perceived risks and thus increasing their expectations in ways competitors cannot match, thus creating competitive advantage.

Outstanding service providers also seek consistency in the way basic elements of a service are provided. They meet and perhaps by a small margin exceed customers’ expectations for the level of service provided. At the same time, they build expectations about the consistency with which the service is delivered. In addition, an effort may be made to enhance service over time by adding “surprises,” in the form of noncritical service elements. For example, while the two commandments of the in-flight catering service business are: (1) thou shalt not cause a flight’s departure to be delayed, and (2) thou shalt not damage the aircraft, efforts to upgrade the appearance of planeside personnel or assist in carrying out the on-board review of the accuracy of the delivery may help differentiate a superior, high-value in-flight kitchen.

COST OF SERVICE TO ITS PROVIDER

The cost of a service to its provider is influenced by, among other things: (1) the nature of the service offered to the customer, (2) the operating strategy of the service company, (3) its service delivery system, (4) the degree to which the server’s capacity is utilized, and (5) the needs and attitudes of servers.

The first of these factors establishes a range of costs within which a service may be delivered. The development of an operating strategy and the design of a service delivery system further define the range of cost incurred, assuming a given level of capacity utilization. It then falls to the management of the service firm to both manage capacity and stimulate demand for it. But unless servers’ needs are met and their attitudes toward service delivery developed, the finest operating strategy and service delivery system mean little. This underlines both the importance of the relationship between design and activation and the role of the manager in making it work. Because it is the subject of much of this book, we will only set the stage for our later discussion here by underlining one particular feature of Figure 1-2. It is the set of relationships between quality, productivity, cost, margin, price, value to customers, and increased repeat customer usage suggested by the arrows bordering the figure.

CREATING A SELF-REINFORCING SERVICE CYCLE VERSUS MANAGING TRADE-OFFS
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Those who design and deliver service excellence are exposed to the same ideas as their less successful competitors. What is it, then, that they see and do that enables them to more successfully leverage value to customers over the cost of delivering a service? It is embodied in the relationships explaining the clockwise arrows around the border of Figure 1-2.

Service excellence is built first around an understanding that:


	The value associated with the results a service provides and the quality of the way it is delivered depends on the extent to which a provider can reduce a customer’s perceived risks.

	Increased value in relation to the costs of acquiring a service leads to a higher probability that a customer will become a repeater.

	Repeat customers, because they have established expectations, growing respect for the provider, and greater knowledge of what is expected of them in the service delivery process, are less expensive, and therefore more profitable to serve, than new customers.

	The value of service to a repeat customer grows with the reliability of the way it is delivered and the results it achieves.



This leads rapidly to the conclusion that investments intended to build service reliability actually reduce the costs of service delivery while building value to customers. Investments in higher service reliability may take the form of greater care in the selection and training of employees, higher rewards for employees, the acquisition of superior technology or other elements of the service delivery system, and a single-minded emphasis on customer satisfaction, among others. The resulting improvements in both server satisfaction and motivation in turn are reflected in the quality and value of service to the customer, thus completing the “drive wheel” for the self-reinforcing service cycle, as shown in detail in Figure 1-3.

Why are so many of these investments made to attract and retain superior human resources? An important factor differentiating most service industries from manufacturing is the greater impact of the needs and attitudes of the service firm employee (the server) on the quality and value of the service delivered as well as its cost. Wages and salaries represent a much higher proportion of total costs in most service industries than in the manufacturing sector. Of greater significance, though, is the fact that in most service industries a much higher proportion of the total labor complement comes into direct or indirect (by telephone) contact with the customer than in the traditional manufacturing firm. For example, Robert Eccles and Dwight Crane have observed that in investment banking firms, “nearly all of the firm’s professionals are directly involved with its environment, including customers, competitors, and experts in accounting, law, and taxes.”8 The point of contact, of course, is the service encounter.

[image: Image]

FIGURE 1-3 The Self-Reinforcing Service Cyclea



There is a growing body of evidence that suggests direct links between the satisfaction of the server, motivation to provide good service, the satisfaction of the customer, repeat sales, and profits.9 Contributing to the satisfaction of the server in this “cycle,” pictured in Figure 1-3, are the satisfaction of the customer (thus completing the loop) as well as the service firm’s policies concerning selection, development, and assignment of personnel; its efforts to measure performance, reward, and recognize people; and the physical and personal support services and facilities made available to the server at the time of the service encounter.

Nordstrom attracts managers and salespeople who want to work hard and get rewarded for it. Recruiting costs are very low because an unusually high proportion of applicants come to Nordstrom through referrals from current employees. Most training is on the job, carried out by successful employees. Because compensation of salespeople is by commissions on sales, the unsuccessful or those unable to stand the pace of work leave, and not always quietly.10 Those who stay communicate their enthusiasm to customers, a process that generates sales and reinforces Nordstrom’s employee enthusiasm.

This self-reinforcing cycle of behavior is one of the reasons Nordstrom’s customers get superior service. Another is that its salespeople and managers are charged with the mission of providing outstanding customer service and given the latitude to do so, in the process developing undying customer loyalty. Recently, for example, Nordstrom’s senior managers at Seattle headquarters noted that hosiery sales at a West Coast store were several times those at other West Coast Nordstrom stores. Upon investigation, they found that an enterprising department manager had taken it upon herself to have her sales staff begin calling local offices during slack sales periods to inquire whether Nordstrom could deliver hosiery to busy secretaries who may have forgotten to replenish their supplies. Hosiery thus sold by telephone was immediately delivered by existing Nordstrom personnel. In the process, the precious time of salespeople was leveraged and the costly retail space in the store made much more productive. This is summed up in another of the frequently told stories that have made Nordstrom’s service truly legendary. This one is told by a customer.

The customer pointed out to the Nordstrom salesperson that she had bought a pair of shoes at Bloomingdales that were too small for her. She liked the style, but Bloomingdales didn’t have her size. After being fitted with the same shoe of the proper size, the customer started to pay for the shoes. The salesperson instead suggested that she merely take the too-small shoes in exchange for the new purchase. When the customer reminded the salesperson that she hadn’t bought the first pair at Nordstrom, the salesperson said to her: “If I take these shoes for you, you won’t have any reason to return to Bloomingdales.”

Stocking broad selections of merchandise in attractive, well-located stores and providing incentives and the latitude to managers and salespeople to serve result in extraordinarily high sales productivity, both in terms of space and labor, at Nordstrom. This is the way that value is leveraged over cost at Nordstrom through a series of “margin-growing” activities.

These “margin-growing” activities pave the way for higher or lower prices, depending on competitive conditions. As a recent television advertisement for United Parcel Service says, “when you run at peak efficiency, you not only perform a better service but you have the luxury of charging less for it.” Nordstrom’s policy is not to charge less but to be competitive on all comparable merchandise, always meeting lower prices at competitors’ stores. Both of these approaches can produce higher margins than those realized by merely good competitors.

Repeat customer usage of a service is central to the “drive wheel” shown in Figure 1-3. Much of what we’ve described results from it. Ordinary service providers take it for granted. Breakthrough companies give it unusual attention, carefully track it, and extensively nurture it.

CONCLUSION

[image: Image]

The simple set of relationships that describe a service encounter as a positive self-reinforcing dynamic force in Figure 1-2 represents the result of a large number of “behind-the-scenes” decisions required to enhance the server’s chances of achieving results desired by the customer. A successful service is the product of many small details, only some of which are the result of design and to some degree controllable. We are reminded of this every time we see a potentially disastrous customer relationship rescued by a remarkably perceptive and responsive human being exercising good judgment in a difficult situation. But wait a minute. How did that individual come to be affiliated with the service firm in the first place? How was the selection and assignment made? What part did training play in a seemingly fortuitous if difficult situation?

Interestingly, a successful service encounter most often appears to have less to do with compensation than a combination of loyalty to and belief in a company’s service concept by a server and a reciprocal amount of trust in the server’s ability to manage a service encounter effectively on a real-time basis by the company’s management.

Such things as reciprocal loyalty and trust are built over time. They often are associated with both high quality and high productivity, in part resulting from the establishment of long-standing customer relationships and the sizable revenue stream they may represent. Just as important, they contribute to and result from close attention to the personal development of the server and resulting low turnover of staff, reinforcing high productivity and presenting added opportunity for high-quality customer encounters. In fact, service excellence is in large measure due to loyalty. The loyalty of employees to their customers, their company, and the service concept they are delivering. The trust of employees by a service company’s management. And the loyalty of customers, employees, suppliers, and investors to a service provider.

This is the stuff of which breakthrough services are made for both customers and those who serve them. In exploring ways they are achieved in the remainder of the book, we’ll be citing a number of examples drawn from firms we regard as breakthrough service providers in their respective industries, many of which are listed in Table 1-1. These firms provide evidence that service excellence pays off. As a group, they have achieved significantly higher rates of growth and higher returns on assets than the average for the largest firms in their industries, as shown in Table 1-2.

The major challenge to service firms that have achieved breakthrough performances is to meet the increasingly high expectations that they generate. They are held to a different standard than their “merely good” competitors. They risk becoming high-profile targets of potential criticism. Recently, for example, the Nordstrom organization has been found by a Washington state agency to have failed to pay employees for a variety of duties (a practice not altogether unusual in an organization paying a large proportion of its employees on the basis of commmissions on their sales).10 How Nordstrom handles these kinds of challenges may well determine its ability to maintain breakthrough status, which in part is based on its ability to be very selective in its choice of employees. For this reason, we will be concerned here not only with ways in which outstanding service organizations have achieved service breakthroughs but also ways in which they have sustained them. How do they do it?

Table 1-1 SELECTED FIRMS PROVIDING EXAMPLES OF BREAKTHROUGH SERVICE MANAGEMENT



	Industry
	Firm



	U.S. Airlines
	AMR Corp. (American Airlines, Inc.), Delta Air Lines, Inc.



	European Airlines
	British Airways PLC, Scandinavian Airlines System



	Small Package Transportation
	Federal Express Corp., United Parcel Service of America, Inc.



	Highway Freight Transportation
	J. B. Hunt Transport Services, Inc.



	Money-Center Banking
	Citicorp



	Regional Banking
	Wells Fargo & Co., Bane One Corporation, Mark Twain Bancshares, Inc.



	Diversified Financial Services
	American Express Company



	Savings Institutions
	Guardian Savings & Loan Association



	Insurance
	Progressive Corporation, The Hartford Steam Boiler Inspection and Insurance Co., The Paul Revere Insurance Co.



	Hospitality
	Marriott Corporation, Club Mediterranee S.A.



	Retailing
	McDonald’s Corp., Nordstrom, Inc., L. L. Bean, Inc., Au Bon Pain, Inc., Wal-Mart Stores, Inc.



	Utilities
	Wisconsin Electric Power Co., FPL Group, Inc. (Florida Power & Light)



	Oil Service
	Schlumberger Ltd.



	Information Services
	CompuServe, Inc. (a subsidiary of H & R Block, Inc.)



	Diversified Services
	The Walt Disney Company, PHH Corporation, The ServiceMaster Company Limited Partnership, Manpower Inc.






Table 1-2 PERFORMANCE OF BREAKTHROUGH SERVICE FIRMSa



	 
	Compounded Sales Growth, 1983-1988
	Return on Assets 1983-1988



	Industry and Names of Selected Firms Providing Examples of Breakthrough Services in This Book
	Breakthrough Service Firms
	
Composite of Largest Competitorsb
	Breakthrough Service Firms
	
Composite of Largest Competitorsb



	a Breakthrough service firms listed here do not include all of those referred to in the book where the latter were subsidiaries of larger firms, privately held companies, or companies for which there were no directly relevant companies for comparison.



	b The number of competitors comprising the comparison group in each case ranged from 4 (international airlines) to 13 (regional banking).



	c Data for return on assets available for only two major competitors.



	d Data for relevant competitors was not available.



	e Data is for the years 1984 through 1988 only.



	U.S. Airlines
	 
	18.5
	 
	1.8%



	AMR Corp. (American Airlines)
	13.1%
	 
	6.0%
	 



	Delta Air Lines
	13.8
	 
	7.0
	 



	European Airlines
	 
	9.7
	 
	2.3c



	British Airways PLC
	8.5
	 
	6.1
	 



	Scandinavian Airlines System
	11.1
	 
	12.2
	 



	Small Package transportation
	 
	N.A.d
	 
	N.A.d



	Federal Express Corp.
	29.2
	 
	3.9
	 



	United Parcel Service of America, Inc.
	12.9
	 
	14.3
	 



	Highway freight transportation
	 
	13.3
	 
	7.2



	J.B. Hunt Transport Services, Inc.
	44.2
	 
	13.9
	 



	Money-Center Banking
	 
	9.0
	 
	0.38



	Citicorp
	13.5
	 
	0.41



	Regional Banking
	 
	14.6
	 
	0.55



	Banc One Corporation
	29.8
	 
	1.37
	 



	Wells Fargo & Co.
	10.2
	 
	0.65
	 



	Diversified financial services
	 
	12.2
	 
	0.94



	American Express Company
	18.6
	 
	0.95
	 



	Savings institutions
	 
	10.7e
	 
	0.63e



	Guardian Savings & Loan Association
	43.2e
	 
	0.97e



	Fire and Marine Insurance
	 
	10.8
	 
	1.3



	The Hartford Steam Boiler Inspection and Insurance Co.
	14.3
	 
	7.9
	 



	Progressive Corporation
	37.4
	 
	5.5
	 



	Hospitality
	 
	2.0
	 
	5.4



	Club Mediterranee S.A.
	14.3
	 
	5.0
	 



	Marriott Corporation
	19.4
	 
	4.6
	 



	Merchandise Retailing
	 
	8.3
	 
	3.5



	Nordstrom, Inc.
	24.2
	 
	8.4
	 



	Wal-Mart Stores, Inc.
	34.6%
	 
	13.6%
	 



	Food Retailing
	 
	11.7
	 
	8.0



	McDonald’s Corp.
	13.0
	 
	9.0
	 



	Utilities
	 
	4.1
	 
	4.8



	FPL Group, Inc. (Florida Power & Light)
	11.8
	 
	4.6
	 



	Oil Service
	 
	-3.6
	 
	-3.9



	Schlumberger Ltd.
	-2.2
	 
	-0.8
	 



	Entertainment
	 
	1.7
	 
	6.1



	The Walt Disney Company
	21.3
	 
	9.1
	 






aBoxes with heavy borders relate to those shown in Figure 1-2.
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Developing a Vision of the Business


Leaders of breakthrough services do not think about their businesses the way their competitors do.

Insurance company executives look at motorcycle owners and operators and see little but high risk. Peter Lewis, CEO of the Progressive Corporation, looks at them and sees nothing but opportunity. He has built one of the most profitable casualty insurance companies by, among other things, targeting sales of insurance to motorcycle owners. However, many of these are mature “bikers” who garage their motorcycles at night.

When he talks about Banc One, CEO John B. McCoy cannot remember precisely how many assets or even how many banking subsidiaries his rapidly growing regional bank holding company has. His interest is in ideas for extending his firm’s financial and information services.

Jan Carlzon, CEO of Scandinavian Airlines System, tells of a visit to a number of CEOs of major U.S. airlines, which he divided into two types, “one type belonging to history.” It took these CEOs “five minutes to start discussions about … aircraft planning.” As Carlzon puts it:

The other type of managers were those who, even if you pushed them after one hour, … didn’t want to talk about … aircraft. They talked about the business in the marketplace, the customer. They talked about human resources in their companies as their tool to create … good service….1

When he checked on the financial performance of the airlines he had visited, Carlzon found that only the latter had been consistently profitable.

Some sound, successful service strategies have been built on the idea of emulating an outstanding competitor. For example, more than one fast-food chain has substituted such a strategy for its real estate department. They merely locate as closely as possible to McDonald’s outlets.

But breakthrough service design often involves a comprehensive view of the business and, in many cases, a counterintuitive, almost contrarian approach to developing and operating a business. Some of this can be attributed to the genius of individuals or the Eureka factor of accidental discovery or serendipity. But much of it is summed up by what we call the strategic service vision.

THE STRATEGIC SERVICE VISION2


[image: Image]

Peter Lewis has a strategic service vision. John McCoy and Jan Carlzon have them too. But one of our favorite strategic service visions was successfully developed by Adam Aronson, founder and now Chairman Emeritus of Mark Twain Bancshares, Inc., headquartered in St. Louis. A brief description of Aronson’s idea of banking is a better introduction to the strategic service vision than any dry definition we could provide.3

First, it is important to understand Aronson’s motives for setting forth in banking the way he did. Already successful in two previous ventures, he wanted to fashion a business in which he could spend his time with interesting, trustworthy customers and colleagues in surroundings no less pleasant than his very comfortable home. As Aronson puts it:

I don’t think that you should be in business if it isn’t fun… Why should you be less careful during your working hours where you spend most of your time than you are at home? … I don’t want to eat less well and I don’t want to be with less interesting people. Why should I have to subject myself to boring clods, even if they are smart or can make money for the bank … I am perfectly willing to work hard but I want it to be enjoyable.4

From this somewhat unconventional starting point, he was to fashion a highly successful banking venture.

To start with, Mark Twain Bancshares knows who it does and does not want to serve. Its market targets are: (1) the managements of preferably dynamic, medium-sized companies, the so-called “middle market” targeted by nearly every bank in the United States worth its salt, and (2) private individuals of substantial means, some of whom may be owners of targeted companies. Among the most important needs of managers and individuals targeted by Mark Twain are custom-designed financing on short notice, often without the credential provided by an audited accounting statement, and under conditions that suggest that they are getting preferred, “first-class” attention because of relationships they have established and maintained over time with their lender.

Mark Twain’s response to these needs is to provide the timely, hassle-free responses that enable its customers to carry out transactions ranging from the advance purchase of inventory at favorable terms to the opportunistic acquisition of another business unexpectedly offered for sale. This is the service concept that the bank’s customers value highly enough to willingly pay a premium to get.

It is able to respond because its operating strategy, dictated originally by Missouri banking laws which prohibited branch banking, is centered around the belief that each of the 35 locations from which it provides banking services should be a separately operated bank with its own president and board of directors. This requires that the bank in total have more than 300 directors, all of them members of the targeted market segments. As a result, Mark Twain has little difficulty obtaining character references for new customers it desires from one or more of its directors, most of whom are additionally motivated by the fact that they also own shares in the bank.

The facilities from which Mark Twain’s managers do business are more than a little different from many other banks. Comfortable chairs and desks replace half the usual tellers’ windows. The banks are unusually quiet, without the large number of depositors flocking to their competitors’ facilities. Expensive art pieces purchased by Adam Aronson himself decorate the walls. And eleven of the banks have their own kitchens and gourmet chefs. All in all, it doesn’t resemble the service delivery system of other banks.

BASIC ELEMENTS

Adam Aronson went by the book, at least our book, in assembling the basic elements of a strategic service vision essential to a winning business strategy. He clearly targeted two of many possible target market segments for banking services, middle-market firms and high-net-worth individuals, and made sure he understood the needs of members of those segments. Then he developed a service concept, defined not in terms of products or services but in terms of results produced for customers, the kinds of results they can achieve with fast-response, creative lending decisions. Next he put together an operating strategy comprising organization, controls, and financial, marketing, and operating policies that ensured that he could deliver on the promise of the service concept. And he complemented the operating strategy with a service delivery system, the service equivalent of the “plant” that provided the facilities from which service could be both marketed and delivered.

These are what we call the basic elements of a strategic service vision, as diagrammed in Figure 2-1 along with questions helpful in their development. They are complemented by other concepts we call integrative elements.

INTEGRATIVE ELEMENTS

In going after medium-sized companies, Mark Twain Bancshares faces competition from nearly every other of its local and regional competitors as well as lending representatives from several of the huge New York and other “money center” banks. The so-called “middle market” is a popular target. How does Mark Twain manage to compete? The answer is without much trouble, given the way it has positioned itself in relation to competitors and desired customers.

Mark Twain’s close relationships with its director-owner-customers provide the core of a strategy that enables it to make what are often unsecured loans on short notice without the documentation of an audited financial statement. Its larger, more traditionally managed competitors, whether from St. Louis or New York, either can’t or won’t do the same because of standard corporate policies regarding lending risk and security. Such policies are understandable in large organizations comprising many levels of management in which the lending decisions of relatively low-level officers typically assigned to “middle-market” accounts must be carefully controlled in order to avoid excessive risk. But such policies are of little help to “middle-market” and large individual borrowers. In spite of repeated warnings of overwhelming competition from banks with much more clout than Mark Twain’s, the latter’s competitive position appears quite secure in the market segments it has targeted.
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FIGURE 2-1 Basic Elements of a Strategic Service Vision
SOURCE: James L. Heskett, Managing in the Service Economy (Boston: Harvard Business School Press, 1986), p. 8.



The operating strategy followed by Mark Twain, requiring the creation of the equivalent of many local “clubs,” is not inexpensive. But in pushing the responsibility for such tasks as lending and even pricing certificates of deposit (a primary way the bank acquires capital) to the local level, Mark Twain eliminates several levels of approval required for smaller loans. It allows a relatively small headquarters staff to concentrate on decisions involving the largest dollar amounts as well as providing the management information system and other staff support required by the company’s satellite banks. The value of the responsiveness to customer needs that this operating strategy produces is reflected in the premium prices that the bank receives for many of its services. In short, the value of the service to customers (quality in relation to price) is leveraged over the cost of providing it, yielding substantial margins and profits to Mark Twain’s shareholders.

Customers always know when they are in a Mark Twain bank. The contemporary design and color and the presence of fine art everywhere may confuse or repel other bankers. But to the degree they attract clients in Mark Twain’s targeted market segments and repel others, they signal a service delivery system well integrated with the bank’s operating strategy.

Positioning, leverage, and integration are the three integrative elements that provide the glue that holds together an effective strategic service vision among outstanding service firms we have observed. They are shown, along with questions which help define them, and the basic elements they “glue together,” in Figure 2-2.

At this point, you may be thinking, “These are elements that characterize any service strategy. What differentiates truly inspired breakthrough service strategies from all others?”

BREAKTHROUGH VISIONS

Adam Aronson uses personal adjectives in describing Mark Twain’s targeted customers. The business firms that are the bank’s clients are not thought of so much in terms of their size as the mentality with which they are managed—conservatively, aggressively, or opportunistically. Above a certain threshold level of assets, Aronson feels it’s more important how a person thinks about risk, return, and life-style than the amount of assets, education, or age he or she might have. Demographics, what or who businesses or individuals are, are put aside for the psychographics, how they or their managers think and live their personal or business lives. Psychographics are harder to obtain, often requiring closer relationships. Breakthrough service managers get and use them.

[image: Image]

FIGURE 2-2 Basic and Integrative Elements of a Strategic Service Vision
Reprinted by permission of Harvard Business Review. An exhibit from “Lessons in the Service Sector” by James L. Heskett, March/April 1987, p. 120. Copyright © 1987 by the President and Fellows of Harvard College; all rights reserved.



The service concept offered by other banks is to provide depository, lending, and trust services for customers. Mark Twain, on the other hand, offers a membership in a club where financial needs can be met as a means to achieving business or personal gain. The service concepts are not the same.

Operating strategies are viewed by most service managers as being synonymous with operations. In breakthrough services, they are viewed as ways of leveraging value over cost, prime determinants of profit. They include strong beliefs about the kind of people to be employed, the way they are organized, controlled, and given latitude to manage as well as the marketing, operating, and financial policies employed by management. Thus, the development of 35 bank boards at Mark Twain Bancshares is as much a marketing effort as it is an important aid to operations. The staffing of banks with relatively young managers from the president on down not only reflects Mark Twain’s desire for operating vigor but also the fact that many of its customers are relatively young entrepreneurs or professionals who like to bank with people who think like they do.

The service delivery system in most service firms is viewed as a facility where the service is produced and sold. At Mark Twain Bancshares, as in other breakthrough service firms, the service delivery system is conceived as an opportunity to enhance and control the quality of results achieved for customers. Some regard Mark Twain banks as second offices, where they can conduct affairs privately and in agreeable surroundings. Those who are directors undoubtedly achieve results made possible in part through their association with the bank and its other directors as well as the use of its facilities.
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