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Introduction

This book is a major breakthrough for marketing and is a must-read for all marketers
who are depressed by the very low regard in which marketing is held. The 2007
Deloitte report, Marketing in 3D, placed the discipline at the very bottom of the pile
in terms of corporate reputation. Here are just three quotations from the report:

The historic rift between marketers and the finance department, caused by
marketing’s reluctance to be accountable for what they do, is as marked as
ever.

Tense relations between CFOs and Marketers are dividing boardrooms over
the value of marketing. One in three CFOs said they did not believe marketing
to be crucial in determining strategy.

Marketers have constantly hidden behind a fog of measures that are based
purely on tactical marketing activity, rather than solid financial metrics that
are relevant to the City.

(Deloitte, 2007)

Yes, the principal reason that marketing as a discipline is at an all-time low is
because of its lack of accountability to the directors for the often enormous amounts
of money invested by marketers. One US academic, David Stewart (2008), esti-
mates that companies devote no less than 20-25 per cent of their expenditure to
marketing. However, despite the high proportion of funds dedicated to marketing,
McGovern et al reported in the Harvard Business Review in November 2004 that:
‘In a survey of large US companies, more than one-third reported that their boards
spent less than 10 per cent of their time discussing marketing or customer related
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activities.” The authors argue that ‘in too many companies marketing is poorly
linked to strategy’ and ‘marketing managers are rarely held accountable for ROI or
expected to explain how what they do supports corporate strategy’. They claim
that: ‘Misguided marketing strategies have destroyed more shareholder value — and
probably more careers — than shoddy accounting or shady fiscal practices have.’

Way back in 2004, research at Cranfield University School of Management
found that marketers were considered ‘unaccountable, expensive and slippery’ by
their senior non-marketing colleagues.

In the United States, both the Marketing Science Institute (MSI) and the Asso-
ciation of National Advertisers (ANA) have given marketing accountability top
billing. As the ANA task force on accountability observed: ‘The view from the
corner office sees the marketing function as the last grape with any juice left
unsqueezed.’ The extent to which marketers have the skills to respond to this pres-
sure is underlined by a leading British CEO: ‘Marketers must be more than func-
tional specialists to win over Chief Executives. Marketers fail to reach Board level
because they are not fluent in the language of finance. Success requires a new set of
skills’ (Sir Roy Gardner, CEO, Centrica, 2004). As part of their crusade on this
issue, the MSI sponsored a special section of the leading peer-reviewed journal in
the field of marketing, the Journal of Marketing (October 2004), which was devoted
to ‘Linking marketing to financial performance and firm value’.

In the UK, Les Binet and Peter Field (2007), in their in-depth analysis covering
over 10 years of submissions to the Institute of Practitioners of Advertising (IPA)
awards, conclude that marketers have a poor grasp of business finance. The authors
state that marketers tend to focus more on intermediate measures, such as aware-
ness and attitudes, rather than on business or behavioural measures. Even when
marketers do use business measures, Binet and Field believe they concentrate on
the wrong ones — sales rather than market share, volume rather than value, and
return on investment rather than profit. The authors state that there are therefore
many cases where the payback measurement methods used as evidence to prove
the effectiveness of marketing are fundamentally flawed and that there are few
entries where this is measured properly. As these are all entries to a prestigious
competition, the overall situation may be infinitely worse.

Finally, the findings from a literature review of published papers conducted by
one of the authors of this book for the Cranfield University Marketing Measure-
ment and Accountability Forum suggested that many of the models covered were
theoretical with little or no practical evidence from real-world case studies as
evidence to support their efficacy: ‘Overall, there appears to be a dearth of either
tested approaches or evidence that suggested models can be applied in the real
world.” The author concluded that:

Marketers need to develop a much better understanding of how shareholder
value is created. Without this knowledge, and more effective communications
between marketing and finance, traditional low-level, short-term performance
measures will continue to prevail and the strategic impact of marketing will
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continue to be understated. The current annual battle endured by many
marketers to defend their budgets will continue to be lost and marketing will
continue to punch below its weight. This situation perhaps needs to be
addressed within postgraduate level marketing education programmes, and
developing effective links between professional bodies in the finance and
marketing communities.

The reason we undertook, over a seven-year period, a painstaking process of
research into global best practice in the domain of marketing accountability was to
do something about this major problem, and we are delighted to announce that we
have succeeded. This book contains the breakthrough findings of our research, and
we have tried — and we think succeeded — to explain these methodologies in a ‘how
to do it’ book, not a dense theoretical treatise.

‘I get paid to make the owners of the company increasingly wealthy with each
passing day. Everything else is just fluff.” So said Roberto Goizueta, a former chief
executive of Coca-Cola. This, however, is becoming increasingly difficult as under-
siege CEOs are faced with maturing markets, globalization and growing customer
power and, as Sean Silverthorne of Harvard Business School said in 2007: ‘The
key challenge in aligning marketing activities with corporate strategy is to develop
a set of metrics to be used by top executives and the board that measure the impact
of marketing activities against the goals of the corporation.’

This book goes some considerable way towards providing a solution to this chal-
lenge and will empower marketing executives to justify their actions to both CEOs
and chief financial officers.

We have enjoyed enormously working with many of the best companies in the
world to produce and test the methodologies set out in this book.
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It’s tough at the top -
CEOs are finally
demanding accountability
for marketing expenditure

Summary

Intangible assets are accounting for an increasing percentage of corporate value —
over 85 per cent in the United States — yet there are few formal processes for
treating them as an investment and measuring financial returns on them. Neverthe-
less, investment communities around the world take account of their value and
assess the risks associated with future strategies using those assets.

Meanwhile, profit and loss accounts in the main continue to emphasize costs,
whilst failing to expand on sources of revenue. This chapter goes into some consid-
erable detail about why managerial forecasts and budgets are in the main back-
ward-looking, create managerial stress and force managers to focus on the budgets
rather than on customers. Evidence is provided of the failure of such pressure.
Finally, the chapter emphasizes that a robust strategy for what is sold and to whom
and why customers should buy is the prerequisite for long-term commercial
success.
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1.1 The growing importance of intangible assets

In 2006, Procter & Gamble paid £31 billion for Gillette, of which only £4 billion
was accounted for by tangible assets, as Table 1.1 shows.

Table 1.1 Intangibles

Gillette brand £ 4.0 billion
Duracell brand £ 2.5 billion
Oral B £ 2.0 billion
Braun £ 1.5 billion
Retail and supplier network £10.0 billion
Gillette innovative capability £ 7.0 billion
Total £27.0 billion

Source: Haigh (2005)

Recent estimates of companies in the United States and in the UK show that over
80 per cent of the value of companies resides in intangibles. Table 1.2 and Figure
1.1 show some of this research. Figure 1.2 shows a typical breakdown of intangi-
bles, whilst Table 1.1 is an example of the breakdown of intangibles in a recent
acquisition. Yet very little is known about intangibles by shareholders and the
investment community. Traditional accounting methods are biased towards tangible
assets, for this is where the wealth used to reside.

Table 1.2 Invisible business: some research findings

e Brand Finance analysis of top 25 stock markets — $31.6 trillion (99% of global
market value)

® 62% of global market value is intangible — $19.5 trillion
e Technology is the most intangible sector (91%)

e The technology sector in the United States is 98% intangible

Source: Brand Finance (2005)

Generalizing from this it can be seen from Figure 1.3 what typically appears in a
balance sheet. However, when a predator bids for such a company, it is often forced
to pay substantially more than the £100 million shown in this balance sheet.
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Figure 1.1 Asset split across selected economies

Brands are estimated to represent at least 20% of the intangible value of businesses on the
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Figure 1.2 Brands are key intangibles in most businesses

In this hypothetical example, it can be seen from Figure 1.4 that in this case it
is £900 million — £800 million more than is shown in the balance sheet in
Figure 1.3.

The problem is that it leaves a balance sheet that doesn’t balance, so this is
corrected in Figure 1.5, which shows a balancing figure of £800 million.
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Assets Liabilities
Land Shares
Buildings Loans
Plant Overdrafts
Vehicles etc
etc
£100 million £100 million

© Professor Malcolm McDonald, Cranfield School of Management

Figure 1.3 Balance sheet (1)

Assets Liabilities
Land Shares
Buildings Loans
Plant Overdrafts
Vehicles etc
etc
£100 million £900 million

© Professor Malcolm McDonald, Cranfield School of Management

Figure 1.4 Balance sheet (2)

Land Shares
Buildings Loans
Plant Overdrafts
Vehicles etc

etc

Goodwill £800m

£900 million £900 million

© Professor Malcolm McDonald, Cranfield School of Management

Figure 1.5 Balance sheet (3)

A critic of accounting procedures might be justified in pointing out that this £800
million entry is the mistake made by accountants in valuing this company and that
it takes an acquisition (or the threat of an acquisition) to work out how big this
mistake is.

Of course, this is not true and, in any case, the share price of a company is
usually a good guide to its worth. There are also clear rules agreed internationally
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concerning how such intangibles should be recorded and treated following an
acquisition. But this isn’t the point.

The point is that, incongruously, most large companies have formally constituted
audit committees doing financial due diligence on major investments such as plant
and machinery, using discounted cash flows, probability theory, real option analysis
and the like, yet few have anything even remotely rigorous to evaluate the real
value of the company — intangibles. There is a massive body of research over the
past 50 years on how companies carry out strategic planning, and much of it veri-
fies that a lot of what passes for strategy amounts to little more than forecasting and
budgeting, which are of little value to the investment community in estimating risk,
with the result that they use their own methods and frequently downgrade the
capital value of shares, even when the earnings per share have been raised and
when forecasts appear to look good.

There are some basic concepts relating to risk and return and stock markets all
over the world that are best explained here. Figure 1.6 shows a simple matrix
encompassing financial risk and business risk. A combination of high business and
financial risk can be fatal.

For example, although there were other factors at play, Sir Freddie Laker’s airline
in the 1970s involved a high financial gearing. He then chose to compete on the
busy, high-risk London—North Atlantic route, employing a low-price strategy. His
high financial gearing/breakeven model subsequently left him open to tactical low-
price promotions from more global, established airlines such as British Airways.
The result was financial disaster.

Compare this with Virgin’s low-financial-risk entry in the same market, with a
highly differentiated marketing strategy. Virgin is now an established and profitable
international airline.

Figure 1.7 shows a typical stock exchange, with shares plotted against return and
risk. From this it can be seen that a beta is drawn (the diagonal line).

Financial Risk
High Low

High X /

Business Risk

Low / x

© Professor Malcolm McDonald, Cranfield School of Management

Figure 1.6 Financial risk and business risk
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High

Return

Low

Low Risk High

Adapted from Keith Ward, Cranfield School of Management

Figure 1.7 Financial risk and return

At the low end, investors do not mind a lower return for a low-risk investment,
whilst at the high end investors expect a high return for a high-risk investment. At
any point on the line (take the middle point, for example), the point of intersection
represents the minimum that any investor would be prepared to accept from an
investment in this sector. This weighted average return on investment is referred to
as the cost of capital. Any player in such a sector returning the weighted average
cost of capital is neither creating nor destroying shareholder value. To return more
is creating shareholder value. To return less is destroying shareholder value.

It is interesting to note, however, that the reason the capital value of shares is
often marked down after a company has created shareholder value is that the invest-
ment community does not believe that such a performance is sustainable. This is
often because it has observed that the source of profit growth has been cost cutting,
which is, of course, finite, whereas customer value creation is infinite and is only
limited by a company’s creativity and imagination.

A good example of this is a major British retailer in the mid-1990s, shown in
Figure 1.8, from which it can be seen that, whilst underlying customer service was
steadily declining, the share price was rising.

The inevitable almost terminal decline of this retailer was reversed only after a
customer-orientated chief executive began to focus again on creating value for
consumers rather than boosting the share price by cost cutting. Shareholders in the
meantime suffered almost a decade of poor returns.

It is, of course, not as simplistic as this, and those readers who would like a more
detailed explanation of the technical aspects of stock market risk and return,
together with the relevant financial formulae, are directed to Chapter 3 of Marketing
Due Diligence: Reconnecting strategy to share price by M McDonald, B Smith and
K Ward (2007).
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Figure 1.8 A major UK retailer

1.2 The marketing investment time lag and profit
and loss accounts

One of the major problems of marketing expenditure is that it takes time for the
effects to manifest themselves in the market. This time lag often transcends the
annual fiscal profit and loss account measurement. The reverse is true, of course, in
that, without additional market-based data in the boardroom, directors are often
flying blind. When the financials tell them there is a problem, they have already
missed the optimal point for taking appropriate corrective action. This can be seen
from the data in Table 1.3, from which it would appear that InterTech (a disguised
name for confidentiality reasons) is doing extremely well.

A quick glance at Table 1.4, however, shows that most market indicators are
negative. It is obvious that, when market conditions are less benign, this company
will not last long.

Table 1.5 shows another example of how generally uninformative profit and loss
accounts are unless viewed comparatively.

The authors recently ran a workshop for 60 managing directors of a construction
company, a sector that has enjoyed unabated growth in the UK for many years!
This particular company had enjoyed a 65 per cent increase in net profits, with the
result that these particular MDs were not particularly interested in what marketing
advisers had to say. We asked one of them (who had just turned in an increase of
185 per cent in net profits) to explain the source of his success. His answer, surpris-
ingly, revolved around benign weather conditions. On being asked how much of his
profit growth had come from market growth, he didn’t know. Nor did he know how
much had come from market share growth. Nor did he know how much had come
from price increases, productivity improvements and so on. It was clear to the
authors, just as in the InterTech case referred to above, that this company would be
highly likely to suffer severe profit consequences once the market turned malign.
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Table 1.3 InterTech’s five-year performance

Performance (£ million) Base 1 2 3 4 5
Year

Sale Revenue £254  £293  £318  £387 £431  £454
— Cost of goods sold £135  £152  £167 £201  £224  £236
Gross Contribution £119  £141  £151 £186  £207  £218
— Manufacturing overhead £48 £58 £63 £82 £90 £95
— Marketing & sales £18 £23 £24 £26 £27 £28
— Research & development £22 £23 £23 £25 £24 £24
Net Profit £16 £22 £26 £37 £50 £55
Return on Sales (%) 63% 7.5% 82% 9.6% 11.6% 12.1%
Assets £141  £162  £167 £194  £205  £206
Assets (% of sales) 56%  55%  53%  50%  48%  45%
Return on Assets (%) 11.3% 13.5% 15.6% 19.1% 24.4% 26.7%

Table 1.4 Why market growth rates are important: InterTech’s five-year market-

based performance

Performance (£ million) Base 1 2 3 4 5
Year

Market Growth 18.3% 23.4% 17.6% 34.4% 24.0% 17.9%
InterTech Sales Growth (%) 12.8% 17.4% 11.2% 27.1% 16.5% 10.9%
Market Share (%) 20.3% 19.1% 18.4% 17.1% 16.3% 14.9%
Customer Retention (%) 88.2% 87.1% 85.0% 82.2% 80.9% 80.0%
New Customers (%) 11.7% 12.9% 14.9% 24.1% 22.5% 29.2%
% Dissatisfied Customers 13.6% 14.3% 16.1% 17.3% 18.9% 19.6%
Relative Product Quality +10% +8%  +5% 3% +1% 0%
Relative Service Quality +0% +0% 20% 3% 5% 8%
Relative New Product Sales  +8% +8% +7% +5% +1% —4%

In terms of accountability, all the above raises the issue of the value of profit and loss
accounts in the boardroom. There is often only one line for revenue and dozens of lines
for costs. The result frequently is that most of the discussion revolves around variances
related to cost ratios. The point here is that there is a case for a more detailed breakdown
of revenue, and indeed there is a trend amongst some leading companies to appoint a
‘director of revenue generation’ in order to address this problem.
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Table 1.5 Quality of profits

% Virtuous plc (%) Dissembler plc (%)
Sales Revenue 100 100
Cost of Goods Sold 43 61
Profit Margin 57 39
Advertising 11 3
R&D 5 -
Capital Investment 7 2
Investment Ratio 23 5
Operating Expenses 20 20
Operating Profit 14 14
Key Trends e Past 5 year revenue growthe Flat revenue, declining
10% pa volume
e Heavy advertising invest- ® No recent product innova-
ment in new/improved tion, little advertising
products e Discounted pricing, so
e Premium priced products,  high cost of goods sold
new plant, so low cost of
goods sold

Note: This table is similar to a P&L with one important exception: depreciation, a
standard item in any P&L has been replaced by capital expenditure, which does not
appear in P&Ls. In the long term, Capex levels determine depreciation costs. Capex as a
percentage of sales is an investment ratio often ignored by marketers, and it has been
included in this table to emphasize its importance.

The make-up of 14% Operating Profits

Factor Virtuous plc (%) Dissembler plc (%)
Profit on existing products over 21 15

3 years old

Losses on products recently (7) (1)
launched or in development

Total operating profits 14 14

Source: Davidson (1997)
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1.3 The tyranny of forecasts and budgets and the
consequences

John Perton of Boston College said: ‘The good thing about not having a strategy is
that failure comes as a complete surprise and is not preceded by a long period of
worry and depression.’ It is amazing to us how many major organizations go under
because they have little more than sales forecasts and budgets for one year only and
how surprised they are when their customers abandon them in favour of another
supplier who has taken the trouble to work out a longer-term strategy for under-
standing and really meeting their needs.

Don’t be fooled into thinking those words from John Perton about lack of strategy
and failure represent just an academic trying to score points by being clever, as
hundreds of companies all over the world have found out to their cost. Indeed, up
to 1990, every UK company with the highest return on investment either went
bankrupt or got into serious trouble. Neither did the best-performing companies in
sectors up to 2000 fare much better, with the likes of Marks & Spencer, ICI, GEC
and others either going out of business or systematically destroying shareholder
funds (for evidence see Tables 1.6 and 1.7). Some of these companies, such as
M&S, BT and BA, have since partially recovered. Some have been acquired and
are now profitable, but the lessons to be learned in the historical context of those
decades are still highly relevant for companies enjoying high growth in the 21st
century.

Table 1.6 Britain’s top companies, 1979-89 (Management Today)

Year Company' Market value ROI* Subsequent
(£m) performance
1979 MFI 57 50  Collapsed
1980 Lasmo 134 97  Still profitable
1981 Bejam 79 34 Acquired
1982 Racal 940 36 Still profitable
1983 Polly Peck 128 79  Collapsed
1984 Atlantic Computers 151 36 Collapsed
1985 BSR 197 32 Still profitable
1986 Jaguar 819 60  Acquired
1987 Amstrad 987 89 Still profitable
1988 Body Shop 225 89  Still profitable
1989 Blue Arrow 653 135  Collapsed

1. Where a company has been top for more than 1 year, the next best company has been
chosen in the subsequent year, eg Polly Peck was rated top 1983, 1984 and 1985.
2. Pre-tax profit as a percentage of investment capital.

From Professor Peter Doyle, Warwick University
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Table 1.7 Britain’s top companies, 1990-2000

Year Company' Market value ROI® Subsequent
(£bn)? % performance
1990 Maxwell Communications Plc 1.0 5  Collapsed
1991 Imperial Chemical Industries Plc 8.6 13 Collapsed
1992 Wellcome Plc 8.3 40  Acquired
1993  ASDA Group 1.6 7  Acquired
1994 TSB Group Plc 3.7 20 Acquired
1995  British Telecommunications Plc 22.2 17 Not profitable
1996  British Steel Plc 33 19  Collapsed
1997  British Airways Plc 6.1 7  Not profitable
1998 National Westminster Bank Plc 19.6 14 Acquired
1999 Marconi Plc 29.8 22 Acquired
2000 Marks & Spencer Plc 53 7  Not profitable

1. Each company was a FTSE100 when selected.
2. Market values as of 31 December of each year.
3. Pre-tax profit as a percentage of equity and long-term debt.

From Professor Malcolm McDonald

Before going into further detail about the paramount importance of having a stra-
tegic plan for markets covering a period of up to three years, however, let us dismiss
once and for all the mind-bogglingly puerile belief that all the directors and senior
managers need to do is to write down some numbers that become targets and, even-
tually, budgets.

Apart from the fact that Mickey Mouse or Donald Duck could do this without
any training, it only ever works in growth markets with little competition. For
example, research into the banking sector in the UK threw up the following inter-
esting observation:

In this Company, value creation was merely a matter of protecting market
share and managing costs.

The data show that the company’s business model is in effect a ‘money
printing’ machine, therefore the challenge for strategists lies in how they can
act as responsible stewards of a resilient business model.

(Jansen Ryder, Cranfield doctoral thesis, 2005)

There are, however, always consequences of such behaviour. It is interesting to
note that, of Tom Peters’s original 43 so-called ‘excellent companies’ in 1982, very
few survived, because of a fixation with excellent tactics at the expense of strategy
(Pascale, 1990).

Here are some recent quotes from well-known sources:
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Improvements in a short-term financial measure such as economic profit can
be achieved through postponing capital investments, reducing marketing and
training expenditures, or by divesting assets, each of which may have a posi-
tive effect on near term performance but could adversely affect long term
value creation performance. Nevertheless, when incentivised with bonuses to
‘manage for the measure’ this is exactly what many managers will do irre-
spective of the consequences on shareholder value.

(Court, 2002)

e 90 per cent of USA and European firms think budgets are cumbersome
and unreliable, providing neither predictability nor control.

e They are backward-looking and inflexible. Instead of focussing managers’
time on the customers, the real source of income, they focus their attention
on satisfying the boss; that is, the budget becomes the purpose.

e Cheating is endemic in all budget regimes. The result is fear, inefficiency,
sub-optimisation and waste.

e In companies like Enron, the pressure to make the numbers was so great
that managers didn’t just doctor a few numbers, they broke the law.

e Pcople with targets and jobs dependent on meeting them will probably
meet the targets, even if they have to destroy the enterprise to do it.

(Caulkin, 2005)

Still on budgets, a major bank has been criticized for its contribution to personal
debt of over £1 trillion in the UK. Employees are set tough targets for selling loans
and double their low salaries, which encourages customer abuse and leaves many
borrowers facing ruin. Banks are no longer there to help customers find the most
suitable solution. ‘We have a target-driven culture that staff must hit targets’ (A
major bank, 10 May 2005).

Many economic commentators have also remarked on the destructive nature of
targets set by the government for public services such as the police, the health
service, social services and so on. For example, the impact of the government’s
financial incentives for adoptions has caused genuine fear in society that children
are being unjustifiably removed from their natural parents in order to meet targets
that earn a financial reward from the government. There is a growing chorus of
protest about the cruel distortion of values such targets are having on innocent
victims.

In September 2007 the national press reported that the Justice Secretary was
reviewing the ‘perverse financial incentive’ to remove children from their birth
parents. An MP (N Lamb, Lib Dem MP for Norfolk North) said: ‘It ought not to be
a factor that taking children into adoption means the social services bringing in
money from the government’ (Sunday Times, 16 September 2007).

The police are yet another example that attracts daily criticism from both the
popular and the more cerebral press. With targets for arrests and with careers and
promotion dependent on meeting them, many police officers are ignoring their real
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duty to society by avoiding serious crimes and ticking their target boxes with petty
and insubstantial crimes. Indeed, a policeman who has resigned said openly on his
website on 18 September 2007: ‘An obsession with targets and box ticking mean
we get exactly the same points for cautioning a girl for pulling another girl’s hair as
we get for a robbery.’

Even the teaching profession isn’t escaping the tyranny of targets. Francis
Gilbert, a teacher at an Essex comprehensive school in England, wrote:

Schools are so bogged down in responding to endless ministerial initiatives
and targets that they do not have the time, energy or funding to concentrate on
actually teaching. In practice, Labour has created a climate of institutional-
ised cheating. The sad truth is that Labour’s emphasis on targets has made
cheating a common practice. The result is that the UK has plunged from fourth
to fourteenth since 2000 in the OECD’s rankings for science, from eighth to
twenty fourth in maths and from third to nineteenth in reading skills.

(Daily Mail, 5 December 2001, p 12)

Also, it is well known that the British National Health Service change definitions
of illness and accidents to meet their queue reduction quotas, often with a devas-
tating impact on those patients affected.

The common thread running through these and countless other examples is that
customers, whether society or consumers, no longer become the focus of those organ-
izations that should be meeting their needs. The majority of professional people such
as the police, doctors, nurses, government officers and so on continuously complain
about and decry the way their skills are being subverted by the culture of targets and
long to put the customer back at the centre of their working lives.

Finally, one last comment about the tyranny of annual forecasts and budgets:

Leadership is burdened with passive resistance and corporate gaming in the
traditional annual planning model. They drive behaviours that cause inappro-
priate behaviours. Many have personal bonuses based on fixed annual targets
and static measures...

Forecasting processes frustrate the ‘right’ behaviours and drive the ‘wrong’
ones. The desire for HQ control often drives inappropriate and suboptimal
behaviour.

(Doug Ross, Strategy Magazine, March 2007, summary of research into the
planning behaviour of 1,000 participants internationally)

Consider also the often puerile and backward-looking process by which quantita-
tive objectives are set. Take the hypothetical example shown in Figure 1.9. It can
be seen that, in the current year, this company achieved a 15 per cent increase in
sales revenue over the previous year. But, being optimistic, the chief executive set
a so-called ‘stretch’ target of plus 20 per cent for next year, giving a target of $9.6
million, which, if achieved, would satisfy the budget holder.
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-
-
-

$8m —-=

(+15%
Ont-1)

T
TO T+1

Figure 1.9 Strategy before budgets (1)

However, consider for a moment a different and more professional way of setting
an objective for next year. If the market addressed were a growing market, a stra-
tegic objective might be ‘To be market leader in three years’ time’. In order to
achieve such an objective, the chief marketing officer would need an assessment of
market size in three years’ time — say $100 million. Market leadership in this partic-
ular market would be, say, 25 per cent. So, representing this in Figure 1.10 and
extrapolating backwards from this target would give a target of $15 million next
year, not the backward-looking historical target of 20 per cent ($9.6 million).
Every single element of this company’s resources, including R&D, HR, IT and
so on, would be totally different if the current budget had been $15 million as
opposed to the backward-looking $9.6 million. Consider also where, in a typical
tactically orientated company, the $8 million on which the original forecast was
based came from. The answer, of course, is the company’s own database. Yet it has
been consistently shown over the past 50 years that sales people sell the products

Objective (to be
market leader in
T+3)

-
-
-

$8m —==

T T T
TO T+1 T+2 T+3

Figure 1.10 Strategy before budgets (2)
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they find easiest to sell, often at the maximum discount, to the customers who treat
them best. Such sales go into the database of course.

Consider also the kind of knee-jerk, macho management-by-objective targets
that are often set by senior managers without considering the unintended conse-
quences. A classic example of this is the desire to cut costs by reducing working
capital, such as inventory. If the logistics manager is paid a bonus to make such
reductions, then these reductions will be made. So poor unfortunate customers
asking for 100 widgets and 200 didgets, on being told they can have only 50 of
each, decide to go to a more accommodating supplier. The consequence of the lost
sale is lost in the system, because the logistics manager has achieved the objectives
set, and so has the finance director. But the database on which the next year’s fore-
cast is made is impervious to all this and in most cases is merely a reflection of the
organization’s own stupidity!

Even the great Unilever, when losing market share to Procter & Gamble, real-
ized that its forecasting and budgeting system was holding it back and, in a presen-
tation in 2006 to a research club at Cranfield, a senior financial manager said:

We used to spend £)% billion out of a £50 billion turnover just on budgeting.
All it led to was setting the lowest sales/profit target (and under no circum-
stances exceed it) and the highest marketing budget (and under no
circumstances underspend it). The consequence was appallingly bad behav-
iour on the part of everybody. We:

were boxed in by too many targets;
defined ‘success’ in the wrong way;
were too inward- and backward-looking;
set the wrong performance targets.

Our previous negotiation of budgets was a bit like allocating planes, tanks, etc
across the army by giving each division one aeroplane and one tank each,
rather than putting the resources where they could be the most effective.
Unilever’s planning system was in some ways similar to communist Russia’s
old system, ie so many bricks, etc. But never have any left over. That’s why
you would frequently find buried bricks, buried bulldozers and the like!

Unilever’s new system is more about helping people win than holding them
to account. Now, when you meet people, you can’t tell what function they’re
from, because they are just talking about the customer and the business.

Readers will doubtless be clear by now that the authors of this book have little
patience with managers who believe that forecasts, budgets and tactics are all they
need to do. Even so, we still need to clarify even further the importance of strategy
and why it must always precede tactics rather than being an extension of them.
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Figure 1.11 shows a matrix in which the horizontal axis represents strategy as a
continuum from ineffective to effective. The vertical axis represents tactics on a
continuum from inefficient to efficient. Those firms with an effective strategy and
efficient tactics thrive continuously (Box 1). Those with an effective strategy but
inefficient tactics (Box 2) merely survive. Those firms to the left of the matrix are
destined to die, as too much emphasis is placed on tactics, so avoiding the under-
lying strategic issues surrounding changing market needs. Any organization doing
the wrong things more efficiently (Box 3) is destined to die more quickly than its
less efficient counterparts. It is a bit like making a stupid manager work harder, thus
doubling the chaos and probably offending twice as many customers!

Already, companies led by chief executives with a proactive orientation that
stretches beyond the end of the current fiscal year have begun to show results
visibly better than those of the old reactive companies with only short-term
vision.

Figure 1.12 shows the old style of company in which very little attention is paid
to strategy by any level of management. It will be seen that lower levels of manage-
ment do not get involved at all, while the directors spend most of their time on
operational/tactical issues.

Figure 1.13 is a representation of those companies that recognize the impor-
tance of strategy and that manage to involve all levels of management in strategy
formulation.

The rule, then, is simple: develop the strategic plan first. This entails greater
emphasis on scanning the external environment, the early identification of forces
emanating from it, and developing appropriate strategic responses, involving all
levels of management in the process. A strategic plan should cover a period of
between three and five years, and only when this has been developed and agreed
should the one-year operational marketing plan be developed. Never write a one-
year plan first and extrapolate it.

Strategy
Ineffective Effective
Die .
Efficient (quickly) Th:"’e
3
(7]
©°
°
=
Inefficient (slg:sly) Survive
2
4

Figure 1.11 Strategy and tactics matrix
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Board Strategic orientation

Senior management Tactical orientation

Middle management

Operations

Figure 1.12 Strategic emphasis by seniority (1)

Board Strategic orientation

Senior management

Middle management Tactical orientation

Operations

Figure 1.13 Strategic emphasis by seniority (2)

It is at this stage that forecasts and budgets must be set, but as will become clearer
throughout this book they are the last thing that should be done, not the first.

Finally, it is clear from this first chapter that excellent strategic marketing plan-
ning is vital, so the next chapter briefly introduces the planning framework that
forms the bedrock of any marketing accountability framework.
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Strategic marketing
planning - a brief
overview

For those readers totally familiar with strategic marketing planning, please proceed
to Chapter 3, although we do recommend that readers spend time on Chapter 2.

Summary

In order to explore the complexities of developing a winning marketing strategy
plan, this chapter is written in three parts. The first describes the strategic marketing
planning process itself and the key steps within it. The second part provides guide-
lines for the marketer that will ensure that the input to the marketing plan is customer
focused and considers the strategic dimension of all of the relationships the organ-
ization has with its business environment. The third part provides 12 guidelines for
world-class marketing.

2.1 Introduction

Research into the efficacy of formalized marketing planning has shown that
marketing planning can make a significant contribution to commercial success. The
main effects within organizations are:

e the systematic identification of emerging opportunities and threats;
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preparedness to meet change;

the specification of sustainable competitive advantage;

improved communication among executives;

reduction of conflicts between individuals and departments;

the involvement of all levels of management in the planning process;
more appropriate allocation of scarce resources;

consistency of approach across the organization;

a more market-focused orientation across the organization.

However, although it can bring many benefits, a strategic marketing plan is mainly
concerned with competitive advantage — that is to say, establishing, building,
defending and maintaining it.

In order to be realistic, it must take into account the organization’s existing
competitive position, where it wants to be in the future, its capabilities and the
competitive environment it faces. This means that the marketing planner must learn
to use the various available processes and techniques that help in making sense of
external trends and in understanding the organization’s traditional ways of
responding to these.

However, this poses the problem regarding which are the most relevant and
useful tools and techniques, for each has strengths and weaknesses and no indi-
vidual concept or technique can satisfactorily describe and illuminate the whole
picture. As with a jigsaw puzzle, a sense of unity emerges only as the various pieces
are connected together.

The links between strategy and performance have been the subject of detailed
statistical analysis by the Strategic Planning Institute. The Profit Impact of Market
Strategy (PIMS) project identified, from 2,600 businesses, six major links. From
this analysis, principles have been derived for the selection of different strategies
according to industry type, market conditions and the competitive position of the
company.

However, not all observers are prepared to take these conclusions at face value.
Like strategy consultants Lubatkin and Pitts, who believe that all businesses are
unique, they are suspicious that something as critical as competitive advantage can
be the outcome of a few specific formulae. For them, the PIMS perspective is too
mechanistic and glosses over the complex managerial and organizational problems
that beset most businesses.

What is agreed, however, is that strategic marketing planning presents a useful
process by which an organization formulates its strategies, providing it is adapted
to its environment.

2.2 Positioning marketing planning with marketing

In 2003, a Cranfield doctoral thesis (Smith, 2003) proved a direct link between
organizational success and marketing strategies that conform to what previous
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scholars have agreed constitutes strategy quality, which was shown to be inde-
pendent of variables such as size, sector, market conditions and so on.

This thesis linked superior performance to strategies with the following quali-
ties:

homogeneous market segment definition;
segment-specific propositions;

strategy uniqueness;

strength leverage and weakness minimization;
creation of internal and external synergies;
provision of tactical guidance;

alignment to objectives;

alignment to market trends;

appropriate resourcing;

clear basis of competition.

Letus first, however, position strategic marketing planning firmly within the context
of marketing itself. Marketing is a process for: defining markets; quantifying the
needs of the customer groups (segments) within these markets; determining the
value propositions to meet these needs; communicating these value propositions to
all those people in the organization responsible for delivering them and getting
their buy-in to their role; playing an appropriate part in delivering these value prop-
ositions to the chosen market segments; and monitoring the value actually deliv-
ered. For this process to be effective, organizations need to be consumer/customer
driven.

A map of this process is shown in Figure 2.1. This process is clearly cyclical, in
that monitoring the value delivered will update the organization’s understanding of
the value that is required by its customers. The cycle is predominantly an annual
one, with a marketing plan documenting the output from the ‘Understand value’
and ‘Determine value proposition’ processes, but equally changes throughout the
year may involve fast iterations around the cycle to respond to particular opportuni-
ties or problems.

It is well known that not all of the value-proposition-delivering processes will be
under the control of the marketing department, whose role varies considerably
between organizations. The marketing department is likely to be responsible for the
first two processes, ‘Understand value’ and ‘Determine value proposition’, although
even these need to involve numerous functions, albeit coordinated by specialist
marketing personnel. The ‘Deliver value’ process is the role of the whole company,
including, for example, product development, manufacturing, purchasing, sales
promotion, direct mail, distribution, sales and customer service. The marketing
department will also be responsible for monitoring the effectiveness of the value
delivered.

The various choices made during this marketing process are constrained and
informed not just by the outside world but also by the organization’s asset base.
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Define markets
and understand
value

| Determine
value
proposition

Monitor
value

Deliver
value

Figure 2.1 Map of the marketing process

Whereas an efficient new factory with much spare capacity might underpin a
growth strategy in a particular market, a factory running at full capacity would
cause more reflection on whether price should be used to control demand, unless
the potential demand warranted further capital investment. As well as being influ-
enced by physical assets, choices may be influenced by financial, human resources,
brand and information technology assets, to name just a few.

Thus, it can be seen that the first two boxes are concerned with strategic marketing
planning processes (in other words, developing market strategies), whilst the third
and fourth boxes are concerned with the actual delivery in the market of what was
planned and then measuring the effect.

Input to this process will commonly include:

e the corporate mission and objectives, which will determine which particular
markets are of interest;

e cxternal data such as market research;

e internal data that flow from ongoing operations.

Also, it is necessary to define the markets the organization is in, or wishes to be in,
and how these divide into segments of customers with similar needs. The choice of
markets will be influenced by the corporate objectives as well as the asset base.
Information will be collected about the markets, such as the market’s size and
growth, with estimates for the future.

The map is inherently cross-functional. ‘Deliver value proposition’, for example,
involves every aspect of the organization, from new product development through
inbound logistics and production to outbound logistics and customer service.

The map represents best practice, not common practice. Many aspects of the
map are not explicitly addressed by well-embedded processes, even in sophisti-
cated companies.
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Having put marketing planning into the context of marketing and other corporate
functions, we can now turn specifically to the marketing planning process and how
it should be done. We are, of course, referring specifically to the ‘Determine value
proposition’ box in Figure 2.1.

For the purpose of this book, it is important to understand that the ‘Monitor
value’ box is not a separate step in strategy making, and what needs to be monitored
and the frequency of measurement will depend totally on a deep understanding of
the other three boxes, which we will now proceed to explain.

2.3 The marketing planning process

Most managers accept that some kind of procedure for marketing planning is neces-
sary. Accordingly they need a system that will help them to think in a structured
way and also make explicit their intuitive economic models of the business. Unfor-
tunately, very few companies have planning systems that possess these characteris-
tics. However, those that do tend to follow a similar pattern of steps.

Figure 2.2 illustrates the several stages that have to be gone through in order to
arrive at a marketing plan. This illustrates the difference between the process of
marketing planning and the actual plan itself, which is the output of the process,
which is discussed later in this chapter.

Each of the process stages illustrated in Figure 2.2 will be discussed in more
detail in this chapter. The dotted lines joining up stages 5—8 are meant to indicate

The strategic plan
(output of the planning process)
Mission statement
Financial summary
Market overview

SWOT analysis

Phase One Assumptions
Goal settin 2. Corporate objectives | Marketing objectives and strategies
"""" 9 Three-year forecast and budgets
3. Marketing audit | <----=---=---------o oo
4. SWOT analyses
Phase Two

5. Assumptions

Situation review

6. Marketing objectives and strategies |

TL’] 7. Estimate expected results |

Phase Three - - -
Strategy formulation 8. Identify alternative plans and mixes |

10. First-year detailed implementation programme |—

Measurement and review

Phase Four
Resource allocation and monitoring

Figure 2.2 The 10 steps of the strategic marketing planning process
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the reality of the planning process, in that it is likely that each of these steps will
have to be gone through more than once before final programmes can be written.

2.4 How formal should this process be?

Although research has shown these marketing planning steps to be universally
applicable, the degree to which each of the separate steps in the diagram needs to
be formalized depends to a large extent on the size and nature of the company. For
example, an undiversified company generally uses less formalized procedures,
since top management tends to have greater functional knowledge and expertise
than subordinates, and because the lack of diversity of operations enables direct
control to be exercised over most of the key determinants of success. Thus, situa-
tion reviews, the setting of marketing objectives and so on are not always made
explicit in writing, although these steps have to be gone through.

In contrast, in a diversified company, it is usually not possible for top manage-
ment to have greater functional knowledge and expertise than subordinate manage-
ment; hence planning tends to be more formalized in order to provide a consistent
discipline for those who have to make the decisions throughout the organization.

Either way, there is now a substantial body of evidence to show that formalized
planning procedures generally result in greater profitability and stability in the
long term and also help to reduce friction and operational difficulties within
organizations.

Where marketing planning has failed, it has generally been because companies
have placed too much emphasis on the procedures themselves and the resulting
forecasts rather than on generating information useful to and consumable by
management. Let us now look at the marketing planning process in more detail,
starting with the mission statement.

2.4.1 Step 1 Mission statement

Figure 2.2 shows that a strategic marketing plan should begin with a mission or
purpose statement. This is perhaps the most difficult aspect of marketing planning
for managers to master, because it is largely philosophical and qualitative in nature.
Many organizations find their different departments, and sometimes even different
groups in the same department, pulling in different directions, often with disastrous
results, simply because the organization hasn’t defined the boundaries of the busi-
ness and the way it wishes to do business.

Here, we can see two levels of mission. One is a corporate mission statement; the
other is a lower-level, or purpose, statement. But there is yet another level, as shown
in the following summary:

e Type 1: ‘motherhood’ — usually found inside annual reports designed to ‘stroke’
shareholders, but otherwise of no practical use;
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e Type 2: the real thing — a meaningful statement, unique to the organization
concerned, which ‘impacts’ on the behaviour of the executives at all levels;

e Type 3: a ‘purpose’ statement (or lower-level mission statement) — appro-
priate at the strategic business unit, departmental or product group level of
the organization.

The following box has an example of a meaningless, vapid, motherhood-type
mission statement, which most companies seem to have. They achieve nothing, and
itis difficult to understand why these pointless statements are so popular. Employees
mock them, and they rarely say anything likely to give direction to the organiza-
tion. We have entitled this example ‘The generic mission statement’, and such
statements are to be avoided.

The generic mission statement

Our organization’s primary mission is to protect and increase the value of its
owners’ investments while efficiently and fairly serving the needs of its
customers. [Name of organization] seeks to accomplish this in a manner that
contributes to the development and growth of its employees, and to the goals
of countries and communities in which it operates.

The following should appear in a mission or purpose statement, which should
normally run to no more than one page:

® Role or contribution:
— profit (specify); or
— service; or
— opportunity seeker.

® Business definition — define the business, preferably in terms of the benefits you
provide or the needs you satisfy rather than in terms of what you make.

e Distinctive competences — these are the essential skills/capabilities resources
that underpin whatever success has been achieved to date. Competence can
consist of the possession of one particular item or the possession of a number of
skills compared with competitors. If, however, you could equally well put a
competitor’s name to these ‘distinctive’ competences, then they are not distinc-
tive competences.

e [ndications for the future:

— what the firm will do;
— what the firm might do;
— what the firm will never do.
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2.4.2 Step 2 Setting corporate objectives

Corporate objectives usually contain at least the following elements:

e the desired level of profitability;
e business boundaries:
— what kind of products will be sold to what kinds of markets (marketing),
— what kinds of facilities will be developed (operations, R&D, information
systems, distribution, etc),
— the size and character of the labour force (personnel),
— funding (finance);
e other corporate objectives, such as social responsibility, corporate image, stock
market image, employer image, etc.

Such a corporate plan, containing projected profit and loss accounts and balance
sheets, being the result of the process described above, is more likely to provide
long-term stability for a company than plans based on a more intuitive process and
containing forecasts that tend to be little more than extrapolations of previous
trends. This process is further summarized in Figure 2.3.

Corporate
Involves applying business
planning to several different units
of the business aggregate

Business
Involves the other resources
that must be brought to bear on
the identified markets

Marketing
Based on
markets/

customers

and products

Figure 2.3 The role of marketing in the context of business and corporate planning
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2.4.3 Step 3 The marketing audit

Any plan will be only as good as the information on which it is based, and the
marketing audit is the means by which information for planning is organized. There
is no reason why marketing cannot be audited in the same way as accounts, in spite
of its more innovative, subjective nature. A marketing audit is a systematic appraisal
of all the external and internal factors that have affected a company’s commercial
performance over a defined period.

Given the growing turbulence of the business environment and the shorter
product life cycles that have resulted, no one would deny the need to stop at least
once a year at a particular point in the planning cycle to try to form a reasoned view
of how all the many external and internal factors have influenced performance.

Sometimes, of course, a company will conduct a marketing audit because it is in
financial trouble. At times like these, management often attempts to treat the wrong
symptoms, most frequently by reorganizing the company. But such measures are
unlikely to be effective if there are more fundamental problems that have not been
identified. Of course, if the company survived for long enough, it might eventually
solve its problems through a process of elimination. Essentially, though, the argu-
ment is that the problems have first to be properly defined. The audit is a means of
helping to define them.

2.4.3.1 Two kinds of variable

Any company carrying out an audit will be faced with two kinds of variable. There
is the kind over which the company has no direct control, for example economic
and market factors. Second, there are those over which the company has complete
control, the operational variables, which are usually the firm’s internal resources.
This division suggests that the best way to structure an audit is in two parts, external
and internal. Table 2.1 shows areas that should be investigated under both head-
ings. Each should be examined with a view to building up an information base
relevant to the company’s performance.

Many people mistakenly believe that the marketing audit should be some kind of
final attempt to define a company’s marketing problems or, at best, something done
by an independent body from time to time to ensure that a company is on the right
track. However, many highly successful companies, as well as using normal infor-
mation and control procedures and marketing research throughout the year, start
their planning cycle each year with a formal, audit-type process of everything that
has had an important influence on marketing activities. Certainly, in many leading
consumer goods companies, the annual self-audit approach is a tried-and-tested
discipline.

Where relevant, the marketing audit should contain life cycles for major prod-
ucts and for market segments, for which the future shape will be predicted using the
audit information. Also, major products and markets should be plotted on some
kind of matrix to show their current competitive position.
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Table 2.1 Conducting an audit

External audit

Internal audit

Business and economic environment

Economic political, fiscal, legal, social,
cultural, technological

Intra-company

The market: total market, size, growth
and trends (value volume)

Market characteristics, developments
and trends; products, prices, physical
distribution, channels, customers,
consumers, communication, industry
practices variables, product manage-
ment, price, distribution, promotion

Competition

Major competitors

Size

Market share coverage
Market standing and reputation
Production capabilities
Distribution policies
Marketing methods
Extent of diversification
Personnel issues
International links

Profitability

Own company

Sales (total, by geographical location, by
industrial type, by customer, by product)

Market shares

Profit margins, costs

Marketing information research

Marketing mix operations and resources

Key strengths and weaknesses

The next question is: what happens to the results of the audit? Some companies
consume valuable resources carrying out audits that produce very little in the way
of results. The audit is simply a database, and the task remains of turning it into
intelligence, that is, information essential to decision making.

A market overview, which appears prominently in the actual strategic marketing

plan, should spell out clearly:
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what the market is;
how it works;

what the segments are.

what the key decision-making points are;

Market definition is fundamental to success and must be made in terms of need sets
rather than in product/service terms. Thus, Gestetner failed by defining its markets
as ‘duplicators’, and IBM almost failed by defining its market as ‘mainframes’.
Accordingly, a pension is a product, not a market, as many other products can
satisfy the same or similar needs. Table 2.2 lists hypothetical markets in the finan-

cial services sector.

Figures 2.4 and 2.5 show the marketing books market in the UK. The first shows
the market ‘mapped’ solely as marketing books. The second shows the market

Table 2.2 Some market definitions (personal market)

Market

Need (online)

Emergency cash (‘rainy day’)

Future event planning

Asset purchase

Welfare contingency

Retirement income

Wealth care and building

Day-to-day money management

Personal finance protection and
security from motor vehicle
incidents

Cash to cover an undesired and unexpected
event (often the loss of/damage to property)

Schemes to protect and grow money that are
for anticipated and unanticipated cash calling
events (eg car replacement/repairs, educa-
tion, weddings, funerals, health care)

Cash to buy assets they require (eg car
purchase, house purchase, once-in-a-lifetime
holiday)

The ability to maintain a desired standard of
living (for self and/or dependants) in times of
unplanned cessation of salary

The ability to maintain a desired standard of
living (for self and/or dependants) once the
salary cheques have ceased

The care and growth of assets (with various
risk levels and liquidity levels)

Ability to store and readily access cash for
day-to-day requirements

Currently known as car insurance
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mapped in terms of the broader market definition of knowledge promulgation, from
which it can be seen that new competitors and distribution channels come into play.
Thinking and planning like this certainly had a dramatic effect on the marketing
strategy of the major publisher involved.

Figure 2.6 is a generic market map, which shows how a market works from
suppliers to users, and, like a balance sheet, it must ‘balance’, in the sense that, if 5
million radiators are made or imported, 5 million radiators must be distributed, 5
million radiators must be installed, and the decision about which radiators are to be
installed must be made by someone. It is the purpose of the market map to spell all
this out quantitatively.

It is at key decision points that market segmentation should take place. A segment
is a group of customers or consumers that share the same (or approximately the
same) needs. This step is crucial, for it is upon the key segments from the market
map that SWOT analyses should be completed.

Market segmentation is crucial for success in markets, so this topic is explained
in detail in Chapter 6.

2.4.4 Step 4 SWOT analyses

The only remaining question is: what happens to the results of the audit? Some
companies consume valuable resources carrying out audits that bring very little by
way of actionable results.

Indeed, there is always the danger that, at the audit stage, insufficient attention is
paid to the need to concentrate on analysis that determines which trends and devel-
opments will actually affect the company. Whilst the checklist demonstrates the
completeness of logic and analysis, the people carrying out the audit should disci-
pline themselves to omit from their audits all the information that is not central to
the company’s marketing problems. Thus, inclusion of research reports, or over-
detailed sales performance histories by product that lead to no logical actions what-
ever, only serve to rob the audit of focus and reduce its relevance.

Since the objective of the audit is to indicate what a company’s marketing objec-
tives and strategies should be, it follows that it would be helpful if some format
could be found for organizing the major findings. One useful way of doing this is
in the form of a number of SWOT analyses.

A SWOT is a summary of the audit under the headings of internal strengths
and weaknesses as they relate to external opportunities and threats.

A SWOT should be conducted for each segment that is considered to be important
in the company’s future. These SWOT analyses should, if possible, contain just a
few paragraphs of commentary focusing on key factors only. They should highlight



vol/
val %

vol/val %

vol/ vol/val %

(LR N Local N Other volival %
distributors retailers

N  Contractors

vol/val
%

2

National
builders

vol/val %

Local
builders

N  Private
companies

Local
government

users

L N  Regional
distributors N Pricelist KRkl
vol/ retailers %
o,
N National |l |V°!Q’al
distributors vol/val
N Department IWST¥SER %
retailers
vol/val % vol/val %
vol/val %
vol/val %
vol/val % vol/val %
N = Number vol/val %
=Nu

% = Your share

Figure 2.6 Generic market map

N Domestic
users

9¢



STRATEGIC MARKETING PLANNING 37 M

internal differential strengths and weaknesses vis-a-vis competitors and key external
opportunities and threats. A summary of reasons for good or bad performance
should be included. They should be interesting to read, contain concise statements,
include only relevant and important data, and give greater emphasis to creative
analysis.

To summarize, carrying out a regular and thorough marketing audit in a struc-
tured manner will go a long way towards giving a company a knowledge of the
business, trends in the market, and where value is added by competitors, as the
basis for setting objectives and strategies.

2.4.5 Step 5 Assumptions

Let us now return to the preparation of the marketing plan. If we refer again to the
marketing planning process, and have completed our marketing audit and SWOT
analyses, assumptions now have to be written.

There are certain key determinants of success in all companies about which
assumptions have to be made before the planning process can proceed.

It is really a question of standardizing the planning environment. For example, it
would be no good receiving plans from two product managers, one of whom
believed the market was going to increase by 10 per cent, while the other believed
the market was going to decline by 10 per cent.

An example of assumptions might be: ‘With respect to the company’s indus-
trial climate, it is assumed that:

e Industrial overcapacity will increase from 105 per cent to 115 per cent as
new industrial plants come into operation.

e Price competition will force price levels down by 10 per cent across the
board.

e A new product in the field of x will be introduced by our major competitor
before the end of the second quarter.’

Assumptions should be few in number and, if a plan is possible irrespective of the
assumptions made, then the assumptions are unnecessary.
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2.4.6 Step 6 Marketing objectives and strategies

The next step in marketing planning is the writing of marketing objectives and
strategies, the key to the whole process.

An objective is what you want to achieve. A strategy is how you plan to
achieve your objectives.

Thus, there can be objectives and strategies at all levels in marketing. For example,
there can be advertising objectives and strategies, and pricing objectives and
strategies.

However, the important point to remember about marketing objectives is that
they are about products and markets only. Common sense will confirm that it is
only by selling something to someone that the company’s financial goals can be
achieved, and that advertising, pricing, service levels and so on are the means (or
strategies) by which we might succeed in doing this. Thus, pricing objectives, sales
promotion objectives, advertising objectives and the like should not be confused
with marketing objectives.

Marketing objectives are simply about one, or more, of the following:

existing products for existing markets;
new products for existing markets;
existing products for new markets;
new products for new markets.

They should be capable of measurement; otherwise they are not objectives. Direc-
tional terms such as ‘maximize’, ‘minimize’, ‘penetrate’, ‘increase’, etc are accept-
able only if quantitative measurement can be attached to them. Measurement should
be in terms of some, or all, of the following: sales volume; sales value; market
share; profit; and percentage penetration of outlets (for example, to have 30 per
cent of all retail outlets stocking our product by year 3).

Marketing strategies are the means by which marketing objectives will be
achieved and generally are concerned with the four Ps, as follows:

e product: the general policies for product deletions, modifications, additions,
design, branding, positioning, packaging, etc;

e price: the general pricing policies to be followed by product groups in market
segments;

e place: the general policies for channels and customer service levels;

e promotion. the general policies for communicating with customers under the
relevant headings, such as advertising, sales force, sales promotion, public rela-
tions, exhibitions, direct mail, etc.
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2.4.7 Step 7 Estimate expected results, and Step 8 Identify
alternative plans and mixes

Having completed this major planning task, it is normal at this stage to employ
judgement, analogous experience, field tests and so on to test out the feasibility
of the objectives and strategies in terms of market share, costs, profits and so on.
It is also normally at this stage that alternative plans and mixes are considered, if
necessary.

2.4.8 Step 9 The budget

In a strategic marketing plan, these strategies would normally be costed out approx-
imately and, if not practicable, alternative strategies would be proposed and costed
out until a satisfactory solution could be reached. This would then become the
budget. In most cases, there would be a budget for the full three years of the stra-
tegic marketing plan, but there would also be a very detailed budget for the first
year of the plan, which would be included in the one-year operational plan.

It will be obvious from all of this that not only does the setting of budgets become
much easier but the resulting budgets are more likely to be realistic and related to
what the whole company wants to achieve rather than just one functional depart-
ment.

The problem of designing a dynamic system for budget setting, rather than the
‘tablets of stone’ approach, which is more common, is a major challenge to the
marketing and financial directors of all companies.

The most satisfactory approach would be for a marketing director to justify all
marketing expenditure from a zero base each year against the tasks he or she wishes
to accomplish. A little thought will confirm that this is exactly the approach recom-
mended in this chapter. If these procedures are followed, a hierarchy of objectives
is built up in such a way that every item of budgeted expenditure can be related
directly back to the initial corporate financial objectives. For example, if sales
promotion is a major means of achieving an objective in a particular market, when
sales promotional items appear in the programme each one has a specific purpose
that can be related back to a major objective.

Doing it this way ensures not only that every item of expenditure is fully
accounted for as part of a rational, objective and task approach, but also that when
changes have to be made during the period to which the plan relates these changes
can be made in such a way that the least damage is caused to the company’s long-
term objectives.

The incremental marketing expense can be considered to be all costs that are
incurred after the product leaves the factory, other than costs involved in
physical distribution, the costs of which usually represent a discrete subset.
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There is, of course, no textbook answer to problems relating to questions such as
whether packaging should be a marketing or a production expense, and whether
some distribution costs could be considered to be marketing costs. For example,
insistence on high service levels results in high inventory carrying costs. Only
common sense will reveal workable solutions to issues such as these.

Under price, however, any form of discounting that reduces the expected gross
income, such as promotional discounts, quantity discounts, royalty rebates and so
on, as well as sales commission and unpaid invoices, should be given the most
careful attention as incremental marketing expenses.

The most obvious incremental marketing expenses will occur, however, under
the heading of promotion, in the form of advertising, sales salaries and expenses,
sales promotional expenditure, direct mail costs and so on. The important point
about the measurable effects of marketing activity is that anticipated levels should
be the result of the most careful analysis of what is required to take the company
towards its goals, while the most careful attention should be paid to gathering all
items of expenditure under appropriate headings. The healthiest way of treating
these issues is a zero-based budgeting approach.

2.4.9 Step 10 First-year detailed implementation programme

In a one-year tactical plan, the general marketing strategies would be developed
into specific sub-objectives, each supported by more detailed strategy and action
statements. A company organized according to functions might have an advertising
plan, a sales promotion plan, a pricing plan and so on. A product-based company
might have a product plan, with objectives, strategies and tactics for price, place
and promotion as necessary. A market- or geographically based company might
have a market plan, with objectives, strategies and tactics for the four Ps as neces-
sary. Likewise, a company with a few major customers might have customer plans.
Any combination of the above might be suitable, depending on circumstances.

A written strategic marketing plan is the backdrop against which operational
decisions are taken. Consequently, too much detail should be avoided. Its
major function is to determine where the company is, where it wants to go
and how it can get there. It should be distributed on a ‘need to know’ basis
only. It should be used as an aid to effective management. It cannot be a
substitute for it.

2.5 What should appear in a strategic marketing
plan?

A written marketing plan is the backdrop against which operational decisions are
taken.
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The following should appear in a strategic marketing plan:

—

. Start with a mission statement.

2. Here, include a financial summary that illustrates graphically revenue and profit
for the full planning period.

3. Now do a market overview including a market map: Has the market declined or
grown? How does it break down into segments? What is your share of each?
Keep it simple. If you do not have the facts, make estimates. Use life cycles, bar
charts and pie charts to make it all crystal clear.

4. Now identify the key segments and do a SWOT analysis for each one: outline
the major external influences and their impact on each segment. List the key
factors for success. These should be fewer than five. Give an assessment of the
company’s differential strengths and weaknesses compared with those of its
competitors. Score yourself and your competitors out of 10 and then multiply
each score by a weighting factor for each critical success factor (eg CSF 1 = 60,
CSF2=25,CSF3=10,CSF 4=5).

5. Make a brief statement about the key issues that have to be addressed in the
planning period.

6. Summarize the SWOTs using a portfolio matrix in order to illustrate the impor-
tant relationships between your key products and markets.

7. List your assumptions.

. Set objectives and strategies.

9. Summarize your resource requirements for the planning period in the form of a

budget.

o)

Consequently, too much detail should be avoided. The marketing plan’s major
function is to determine where the company is, where it wants to go and how it
can get there. It lies at the heart of a company’s revenue-generating activities,
such as the timing of the cash flow and the size and character of the labour force.
What should actually appear in a written strategic marketing plan is shown in the
list above. This strategic marketing plan should be distributed only to those who
need it, but it can be only an aid to effective management. It cannot be a substi-
tute for it.

It will be obvious from the list above that not only does budget setting become
much easier and more realistic, but the resulting budgets are more likely to reflect
what the whole company wants to achieve, rather than just one department.

The problem of designing a dynamic system for setting budgets is a major
challenge to the marketing and financial directors of all companies. The most
satisfactory approach would be for a marketing director to justify all marketing
expenditure from a zero base each year against the tasks to be accomplished. If
these procedures are followed, a hierarchy of objectives is built in such a way
that every item of budgeted expenditure can be related directly back to the initial
financial objectives.
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For example, if sales promotion is a major means of achieving an objective,
when a sales promotion item appears in the programme it has a specific purpose
that can be related back to a major objective. Thus every item of expenditure is
fully accounted for.

Marketing expense can be considered to be all costs that are incurred after the
product leaves the ‘factory’, apart from those involved in physical distribution.
When it comes to pricing, any form of discounting that reduces the expected gross
income — such as promotional or quantity discounts, overrides, sales commission
and unpaid invoices — should be given the most careful attention as marketing
expenses. The most obvious marketing expenses will occur, however, under the
heading of promotion, in the form of advertising, sales salaries and expenses, sales
promotion and direct mail costs.

The important point about the measurable effects of marketing activity is that
anticipated levels should result from careful analysis of what is required to take the
company towards its goals, while the most careful attention should be paid to gath-
ering all items of expenditure under appropriate headings. The healthiest way of
treating these issues is through zero-based budgeting.

We have just described the strategic marketing plan and what it should contain.
The tactical marketing plan layout and content should be similar, but the detail is
much greater, as it is for one year only.

2.6 How the marketing planning process works

As a basic principle, strategic marketing planning should take place as near to the
marketplace as possible in the first instance, but such plans should then be reviewed
at higher levels within an organization to see what issues may have been over-
looked.

It has been suggested that each manager in the organization should complete an
audit and SWOT analysis on his or her own area of responsibility. The only way
that this can work in practice is by means of a hierarchy of audits. The principle is
simply demonstrated in Figure 2.7. This figure illustrates the principle of auditing
at different levels within an organization. The marketing audit format will be
universally applicable. It is only the detail that varies from level to level and from
company to company within the same group.

Figure 2.8 illustrates the total corporate strategic and planning process. This
time, however, a time element is added, and the relationship between strategic
planning briefings, long-term corporate plans and short-term operational plans is
clarified. It is important to note that there are two ‘open-loop’ points on this figure.
These are the key times in the planning process when a subordinate’s views and
findings should be subjected to the closest examination by his or her superior. It is
by taking these opportunities that marketing planning can be transformed into the
critical and creative process it is supposed to be rather than the dull, repetitive ritual
it so often turns out to be.
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Since in anything but the smallest of undiversified companies it is not possible for
top management to set detailed objectives for operating units, it is suggested that at
this stage in the planning process strategic guidelines should be issued. One way of
doing this is in the form of a strategic planning letter. Another is by means of a
personal briefing by the chief executive at ‘kick-off’ meetings. As in the case of the
audit, these guidelines would proceed from the broad to the specific, and would
become more detailed as they progressed through the company towards operating
units.

These guidelines would be under the headings of financial, human resources and
organization, operations and, of course, marketing.

Under marketing, for example, at the highest level in a large group, top manage-
ment may ask for particular attention to be paid to issues such as the technical
impact of microprocessors on electromechanical component equipment, leadership
and innovation strategies, vulnerability to attack from the flood of Japanese, Korean
and Third World products, and so on. At operating company level, it is possible to
be more explicit about target markets, product development and the like.

In concluding this section, we must stress that there can be no such thing as an
off-the-peg marketing planning system, and anyone who offers one must be viewed
with great suspicion. In the end, strategic marketing planning success comes from
an endless willingness to learn and to adapt the system to the people and the circum-
stances of the firm. It also comes from a deep understanding about the nature of
marketing planning, which is something that, in the final analysis, cannot be
taught.

However, strategic marketing planning demands that the organization recognizes
the challenges that face it and their effect on its potential for future success. It must
learn to focus on customers and their needs at all times and explore every avenue
that may provide it with a differential advantage over its competitors.

The next section looks at some guidelines that lead to effective marketing
planning.

2.7 Guidelines for effective marketing planning

Although innovation remains a major ingredient in commercial success, there are
nevertheless other challenges that companies must overcome if they wish to become
competitive marketers. While their impact may vary from company to company,
challenges such as the pace of change, the maturity of markets and the implications
of globalization need to be given serious consideration. Some of the more obvious
challenges are shown in Table 2.3.

To overcome these challenges the following guidelines are recommended to help
the marketer to focus on effective marketing strategies.
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Table 2.3 Change and the challenge to marketing

Nature of change

Marketing challenges

Pace of change

Compressed time horizons
Shorter product life cycles
Transient customer preferences
Accuracy in demand forecasting
Ability to optimize price setting
Process thinking

Move to flexible manufacturing and
control systems

Materials substitution

Developments in microelectronics and
robotization

Quality focus transaction
Market maturity
Overcapacity

Low margins

Lack of growth

Stronger competition
Trading down

Cost cutting

Customer’s expertise and power: more
demanding, higher expectations, more
knowledgeable

Concentration of buying power

More sophisticated buyer behaviour

Internationalization of business: more

competitors, stronger competition, lower

margins, more customer choice, larger

Ability to exploit markets more rapidly
More effective new product development

Flexibility in approach to markets

Dealing with micro-segmentation

Finding ways to shift from single focus
to the forging of long-term relationships

Creating greater customer commitment

Adding value leading to differentiation

New market creation and stimulation

Finding ways of getting closer to the
customer

Managing the complexities of multiple
market channels

Restructuring of domestic operations to
compete internationally, becoming
customer focused in larger and more

markets, more disparate customer needs disparate markets
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2.8 Twelve guidelines for effective marketing

2.8.1 Understand the sources of competitive advantage

Figure 2.9 shows a universally recognized list of sources of competitive advantage
(Porter, 1985). For small firms, these are more likely to be the ones listed on the
left. It is clearly possible to focus on highly specialized niches with special skills
and to develop very customer-focused relationships not possible for large organiza-
tions. Flexibility is also likely to be a potential source of competitive advantage.

What all firms should seek to avoid wherever possible is competing with an
undifferentiated product or service in too broad a market. One of the authors
frequently has to spell out to the self-employed consultants who seek his advice
that, without something different to offer (that is required by the market, of course!),
they will continue to struggle and will have to rely on the crumbs that fall from the
table of others.

This leads on to the second point.

2.8.2 Understand differentiation

Guideline 2 takes this point a little further and spells out the main sources of differ-
entiation. In the box below, the fifth item in the list, superior service, in particular
is likely to be the main source of competitive advantage, and firms should work
relentlessly towards the differential advantage that these sources will bring.

Understanding differentiation covers:

superior product quality;

innovative product features;

unique product or service;

strong brand name;

superior service (speed, responsiveness, ability to solve problems);
wide distribution coverage.

It is essential to be committed to innovation. Continuously strive to serve
customer needs better.

2.8.3 Understand the environment

Guideline 3 spells out what is meant by the word ‘environment’.

Although this one will be the least appealing to many organizations, nonetheless
there is now an overwhelming body of evidence to show that it is failure to monitor
the hostile environmental changes that is the biggest cause of failure in both large
and small companies. Had anyone predicted the demise of IBM over a decade ago,
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Figure 2.9 Understand the sources of competitive advantage

they would have been derided. Yet it was their failure to observe the changes taking
place about them that caused their current problems.

Clearly, ‘Marketing’ has a key role to play in the process. This means devoting at
least some of the key executives’ time and resources to monitoring formally the changes
taking place about them. If they do not know how to go about doing this, they should
get in a good consultant to start them off and then continue to do it themselves.

Understand the environment (opportunities and threats)

The macro environment:

e political/regulatory;
® €economic;

e technological;

e societal.

The market/industry environment:

market size and potential;
customer behaviour;
segmentation;

suppliers;

channels;

industry practices;
industry profitability.

Carry out a formal marketing audit.
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This leads on naturally to the next point.

2.8.4 Understand competitors

Guideline 4 is merely an extension of the marketing audit. Suffice it to say that, if
any organization, big or small, doesn’t know as much about its close competitors as
it knows about itself, it should not be surprised if it fails to stay ahead.

Again, if anyone is unsure how to go about this, use a consultant initially,
although our advice is to use a modicum of common sense and sweet reasonable-
ness in this process, stopping short, of course, at industrial espionage!

Closely connected with this is a final piece of information (in the box below) in
this process we have referred to as a marketing audit.

Understand competitors

Direct competitors.

Potential competitors.

Substitute products.

Forward integration by suppliers.
Backward integration by customers.
Competitors’ profitability.

Competitors’ strengths and weaknesses.

Develop a structured competitor monitoring process. Include the results in
the marketing audit.

2.8.5 Understand your own strengths and weaknesses

Guideline 5 sets out potential sources of differentiation for your own organization.
It represents a fairly comprehensive audit of the asset bases. Along with the other
two sections of the marketing audit (the environment and competitors), it is impor-
tant to make a written summary of your conclusions from all of this.

If you cannot summarize on a couple of sheets of paper the sources of your own
competitive advantage, it has not been done properly. If this is the case, the chances
are that you are relying on luck. Alas, luck has a habit of being somewhat fickle!
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Strengths and weaknesses

Carry out a formal position audit of your own product/market position in
each segment in which you compete. In particular, understand by segment:

what the qualifying features and benefits are;

what the differential features and benefits are;

how relatively important each of these is;

how well your product or service performs against your competitors’
products or services on each of these requirements.

2.8.6 Understand market segmentation

Guideline 6 looks somewhat technical and esoteric, at first sight. Nonetheless,
market segmentation is one of the key sources of commercial success and needs to
be taken seriously by all organizations, as the days of the easy marketability of
products and services have long since disappeared for all but a lucky few.

The secret of success, of course, is to change the offer in accordance with
changing needs and not to offer exactly the same product or service to everyone —
the most frequent, production-oriented mistake of large organizations.

Closely connected with this is the next point.

Market segmentation

e Not all customers in a broadly defined market have the same needs.
e Positioning is easy. Market segmentation is difficult. Positioning prob-
lems stem from poor segmentation.
e Seclect a segment and serve it. Do not straddle segments and sit between
them:
— Understand how your market works (market structure).
— List what is bought (including where, when, how, applications).
— List who buys (demographics, psychographics).
— List why they buy (needs, benefits sought).
— Search for groups with similar needs.

2.8.7 Understand the dynamics of product/market evolution

Whilst at first sight Guideline 7 looks as if it applies principally to large companies,
few will need reminding of the short-lived nature of many retailing concepts, such
as the boutiques of the late 1980s. Those who clung doggedly on to a concept that
had had its day lived to regret it.
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2.8.8 Understand your portfolio of products and markets

Guideline 8 suggests plotting either products/services or markets (or, in some cases,
customers) on a vertical axis in order of the potential of each for you to achieve
your personal and commercial objectives as, clearly, they can’t all be equal. Organ-
izations will obviously have greater or lesser strengths in serving each of these
‘markets’. For each location on the four-box matrix in Figure 2.10, put a circle, the
size of which represents current sales. This will give a reasonably accurate “picture’
of your business at a glance and will indicate whether or not it is a well-balanced
portfolio. Too much in any one box is dangerous.

Understand your portfolio of products and markets

You cannot be all things to all people. A deep understanding of portfolio
analysis will enable you to set appropriate objectives and allocate resources
effectively. Portfolio logic arrays competitive position against market attrac-
tiveness in a matrix form (Figure 2.10):

High Low
(7]
$ High 2 3
o
2
8
®
g
g Low 1 4

Competitive position

Figure 2.10 The McDonald Portfolio Matrix

Box 1: Maintain and manage for sustained earnings.
Box 2: Invest and build for growth.

Box 3: Selectively invest.

Box 4: Manage for cash.

Follow the guidelines given and there is no reason why any firm should not have a
healthy and growing business.
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2.8.9 Set clear strategic priorities and stick to them

Guideline 9 suggests writing down the results of your earlier endeavours in summary
form (a marketing/business plan).

Set clear strategic priorities

e Focus your best resources on the best opportunities for achieving contin-
uous growth in sales and profits.
e This means having a written strategic marketing plan for three years
containing:
— a mission statement;
— afinancial summary;
— a market overview;
— SWOT analyses on key segments;
— aportfolio summary;
— assumptions;
— marketing objectives and strategies;
— abudget.
e This strategic plan can then be converted into a detailed one-year plan.
To do this, an agreed marketing planning process will be necessary.
e Focus on key performance indicators with an unrelenting discipline.

Whilst it is not our intention to stifle creativity by suggesting that any firm should
get into a bureaucratic form of planning, it remains a fact that those individuals and
organizations that can make explicit their intended sources of revenue and profits
tend to thrive and prosper in the long term. This implies something more sophisti-
cated than forecasts and budgets. Commercial history has demonstrated that any
fool can spell out the financial results they wish to achieve. But it takes intellect to
spell out how they are to be achieved. This implies setting clear strategic priorities
and sticking to them.

2.8.10 Understand customer orientation

Guideline 10 will be familiar to all successful firms. BS 5750, ISO 9001 and the
like, whilst useful for those with operations such as production processes, have
little to do with real quality, which, of course, can be seen only through the eyes of
the customer. It is obvious that making anything perfectly that no one buys is some-
what of a pointless exercise.
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Understand customer orientation

e Develop customer orientation in all functions. Ensure that every function
understands that it is there to serve the customer and not its own narrow
functional interests.

e This must be driven from the board downwards.

e Where possible, organize in cross-functional teams around customer
groups and core processes.

e Make customers the arbiter of quality.

Whilst it is, perhaps, easier for small companies than for large companies to check
out customer satisfaction, this should nonetheless be done continuously, for it is
clearly the only real arbiter of quality.

2.8.11 Be professional

Guideline 11 sets out some of the marketing skills essential to continuous success.
Professional management skills, particularly in marketing, are becoming the hall-
mark of commercial success in the new millennium. There are countless profes-
sional development skills courses available to all firms. Alas, too many directors
consider themselves too busy to attend, which is extremely short-sighted. Entrepre-
neurial skills, combined with hard-edged management skills, will see any firm
through in the new world of the twenty-first century.

Be professional

Particularly in marketing, it is essential to have professional marketing skills,
which implies formal training in the underlying concepts, tools and tech-
niques of marketing. In particular, the following are core:

market research;

gap analysis;

market segmentation/positioning;

product life cycle analysis;

portfolio management;

the four Ps:

— product management;

— pricing;

— place (customer service, channel management);

— promotion (selling, sales force management, advertising, sales
promotion).
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2.8.12 Give leadership

Guideline 12 sets out the final factor for success.

Give leadership

e Do not let doom and gloom pervade your thinking.

e The hostile environment offers many opportunities for companies with
toughness and insight.

e [ead your team strongly.

e Do not accept poor performance in the most critical positions.

Charismatic leadership, however, without the 11 other pillars of success will be to
no avail. Few will need reminding of the charisma of Maxwell, Halpern, Saunders
and countless others. Charisma, however, without something to sell that the market
values, will ultimately be pointless. It is, nonetheless, still an important ingredient
in success.

2.9 Conclusions

Lest readers should think that the 12 factors for success are a figment of the imagi-
nation, there is much recent research to suggest otherwise. The four ingredients
listed in Figure 2.11 are common to all commercially successful organizations,
irrespective of their national origin:

1. From this it can be seen that the core product or service on offer has to be
excellent.
2. Operations have to be efficient and, preferably, state-of-the-art.

(Core value) (Efficiency)

Product/
service

<«—— | Processes

Professional
marketing HEZDE
(Understanding (Creativity)

market needs)

Figure 2.11 The four abiding characteristics of successful organizations
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3. The research stresses the need for creativity in leadership and personnel, some-
thing frequently discouraged by excessive bureaucracy in large organizations.

4. Excellent companies have professional marketing. This means that the organi-
zation continuously monitors the environment, the market, competitors and its
own performance against customer-driven standards.

Having taken a quick ‘Cook’s tour’ through strategic and operational marketing
planning, it will be made clear later in this book where and how marketing account-
ability fits in.

References

Porter, M E (1985) Competitive Advantage: Creating and sustaining superior performance,
Free Press, New York

Smith, B D (2003) ‘The effectiveness of strategy making processes in medical markets’,
PhD thesis, Cranfield University, Cranfield



55 .

A three-level marketing
accountability framework

Summary

This chapter examines marketing investment appraised techniques and then intro-
duces a three-level model for marketing accountability.

The first level spells out how to assess whether marketing strategies create or
destroy shareholder value using a technique developed by the Cranfield School
of Management Marketing Value Added Research Club. The second-level model
—also emanating from the Cranfield Research Club — links all expenditure relating
to products, markets and customers to corporate revenue and profit objectives
and clearly demonstrates what should be measured, why, when, and how
frequently. Finally, the third-level accountability framework relates to promo-
tional expenditure.

3.1 Introduction

The ultimate test of marketing investment, and indeed any investment, is whether
it creates value for shareholders. But few marketing investments are evaluated from
this perspective, and many would argue that it is almost impossible to link financial
results to any specific marketing activity.

But increasingly boards of directors and city analysts the world over are dissatis-
fied with this lack of accountability for what are, very often, huge budgets. Cran-
field School of Management has been addressing this problem through its Marketing
Value Added Research Club, formed with a number of blue-chip companies. The
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club set out to create and test a new framework, which shows how marketing
systematically contributes to shareholder value, and how its contribution can be
measured in an objective and comparable way.

There is an urgent need for such a framework. Not only does marketing need it,
to answer the widespread accusations of poor performance, but corporate and
financial strategists need it too, to understand how to link marketing activities to the
wider corporate agenda. All too often marketing objectives and strategies are not
aligned with the organization’s overall plans to increase shareholder value.

The purpose of this chapter is to set out the logic of this framework, which is
underpinned by the work of two Cranfield PhDs (H N Wilson, 1996, and B D
Smith, 2003).

The chapter starts with a brief justification of the need for a wholly new approach
to measuring the effectiveness of marketing. It then proceeds to the second level in
the accountability framework developed in the Cranfield Research Club.

3.2 A three-level marketing accountability
framework

3.2.1 What counts as marketing expenditure?

Historically, marketing expenditure has tended to escape rigorous performance
appraisal for a number of reasons. Firstly, there has been real confusion as to the
true scope and nature of marketing investments. Too often, marketing expenditure
has been assumed to be only the budgets put together by the marketing function
and, as such, a (major) cost to be controlled rather than a potential driver of value.
Secondly, the causal relationship between expenditure and results has been regarded
as too difficult to pin down to any useful level of precision.

Now, as explained in Chapter 1, because of the demands of increasingly
discerning customers and greater competition, marketing investments and marketing
processes are under scrutiny as never before. From the process point of view, as a
result of insights from management concepts such as the quality movement and
re-engineering, marketing is now much more commonly seen as a cross-functional
responsibility of the entire organization rather than just the marketing department’s
problem.

Howard Morganis, past chairman of Procter & Gamble, said, ‘There is no such
thing as a marketing skill by itself. For a company to be good at marketing, it must
be good at everything else from R&D to manufacturing, from quality controls to
financial controls.” Hugh Davidson, in Even More Offensive Marketing (1997),
comments, ‘Marketing is an approach to business rather than a specialist discipline.
It is no more the exclusive responsibility of the marketing department than profit-
ability is the sole charge of the finance department.’

But there is also a growing awareness that, because of this wider interpretation
of marketing, nearly all budgets within the company could be regarded as marketing
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investments in one way or another. This is especially the case with IT budgets. The
exponential increase in computing power has made it possible to track customer
perceptions and behaviours on a far greater scale and with far greater precision than
previously. When used correctly, these databases and analytical tools can shed a
much greater light on what really happens inside the ‘black box’. However, the
sums involved in acquiring such technologies are forcing even the most slapdash of
companies to apply more rigorous appraisal techniques to their investments in this
area.

This wider understanding of what ‘marketing’ is really all about has had a number
of consequences. Firstly, the classic textbook treatment of strategic issues in
marketing has finally caught up with reality. Topics such as market and customer
segmentation, product and brand development, databases and customer service and
support are now regularly discussed at board level, instead of being left to opera-
tional managers or obscure research specialists.

CEOs and MDs are increasingly accepting that they must take on the role of
chief marketing officer if they want to create truly customer-led organizations. Sir
Clive Thompson commented: ‘I am convinced that corporate and marketing
strategy are more or less the same things. The chief executive has to be the chief
marketer. If you delegate that responsibility, you are not doing your job.’

Secondly, because of their ‘new’ mission-critical status, marketing investments
are attracting the serious attention of finance professionals. As part of a wider revo-
lution in thinking about what kind of corporate assets are important in today’s busi-
ness environment, intangibles such as knowledge about customers and markets, or
the power of brands, have assumed a new importance. Evidence for this is provided
in Chapter 1. The race is on to find robust methods of quantifying and evaluating
such assets for the benefit of corporate managements and the wider investment
community.

Unfortunately, this new focus on the importance of marketing has not improved
the profile of marketing professionals. Instead, the spotlight has merely highlighted
their weaknesses and shortcomings. After one 1997 survey on the perceived status
of the profession, John Stubbs, CEO of the UK Marketing Council, was forced to
comment:

I was taken aback by just how little reputation marketing actually has among
other functions... marketing and marketers are not respected by the people in
their organizations for their contributions to business strategy, results or
internal communication. We often do not know what or who is good or bad at
marketing; our measurements are not seen as credible; our highest qualifica-
tions are not seen to have compatible status with other professions.

A survey at Cranfield during a two-year period revealed that marketers are seen as
‘slippery, expensive, unreliable and unaccountable’.

A study by Synesis in 2000 confirmed this perception of the marketing function.
Synesis found ‘a self-confident profession with high self-esteem’, which unfortu-



B 58 MARKETING ACCOUNTABILITY

nately had ‘some way to go to convince [its colleagues] that marketing is as effec-
tive as it could be’.

3.2.2 What does ‘value added’ really mean?

The term ‘value added’ is fast becoming the new mantra for the early-21st-century
business literature, and is often used quite loosely to indicate a business concept that
is intended to exceed either customer or investor expectations, or both. However,
from the point of view of this chapter, it is important to realize that the term has its
origin in a number of different management ideas, and is used in very specific ways
by different sets of authors. Most of the ideas come from the United States, and
originated in business school and consultancy research in the mid-1980s.

3.2.3 Value chain analysis

Firstly, there is Michael Porter’s well-known concept of value chain analysis.
Porter’s concept of value added is an incremental one; he focuses on how succes-
sive activities change the value of goods and services as they pass through various
stages of a value chain:

Value chain analysis is used to identify potential sources of economic advan-
tage. The analysis disaggregates a firm into its major activities in order to
understand the behaviour of costs and the existing and potential sources of
differentiation. It determines how the firm’s own value chain interacts with
the value chains of suppliers, customers and competitors. Companies gain
competitive advantage by performing some or all of these activities at lower
cost or with greater differentiation than competitors.

(Porter, 1985)

3.2.4 Shareholder value added (SVA)

Secondly, there is Alfred Rappaport’s equally well-known research on shareholder
value added. Rappaport’s concept of value added focuses less on processes than
Porter’s, and acts more as a final gateway in decision making, although it can be
used at multiple levels within a firm. SVA is described as:

The process of analysing how decisions affect the net present value of cash to
shareholders. The analysis measures a company’s ability to earn more than its
total cost of capital... Within business units, SVA measures the value the unit
has created by analysing cash flows over time. At the corporate level, SVA
provides a framework for evaluating options for improving shareholder value
by determining the tradeoffs between reinvesting in existing businesses,
investing in new businesses and returning cash to stockholders.

(Rappaport, [1986] 1998)
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There are a number of different ways of measuring shareholder value added, one of
which, market value added (MVA), needs further explanation. Market value added
is a measure, first proposed by consultants Stern Stewart in 1991, which compares
the total shareholder capital of a company (including retained earnings) with the
current market value of the company (capitalization and debt). When one is
deducted from the other, a positive result means value has been added, and a nega-
tive result means investors have lost out. Within the literature, there is much discus-
sion of the merits of this measure as against those of another approach proposed by
Stern Stewart — economic value added (EVA).

However, from the point of view of marketing value added, Walters and Halliday
(1997) usefully sum up the discussion thus: ‘As aggregate measures and as relative
performance indicators they have much to offer... [but] how can the manager
responsible for developing and/or implementing growth objectives [use them] to
identify and select from alternative [strategic] options?’

Market value added is one of a number of tools that analysts and the capital
markets use to assess the value of a company. Marketing value added as a research
topic focuses more directly on the processes of creating that value through effective
marketing investments.

3.2.5 Customer value

A third way of looking at value added is the customer’s perception of value. Unfor-
tunately, despite exhaustive research by academics and practitioners around the
world, this elusive concept has proved almost impossible to pin down: ‘What
constitutes [customer] value — even in a single product category — appears to be
highly personal and idiosyncratic’, concludes Zeithaml (1988), for instance. Never-
theless, the individual customer’s perception of the extra value represented by
different products and services cannot be easily dismissed: in the guise of measures
such as customer satisfaction and customer loyalty, it is known to be the essence of
brand success, and the whole basis of a new movement known as ‘relationship
marketing’.

3.2.6 Accounting value

Finally, there is the accountant’s definition of value added: ‘value added = sales
revenue — purchases and services’. Effectively, this is a snapshot picture from the
annual accounts of how the revenue from a sales period has been distributed, and
how much is left over for reinvestment after meeting all costs, including share-
holder dividends. Although this figure will say something about the past viability
of a business, in itself it does not provide a guide to future prospects.

One reason that the term ‘value added’ has come to be used rather carelessly is
that all these concepts of value, although different, are not mutually exclusive.
Porter’s value chain analysis is one of several extremely useful techniques for iden-
tifying potential new competitive market strategies. Rappaport’s SVA approach can
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be seen as a powerful tool that enables managers to cost out the long-term financial
implications of pursuing one or other of the competitive strategies that have been
identified. Customer perceptions are clearly a major driver (or destroyer) of annual
audited accounting value in all companies, whatever strategy is pursued.

However, most companies today accept that value added, as defined by their
annual accounts, is really only a record of what they achieved in the past, and that
financial targets in themselves are insufficient as business objectives. Many compa-
nies are now convinced that focusing on more intangible measures of value added
such as brand equity, customer loyalty or customer satisfaction is the new route to
achieving financial results.

Unfortunately, research has found that there is no neat, causal link between
offering additional customer value and achieving value added on a balance
sheet, ie good ratings from customers about perceived value do not necessarily
lead to financial success. Nor do financially successful companies necessarily
offer products and services that customers perceive as offering better value
than competitors.

In order to explain the link that does exist between customer-orientated strate-
gies and financial results, a far more rigorous approach to forecasting costs and
revenues is required than is usual in marketing planning, coupled with a longer-
term perspective on the payback period than is possible on an annual balance sheet.
This cash-driven perspective is the basis of the SVA approach, and can be used in
conjunction with any marketing-strategy formulation process.

However, despite the SVA approach’s apparent compatibility with existing plan-
ning systems, it is important to stress that adherents of the approach believe that,
after all the calculations have been made about the impact of different strategic
choices, the final decision about which strategy to pursue should be in favour of the
one that generates the most value (cash) for shareholders. This point of view adds
a further dimension to the strategic debate, and is by no means universally accepted:
there is a vigorous and ongoing debate in the literature as to whether increasing
shareholder value should be the ultimate objective of a corporation.

Despite these arguments, there is no denying that, during the last 15 years, SVA
(or variants on the technique) has become the single most dominating corporate
valuation perspective in developed Western economies. Its popularity tends to be
limited to the boardroom and the stock exchanges, however. Several surveys (eg
CSF Consulting in 2000 and KPMG in 1999) have found that less than 30 per cent
of companies were pushing SVA-based management techniques down to an opera-
tional level, because of difficulties in translating cash targets into practical, day-to-
day management objectives. This is a pity because, apart from its widespread use
at corporate level, the SVA approach particularly merits extensive attention of
researchers interested in putting a value on marketing, as it allows marketing invest-
ments (or indeed any investments) to be valued over a much longer period of time
than the usual one-year budget cycle.

Although common sense might argue that developing strong product or service
offerings and building up a loyal, satisfied customer base will usually require a
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series of one- to two-year investment plans in any business, nevertheless such is the
universal distrust of marketing strategies and forecasts that it is common practice
in most companies to write off marketing as a cost within each year’s budget. It is
rare for such expenditure to be treated as an investment that will deliver results
over a number of years, but research shows that companies that are able to do this
create a lasting competitive edge.

Meanwhile, as stated earlier, research into marketing accountability continues
apace at Cranfield; a three-level model has been developed and tested, and it is to
this model that we now turn.

3.3 Three distinct levels for measuring marketing
effectiveness

When one of the authors was marketing director of a fast-moving consumer goods
(FMCG) company 30 years ago, there were many well-tried-and-tested models for
measuring the effectiveness of marketing promotional expenditure. Indeed, some
of these were quite sophisticated and included mathematical models for promo-
tional campaigns, for advertising threshold and wear-out levels, and the like.

Indeed, it would be surprising if marketing as a discipline did not have its own
quantitative models for the massive expenditure of FMCG companies. Over time,
these models have been transferred to business-to-business and service companies,
with the result that, today, any organizations spending substantial sums of share-
holders” money on promotion should be ashamed of themselves if those respon-
sible could not account for the effectiveness of such expenditure.

Nonetheless, with the advent of different promotional methods and channels,
combined with an empowered and more sophisticated consumer, the problems of
measuring promotional effectiveness have increased considerably. Consequently,
this remains one of the major challenges facing the marketing community today
and, as mentioned above, the research and practice of specialists at Cranfield School
of Management continue apace.

But, at this level, accountability can be measured only in terms of the kinds of
effects that promotional expenditure can achieve, such as awareness, or attitude
change, both of which can be measured quantitatively.

But to assert that such expenditure can be measured directly in terms of sales or
profits is intellectually indefensible, when there are so many other variables that
affect sales, such as product efficacy, packaging, price, the sales force, competitors
and countless other variables that, like advertising, have an intermediate impact on
sales and profits. Again, however, there clearly is a cause-and-effect link; otherwise
such expenditure would be pointless. This issue is addressed later in this chapter.

So the problem with marketing accountability has never been with how to
measure the effectiveness of promotional expenditure, for this we have had for
many years. No, the problem occurs because marketing isn’t just a promotional
activity. As explained in detail in Chapter 2, in world-class organizations where the



B 62 MARKETING ACCOUNTABILITY

customer is at the centre of the business model, marketing as a discipline is respon-
sible for defining and understanding markets, for segmenting these markets, for
developing value propositions to meet the researched needs of the customers in the
segments, for getting buy-in from all those in the organization responsible for
delivering this value, for playing their own part in delivering this value, and for
monitoring whether the promised value is being delivered.

Indeed, this definition of marketing as a function for strategy development as
well as for tactical sales delivery, when represented as a map (see Figure 3.1), can
be used to clarify the whole problem of how to measure marketing effectiveness.
From this map, it can be seen that there are three levels of measurement, or
metrics.

3.3.1 Level 1: shareholder value added

Level 1 1s the most vital of all three, because this is what determines whether or not
the marketing strategies for the longer term (usually three to five years) destroy or
create shareholder value added. It is justified to use the strategic plan for assessing
whether shareholder value is being created or destroyed because, as Sean Kelly
(2005) agrees: ‘The customer is simply the fulcrum of the business and everything
from production to supply chain, to finance, risk management, personnel manage-
ment and product development, all adapt to and converge on the business value
proposition that is projected to the customer.’

Thus, corporate assets and their associated competences are relevant only if
customer markets value them sufficiently highly for them to lead to sustainable
competitive advantage, or shareholder value added. This is our justification for

- Strategic zone
Define markets Wheregmetrics

and understand are defined
value (Level 1)

o -

Monitor Determine
value value
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Measurement
zone where

metrics are Deliver
applied (Levels value
2 and 3)

Figure 3.1 Map of the marketing domain and the three-level accountability
framework
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evaluating the strategic plan for what is to be sold, to whom and with what projected
effect on profits as a route to establishing whether shareholder value will be created
or destroyed.

A company’s share price, the shareholder value created and the cost of capital are
all heavily influenced by one factor: risk. Investors constantly seek to estimate the
likelihood of a business plan delivering its promises, whilst the boards try to demon-
strate the strength of their strategy. Research since 2002 from Cranfield School of
Management into Marketing Due Diligence and shareholder value added provides
insight and tools to do both.

How much is a company really worth? We spelled out in Chapter 1 the huge
discrepancy between the tangible assets and the share price; there are innumerable
tools that try to estimate the true value of intangibles and goodwill. However, these
mostly come from a cost-accounting perspective. They try to estimate the cost of
re-creating the brand, intellectual property or whatever is the basis of intangible
assets. Our research into companies that succeed and fail suggests that approach is
flawed, because what matters is not the assets owned but how they are used. We
need to get back to the basics of what determines company value.

We should never be too simplistic about business, but some things are funda-
mentally simple. We believe that a company’s job is to create shareholder value,
and the share price reflects how well the investment community thinks that is being
done. Whether or not shareholder value is created depends on creating profits
greater than investors might get elsewhere at the same level of risk. The business
plan makes promises about profits, which investors then discount against their esti-
mate of the chance a company will deliver it. So it all comes down to that. A
company says it will achieve $1 billion; investors and analysts think it is more
likely to be $0.8 billion. The capital markets revolve around perceptions of risk.
What boards and investors both need therefore is a strategic management process
that gives a rigorous assessment of risk and uses that to assess and improve share-
holder value creation. Just such a process has emerged from many years of research
at Cranfield, a process we have called, appropriately, Marketing Due Diligence.

There is a whole chapter dedicated to explaining this process (Chapter 4), so we
will provide only a brief summary here.

3.3.1.1 Where does risk come from?

Marketing Due Diligence begins by looking for the risk associated with a compa-
ny’s strategy. Evaluation of thousands of business plans suggests that the many
different ways that companies fail to keep their promises can be grouped into three
categories:

1. The market wasn’t as big as they thought.
2. They didn’t get the market share they hoped for.
3. They didn’t get the profit they hoped for.
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Of course, a business can fail by any of these routes or a combination of them. The
risk inherent in a plan is the aggregate of these three categories, which we have
called, respectively, market risk, strategy risk and implementation risk. The chal-
lenge is to assess accurately these risks and their implications for shareholder value
creation.

Our research found that most estimates of business risk were unreliable because
they grouped lots of different sources of risk under one heading. Since each source
of risk is influenced by many different factors, this high-level approach to assessing
business risk is too simplistic and inherently inaccurate. A better approach is to
subdivide business risk into as many sources as practically possible, estimate those
separately and then recombine them. This has two advantages. Firstly, each risk
factor is ‘cleaner’, in that its causes can be assessed more accurately. Secondly,
minor errors in each of the estimations cancel each other out. The result is a much
better estimate of overall risk.

3.3.1.2 How risky is a business?

Marketing Due Diligence makes an initial improvement over high-level risk esti-
mates by assessing market, strategy and implementation risk separately. However,
even those three categories are not sufficiently detailed. We need to understand the
components of each, which have to be teased out by careful comparison of successful
and unsuccessful strategies. Our research indicated that each of the three risk
sources could be subdivided further into five risk factors, making 15 in all. These
are summarized in Table 3.1.

Armed with this understanding of the components and sub-components of
business risk, we are now halfway to a genuine assessment of our value creation
potential. The next step is to assess accurately our own business against each of
the 15 criteria and use them to evaluate the probability that our plan will deliver
its promises.

This gradation of risk level is not straightforward. It is too simplistic to reduce
risk assessment to a tick-box exercise. However, a comparison of a strategy against
a large sample of a company’s other strategies does provide a relative scale. By
comparing, for instance, the evidence of market size, or the homogeneity of target
markets, or the intended sources of profit, against this scale, a valid, objective
assessment of the risk associated with a business plan can be made.

3.3.1.3 What use is this knowledge?

Marketing Due Diligence involves the careful assessment of a business plan and
the supporting information behind it. In this assessment, it discounts subjective
opinions and sidesteps the spin of investor relations. At the end of the process the
output is a number, a tangible measure of the risk associated with a chosen strategy.
This number is then applied in the tried-and-trusted calculations that are used to
work out shareholder value. Now, in place of a subjective guess, we have a research-



Table 3.1 Factors contributing to risk

Overall risk associated with the business plan

Market risk Strategy risk Implementation risk
Product category risk, which is lower if the = Target market risk, which is lower if the Profit pool risk, which is lower if the targeted
product category is well established and target market is defined in terms of homoge- profit pool is high and growing and higher if
higher for a new product category. neous segments and higher if it is not. it is static or shrinking.
Segment existence risk, which is lower if ~ Proposition risk, which is lower if the Competitor impact risk, which is lower if the
the target segment is well established and ~ proposition delivered to each segment is profit impact on competitors is small and
higher if it is a new segment. segment specific and higher if all segments  distributed and higher if it threatens a

are offered the same thing. competitor’s survival.
Sales volumes risk, which is lower if the SWOT risk, which is lower if the strengths  Internal gross margin risk, which is lower if
sales volumes are well supported by and weaknesses of the organization are the internal gross margin assumptions are
evidence and higher if they are guessed. correctly assessed and leveraged by the conservative relative to current products and

strategy and higher if the strategy ignores  higher if they are optimistic.
the firm’s strengths and weaknesses.

Forecast risk, which is lower if the forecast Uniqueness risk, which is lower if the target Profit sources risk, which is lower if the

growth is in line with historical trends and ~ segments and propositions are different source profit is growth in the existing profit
higher if it exceeds them significantly. from those of the major competitors and pool and higher if the profit is planned to
higher if the strategy goes ‘head on’. come from the market leader.

Pricing risk, which is lower if the pricing Future risk, which is lower if the strategy Other costs risk, which is lower if assump-

assumptions are conservative relative to allows for any trends in the market and tions regarding other costs, including
current pricing levels and higher if they are  higher if it fails to address them. marketing support, are higher than existing
optimistic. costs and higher if they are lower than current o

costs. m
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based and objective answer to the all-important question: does this plan create
shareholder value?

Too often, the answer is no. When risk is allowed for, many business plans create
less value than putting the same money in normal times into a bank account or
index-linked investment. Such plans, of course, actually destroy shareholder value
because their return is less than the opportunity cost of the investment. An accurate
assessment of value creation would make a huge difference to the valuation of the
company. The result of carrying out Marketing Due Diligence is, therefore, of great
interest and value to both sides of the capital market.

For the investment community, Marketing Due Diligence allows a much more
informed and substantiated investment decision. Portfolio management is made
more rational and more transparent. Marketing Due Diligence provides a standard
by which to judge potential investments and a means to see through the vagaries of
business plans.

For those seeking to satisfy investors, the value of Marketing Due Diligence lies
in two areas. Firstly, it allows a rigorous assessment of the business plan in terms
of its potential to create shareholder value. A positive assessment then becomes a
substantive piece of evidence in negotiations with investors and other sources of
finance. If, on the other hand, a strategy is shown to have weaknesses, the process
not only pinpoints them but also indicates what corrective action is needed.

For both sides, the growth potential of a company is made more explicit, easier
to measure and harder to disguise.

For anyone involved in running a company or investing in one, Marketing Due
Diligence has three messages. Firstly, business needs a process that assesses share-
holder value creation, and hence the value of a company, in terms of risk rather than
the cost of replacing intangible assets. Secondly, business risk can be dissected,
measured and aggregated in a way that is much more accurate than a high-level
judgement. Finally, Marketing Due Diligence is a necessary process for both inves-
tors and companies.

Eventually, we anticipate that a process of Marketing Due Diligence will become
as de rigueur for assessing intangible value as financial due diligence is for its
tangible counterpart. Until then, early adopters will be able to use it as a source of
competitive advantage in the capital market.

This high-level process for marketing accountability, however, still does not
resolve the dilemma of finding an approach that is better than the plethora of metrics
with which today’s marketing directors are bombarded, so Cranfield’s Research
Club took this issue on board in an attempt to answer the following questions:

e What needs to be measured?

e Why does it need to be measured?

e How frequently does it need to be measured?
e To whom should it be reported?

e What is the relative importance of each?
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The approach we took to answering these questions was to drive metrics from a
company’s strategy, and the model shown as Figure 3.2 was developed. This clearly
shows the link between lead indicators and lag indicators.

Again, this process model is explained in much greater detail in Chapter 5, so
here we will provide a brief summary only.

3.4 Level 2: linking activities and attitudes to
outcomes

Few academics or practitioners have addressed this second level to date, which
links marketing actions to outcomes in a more holistic way. We shall describe it
briefly here, although it must be stressed that it is central to the issue of marketing
metrics and marketing effectiveness.

First, however, let us destroy once and for all one of the great myths of measure-
ment — marketing return on investment. This implies ‘return’ divided by ‘invest-
ment’ and, for marketing expenditure such as promotional spend, it is an
intellectually puerile notion. It’s a bit like demanding a financial justification for
the wings of an aircraft! Also, as McGovern et al (2004) say:

Lead indicators

Figure 3.2 Overall Marketing Metrics model
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Measuring marketing performance isn’t like measuring factory output — a fact
that many non-marketing executives don’t grasp. In the controlled environ-
ment of a manufacturing plant, it’s simple to account for what goes in one end
and what comes out the other and then determine productivity. But the output
of marketing can be measured only long after it has left the plant.

Neither are the budget and all the energy employed in measuring it a proxy for
measuring marketing effectiveness, a point we emphasized in great detail in
Chapter 1.

With this important warning, how do we set about linking our marketing activ-
ities to our overall objectives? We will start with the Ansoff Matrix shown in
Figure 3.3.

Each of the cells in each box (cells will consist of products for segments) is a
planning unit, in the sense that objectives will be set for each for volume, value
and profit for the first year of the strategic plan. For each of the product-for-
segment cells, having set objectives, the task is then to determine strategies for
achieving them. The starting point for these strategies is critical success factors
(CSFs), the factors critical to success in each product for segment, which will be
weighted according to their relative importance to the customers in the segment.
See Figure 3.4.

In these terms, a strategy will involve improving one or more CSF scores in one
or more product-for-segment cells. It is unlikely, though, that the marketing func-
tion will be directly responsible for what needs to be done to improve a CSF. For
example, issues like product efficacy, after-sales service, channel management and
sometimes even price and the sales force are often controlled by other functions, so

Increasing technological newness
Products Marketing objectives
Present New per segment
* Selling existing
products to existing

Market Product markets
penetration development * Extending existing
products to new
markets

* Developing new
products for existing
markets

Diversification * Developing new

products for new

markets

Present

Market

New :
e extension

Increasing market newness
Markets

A 4

Metric to ‘ Critical success
measure progress factors

Figure 3.3 Ansoff Matrix
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Critical success Weighting Your Competitor ~ Competitor =~ Competitor
factors factor organization A B C
]

» Strategies to improve
competitive position/achieve objectives over time (4Ps)
‘ * Metrics (each CSF) to measure performance over time in

achieving goals

Total weighted
score
(score x weight)

100

Figure 3.4 Critical success factors: in each segment, defined by the segment

marketing needs to get buy-in from these functions to the need to improve the CSF
scores.

It is very rare for this information to be perfectly available to the marketer. While
models such as price sensitivity, advertising response or even marketing mix or
econometric approaches may help to populate the CSF form, there are generally
several other factors where information is less easy to gather. Nevertheless, a CSF
analysis indicates where metrics are most needed, which can steer the organization
towards measuring the right things.

Figure 3.5 shows another level of detail, ie the actions that have to be taken, by
whom and at what cost.

Figure 3.6 shows how these actions multiply for each box of the Ansoff Matrix.

Figure 3.5 Actions, responsibilities and costs

Intention/ Plan/ Strategy/ Objectives/ Forecast/
actuality action response results profit
Business . Budget Actions Critical Product
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Figure 3.6 Expanded model based on the Ansoff Matrix

There are other factors, of course, that influence what is sold and to whom. These
may be referred to as ‘hygiene factors’ (HFs), ie those standards that must be
achieved by any competitor in the market. Other factors may be referred to as
‘productivity factors’ (PFs), ie those issues that may impact on an organization’s
performance unless the required productivity is achieved in its relevant activities.

Thus, it can be seen how the expenditure on marketing and other functional
actions to improve CSFs can be linked to marketing objectives and, ultimately, to
profitability, and it becomes clear exactly what must be measured and why. It also
obviates the absurd assumption that a particular marketing action can be linked
directly to profitability. It can be linked only to other weighted CSFs, which, if
improved, should lead to the achievement of volumes, value and, ultimately,
profits.

Figure 3.2 is repeated here (as Figure 3.7), as it summarizes all of this in one flow
chart, which clearly spells out the difference between ‘lag indicators’ and ‘lead
indicators’. Lead indicators are the actions taken and the associated expenditure
that is incurred. These include, of course, promotional expenditure, which will be
addressed in Chapter 11. Lag indicators are the outcomes of these actions and
expenditures and need to be carefully monitored and measured. Thus, retention by
segment, loss by segment, new customers, new product sales, channel performance
and the like are outcomes, but these need to be linked back to the appropriate
inputs.

There is one other crucial implication to be drawn from this model. Most oper-
ating boards, on scrutinizing profit and loss accounts, typically see only one line
for revenue, whilst costs are covered in considerable detail, and it is around costs
that most of the discussion takes place. In the view of the authors, there should
be at least two sets of figures — one to detail where the sales revenue has come
from, as outlined above, and another to detail costs. A key task of marketers,
rarely carried out, is to link the two documents together. Figure 3.7 goes some
way towards this.
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Figure 3.7 Overall Marketing Metrics model

We stress, however, that the corporate revenue and profits shown at the right of
Figures 3.2, 3.5, 3.6 and 3.7 are not the same as sharecholder value added, which
takes account of the risks involved in the strategies, the time value of money and
the cost of capital. This brings us to Level 3.

3.5 Level 3: micro measurement

Level 3 is the fundamental and crucial level of micro promotional measurement we
have described above and that was referred to earlier in this chapter. Measurement
techniques for measuring the effectiveness of promotional expenditure have been
developing over the past 50 years and are relatively sophisticated. This level of
marketing accountability, then, is not a problem in our view, although from Figure
3.7 it should be possible to understand how these micro measurements fit in with
the other two levels of measurement described in this chapter.
A more detailed exploration of these micro measures is given in Chapter 11.

Acknowledgement

The authors are indebted to Professor Shaw of Cass Business School, who worked
closely with Professor Malcolm McDonald in setting up and running the first



B 72 MARKETING ACCOUNTABILITY

Cranfield Marketing Value Added Research Club and for providing some of the
domain review material in the early part of this chapter.

References

Davidson, H (1997) Even More Offensive Marketing, Penguin Books, London

Kelly, S (2005) The Customer Information Wars, Wiley, Chichester

McGovern, G et al (2004) Marketing performance measurement, Harvard Business Review,
November

Porter, M E (1985) Competitive Advantage: Creating and sustaining superior performance,
Free Press, New York

Rappaport, A ([1986] 1998) Creating Shareholder Value, rev edn, Free Press, New York

Walters, D and Halliday, M (1997) Marketing and Finance: Working the interface, Allen &
Unwin, St Leonards, New South Wales

Zeithaml, V' A (1988) Consumer conceptions of price, quality and value, Journal of
Marketing, 52, pp 2-22



73 1

A process of Marketing
Due Diligence

Summary

The purpose of this chapter is to expand on the introduction given to Marketing
Due Diligence in Chapter 3.

Despite what many non-marketers think, marketing is much more than just
promotion. It is much more, even, than designing and delivering the ‘marketing
mix’ of promotion, product, pricing, place (distribution), process, people and phys-
ical evidence. As discussed in Chapter 3, methods for measuring the effectiveness
of these more obvious marketing activities have been in place for years. Whilst
these tactical measures have their place, they tell us little about the effectiveness of
the marketing strategy, that part of the marketing process that concerns itself with
understanding the market and deciding what parts of it to focus upon and with what
value propositions. It is with this aspect of marketing that the Marketing Due Dili-
gence process concerns itself.

Marketing, in this broad strategic sense, is closely correlated to shareholder
value. It is the choice of which customer segments to focus upon and what to offer
them that lies at the root of sustainable competitive advantage. Good choices create
customer preference, which in turn creates better return on investment. Looked at
through the lens of business risk, as investors do, strong strategy reduces the risk
associated with a promised return. To investors, it is the risk-adjusted rate of return
that matters, and managing risk is as important as managing returns, sometimes
more so.

The Marketing Due Diligence process involves both diagnostic and therapeutic
stages. The first evaluates business risk and assesses whether the plan creates or
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destroys shareholder value. The second, building on the outcomes of the first,
adapts the business plan to improve its risk profile and enhance shareholder value
creation. Marketing Due Diligence begins with explicating the strategy, which is
often implicit and unclear even to those who need to implement it. This explication
results in a clear definition of which customers are to be served and what products,
services and overall value proposition are to be offered to them. This explicit
strategy is then assessed for market risk, share risk and profit risk.

As explained in Chapter 3, market risk arises from the possibility that the market
may not be as large as hoped for in the business plan. It is, to a large degree, a func-
tion of the novelty of the business plan. Strategies involving new customers and/or
new products are more likely to have higher market risk than those involving
existing products and customers. Share risk arises from the possibility that the plan
may not deliver the hoped-for market share. It is the corollary of the competitive
strength of the strategy. Share risk is reduced when homogeneous segments are
targeted with specifically tailored value propositions that leverage strengths, negate
weaknesses, avoid direct competition and anticipate future trends.

Profit risk arises from the possibility that the plan may not deliver the intended
profits. It is a function of the competitor reaction engendered by the plan and of the
aggressiveness of cost assumptions.

Significant levels of market, share or profit risk, or some combination of the
three, suggest that the returns delivered by the plan are likely to be less than prom-
ised. The final stage of shareholder value creation is therefore to calculate whether
this risk-moderated return represents the creation or destruction of shareholder
value. This involves calculating the full value of the assets put at risk, including
intangibles. Only if the likely return is greater than the cost of this capital is share-
holder value created. In addition to shareholder value creation or destruction, a
third possible outcome of this diagnostic phase is that the plan is insufficiently
thought out to enable a judgement to be made about its value-creating potential.

The Marketing Due Diligence therapeutic process uses the tools of strategic
marketing management to manage and reduce the risk associated with the strategy.
Using the results of the diagnostic stage to direct efforts suggests improvements to
the marketing strategy. Hence the implications of using Marketing Due Diligence
are to improve the marketing strategy in terms of its ability to create shareholder
value.

4.1 What is the connection between marketing
and shareholder value?

As Chapter 1 describes, both boards and investors need a better method of assessing
the probability of business plans creating shareholder value. The financial due dili-
gence process, for all its rigour and detail, only really considers the tangible aspects
of a company’s valuation.
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Some current, fashionable methods of valuing intangibles, such as brand valua-
tion techniques, are fundamentally flawed. For example, they assess the value of
the intangible in terms of what it might cost to replace, or against a hypothetical
parallel company without that asset. However, these approaches do not allow for a
fundamental truth in asset valuation: value flows from how the asset is utilized, not
simply what it costs to make or replace. As a result, those current methods of
valuing intangibles are necessary but not sufficient. What is really needed, to
complement financial due diligence and to give boards and investors what they
need, is a way of assessing the effectiveness with which assets and resources are
applied to the market. Such a process could be accurately described as a process of
Marketing Due Diligence. Executed correctly, with rigour and using well-founded
methods, such a process will predict accurately the likelihood of a business plan
delivering the shareholder value it promises.

For some, giving a process for evaluating business plans and shareholder value
creation the name ‘Marketing Due Diligence’ might seem incongruous. To many,
the term ‘marketing’ is synonymous with its highly visible aspects of advertising,
sales promotion and other activities that are more accurately termed ‘marketing
operations’. If one holds this limited view of what marketing is, one can be forgiven
for thinking that ‘Marketing Due Diligence assesses the probability of creating
shareholder value’ is exaggerating the importance of marketing.

However, as outlined in Chapter 1, the wider and more accurate definition of
marketing is that marketing has both strategic activities (understanding the markets,
defining the target segments and the value propositions) and operational activities
(delivering and monitoring value). These activities form a continuous process of
marketing that draws on and contributes to the company’s asset base. This contin-
uous cycle of activity is the management process known correctly as ‘marketing’.
It is the assessment of this process and its connection with shareholder value that is
properly and accurately called ‘Marketing Due Diligence’.

At the risk of being simplistic, the connection between marketing (in the broad
strategic and not just marketing operations sense) and shareholder value is
straightforward. Despite this, the number of companies that fail to understand the
link is such that it bears a simple illustration here. In most commercial organiza-
tions, shareholders or other providers of funds (banks, venture capitalists, etc)
provide money with which to create assets. These assets, whether plant and build-
ings, patents, brands or something else, are then utilized in the market to create
goods and services for a group of potential customers. The sale of these goods
and services creates revenues, which, once costs are subtracted, become profits
or returns on the shareholders’ original investment. The shareholders hope that
this return is greater than that which might have been obtained by investing the
same money in another investment of similar risk. If the investor suspects that the
return will not be superior to the alternatives of similar risk, he or she is, within
some practical constraints, at liberty to invest elsewhere. The aggregate decision
of many investors determines the price of the company’s shares. In this simplified
world of capital economics, therefore, shareholder value, the combination of
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share price and dividends, is directly linked to the risk-adjusted rate of return
achieved by the company. In the simple, and hypothetical, case of there being one
company in each market and one type of customer in each market, shareholder
value is simply a function of the operational efficiency with which the company
uses its shareholders’ funds.

In the real world, however, there are competitors and not all customers are the
same. In real markets, being efficient is not enough. As Michael Porter famously
said, operational efficiency is usually a necessary but insufficient condition for
creating sharcholder value, and so strategic effectiveness becomes important. The
importance of marketing strategy arises from the fact that, in anything but the most
embryonic or regulated of markets, there are competitors and different types of
customers. Together, the activity of competitors and the heterogeneity of the market
mean that companies have to make decisions about how to focus their (that is, their
shareholders’) resources. Even the biggest and richest company does not have the
resources to meet the needs of all customer types perfectly and profitably.

If they attempt to do so, competitors that have focused on one part of the market
have a local superiority of resources that allows them to create a stronger, more
compelling and more attractive value offer to the customer. In a free market,
customers choose whichever supplier provides the best value to them. For some
customers, ‘best value’ might mean superior technical performance, for others high
service levels, and for others low cost. Whatever the customers’ definition of value,
it takes resources to create superior value to that being offered by the competition.

So the critical implication of competitor activity and market heterogeneity is that
companies must choose which customers to focus on. Think, for example, of the
way in which business-type hotels, motel chains and small country hotels not only
offer different value propositions but also target different types of customer. Nor is
marketing strategy simply a case of picking the most attractive market segment.
Different companies have different distinctive capabilities, which may determine
the best choice of segment. Consider, for instance, the different capabilities of
Mercedes, Toyota and Ferrari, and what that implies for their choice of target
customers and what value proposition to provide.

In most cases, the choice of which segments to target and what to offer them is a
difficult one, requiring an understanding of the market opportunities and threats as
well as the company’s strengths and weaknesses. A poor choice leads to an inferior
or merely adequate proposition to the customer and the concomitant lack of
customer preference. Alternatively, making and implementing the right choice of
target segments and value propositions result in customer preference and sustain-
able competitive advantage. Higher returns (from higher share, higher margin or
both) follow from this customer preference and lead to superior shareholder value.
As companies like Tesco, Dell and BMW have found, it is marketing strategy that
drives shareholder value, even as operational efficiency and technical ability
underpin it. This is the logic summarized in Figure 4.1.

In Chapter 2 we outlined a process of marketing planning for doing this, and in
Chapter 6 we explain in more detail the importance of market segmentation.
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Figure 4.1 From marketing strategy to shareholder value

This strong and direct connection between marketing strategy decisions and share-
holder value lies at the root of Marketing Due Diligence. Half a century of research
reveals a remarkably clear correlation between certain characteristics of a marketing
strategy and the shareholder value that flows from it.

4.2 What is the Marketing Due Diligence
diagnostic process?

Before we consider what Marketing Due Diligence is, it is worthwhile considering
at what level in the organization it is applied. Strategy (that is, resource allocation)
decisions are made at all levels. At corporate level, these decisions involve which
businesses to be in. At lower levels, smaller-scale decisions are made about, for
instance, single products in a certain country. Between these two extremes lies the
strategic business unit (SBU), a unit of the firm that is usually defined as having
three distinct characteristics:

1. Itis fairly independent in its activities, which do not interact much with those of
the rest of the firm.

2. It deals with a relatively self-contained market.

3. Itis able to address the market on its own, without much direct support from the
rest of the company.

Typical examples of an SBU include the therapy area of a pharmaceutical company,
the PC division of an IT hardware company, or the business-to-business (B2B)
division of a telecoms company. SBUs should not be confused with the functional
division of a firm, such as manufacturing or R&D, which could not meet the three
criteria listed above. It is at this SBU level that Marketing Due Diligence is applied.
At organizational levels higher than the SBU (for instance, with the board of a
multiple SBU business), Marketing Due Diligence can assess shareholder value
creation by aggregating the results of each SBU.
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Below SBU level, the strategy decisions at product, channel or country level
aggregate to determine the Marketing Due Diligence of the SBU. For the rest of
this chapter, the descriptions of Marketing Due Diligence therefore refer to proc-
esses and analysis carried out at SBU level, rather than corporate or functional
levels. Marketing Due Diligence is a sophisticated process. It is not easily reduced
to simple mnemonics and acronyms, a fact that reflects the complexity of the strat-
egy—shareholder value linkage. However, the process can be understood by consid-
ering each layer of this complexity one step at a time. The first of these layers is to
consider Marketing Due Diligence as consisting of a three-stage process, as shown
in Figure 4.2. Stage One makes the marketing strategy explicit and so provides the
input into Stage Two. In this second stage, the risks associated with the marketing
strategy are thoroughly examined. In Stage Three, the risk evaluation is used to
calculate whether or not the marketing strategy will create shareholder value.

4.2.1 Explicating the strategy

The first step of Marketing Due Diligence may seem superfluous. It is a reasonable, if
ultimately false, assumption that the strategy of an SBU is laid out in its business plan.
Certainly, the length and complexity of the typical annual planning cycle, together
with the size of the resultant document, suggest that all that is needed here is to read
the plan. In practice, this is not the case. Although all business plans contain the basic
outline of the strategy, use of Marketing Due Diligence reveals that, in practice, most
plans do not provide a full picture of the strategy, as described in Chapter 2.

The important detail of the strategy, which reveals its inherent risk, is more often
held in a labyrinth of unwritten or informal forms. Sometimes these are easily
accessible, such as supporting marketing research reports or product design docu-
ments. Often, however, they are held in the heads of the executives as implicit and
unspoken strategy decisions that have important ramifications for the probability of
the plan working. Obviously, to avoid a superficial and incorrect assessment, it is
necessary to surface all of the strategy before assessing the risk. In doing so,
however, we also realize one of the very important benefits of the Marketing Due

o . Assessing
Explicating the * Assessing the * shareholder
strategy risks

value creation

Uncovering, Assessing the Calculating the
from written and business risk of shareholder
unwritten the now explicit value creation
sources, the strategy of the plan after
strategy of the * * allowing for risk
SBU

Figure 4.2 The outline process of Marketing Due Diligence



A PROCESS OF MARKETING DUE DILIGENCE 79 W

Diligence process, which is additional to assessing shareholder value creation. In
the act of explicating the strategy, the management team identifies the gaps, incon-
sistencies and errors that can result from even the most rigorous strategic planning
process. This is a very valuable outcome of the process that occurs even before the
risk assessment is begun.

Uncovering the unwritten, often implicit, elements of the strategy requires that a
structured set of questions are answered. In simple terms, these are:

e What is the business of this SBU?
e Where will its growth come from?
e How will it achieve that growth?

Usually, only a partial answer to these questions will emerge from a careful consid-
eration of the written plan. To uncover the implicit strategy, a detailed set of ques-
tions, derived from the three basic questions, are needed. These are summarized in
Figure 4.3, although an effective explication of the strategy may require some
detailed and intelligent variations and extensions around these questions.

These questions, in addition to being a useful tool for explicating the strategy,
reveal a fundamental aspect of the Marketing Due Diligence process. That is, the
process looks especially hard at the growth elements of the strategy. Experienced
managers will see in the questions their basis in the work of Igor Ansoff and his
famous matrix. The focus on growth reflects the essential truth that it is in the
growth parts of the strategy — for example, new products or new markets — that
most risk lies. This discovery was the foremost lesson of Ansoff’s work and is
appropriately included in the Marketing Due Diligence process. The fact that, in
business plans, ‘new’ is almost synonymous with ‘risky’ also means that many
companies are habitual and unconscious risk takers. The expectations of share-
holders constantly to outgrow the market and the competition means that, for many
companies, submitting a low- or zero-growth plan is not an option, and taking risks
is inadvertently demanded by investors. Let us be clear that this is not a criticism of
growth-oriented plans, or a recommendation in favour of low-growth, non-innova-
tive strategies. However, the correlation between growth and risk and between risk
and shareholder value does mean that sharcholders are making an implicit but
insistent demand on companies and their boards: we want you to grow, but at the
lowest risk possible. Such a demand requires that managers do all they can to ensure
that their strategies minimize risk. Before that can be done, however, the risks
inherent in the current strategy must be uncovered and understood.

4.2.2 Assessing the risks

Having explicated the strategy and made clear what the SBU is about, where it is
looking for growth and how it intends to realize it, we have to assess objectively the
business risk inherent in the strategy. Only then can we make a rigorous assessment
of the shareholder value created by the plan.
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Explicating the strategy

1. What is the business
of this SBU?

1.1 What is the market that
it serves?

1.2 What are the adjacent
areas of the market, if
any, that are not under
consideration?

1.3 What are the
products/services
offered?

1.4 Who are the direct
competitors for this
business unit’s target
customers?

1.5 What are the channels
to market?

2. Where will its growth
come from?

2.1 What is the recent (eg
past five years) sales
and profit history of the
business unit?

2.2 What are the sales
revenue and profit
growth objectives of the
business unit in the
next five years?

2.3 What is the expected
growth in the
addressable market
during this period?

2.4 How much of the
business unit's growth
is expected from
increased market
penetration (that is,
existing product types
to existing customers)?

2.5 How much growth is
expected from market
development (that is,
existing product types
to new customers)?

2.6 How much growth is
expected from new
product development
(that is, new product
types to existing
customers)?

2.7 How much growth is
expected from
diversification (that is,
new product types to
new customers)?

2.8 How much profit growth
is expected to come
from cost reduction?

2.9 How much growth is
expected to come from
acquisition?

3. How will growth be
achieved?

3.1 What, if any, are the
segments in this
market?

3.2 What is the emphasis of
resource allocation
between these
segments?

3.3 What is the value
proposition to each
segment?

3.3.1 This to include a
description of
products, pricing
(levels and
structure),
channels and
promotion
(including
branding).

3.3.2 It is particularly
important to
elucidate the
differences
between each
segment and their
respective value
propositions, if
any.

Figure 4.3 Questions to explicate the strategy

At first sight, assessing the risks associated with any SBU’s business plan seems an
impossible task. If we think for a moment what could go wrong, then an endless list
of frightening possibilities opens up. There are innumerable things that could go
wrong and all of them look unquantifiable and, therefore, practically useless.
However, a more detached look at why some plans work and others fail enables a
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more practicable understanding of business risk, based on the fundamental asser-
tions made in all business plans.

In essence, and at the highest level of detail, all business plans say the same
thing. They make three basic assertions, which can be summed up as:

1. The market is this big.
2. We’re going to take this share of the market.
3. That share will make this much profit.

Each of these assertions carries a level of risk that it may be wrong. The market
may not be as big as asserted, the plan may not deliver the share anticipated and the
share may not deliver the profit. Each of the three assertions may fall short of its
promise. Business risk is the combined risk of these three things, which can there-
fore be said to have three components:

1. market risk — the risk that the market may not be as big as promised in the
plan;

2. share risk — the risk that the strategy may not deliver the share promised in the
plan;

3. profit risk — the risk that the strategy may not deliver the margins promised in
the plan.

It is worthwhile here to reflect for a moment on this three-part structure of business
risk, because it is fundamental to the concept of Marketing Due Diligence. As
simplistic as it appears, this structure captures all of the hundreds of possible
reasons a business plan can fail to deliver its promises. Fickle customers, aggres-
sive competition and flawed forecasts are all addressed within the three compo-
nents of business risk. Thinking of risk assessment in these terms shifts the problem
from one of complexity (have we counted all the risks?) to one of rigour (have we
accurately assessed each of the three risks?). This problem of rigour is all the more
challenging owing to one of the practical requirements for Marketing Due Dili-
gence. It is not enough simply to assess with rigour; it must be done using informa-
tion that is practically accessible to the organization rather than requiring lots of
new and difficult-to-access data. It is this challenge that is addressed in turn, in the
following paragraphs, for each of the components of business risk.

We will repeat the contents of the three columns of Table 3.1, given in Chapter
3’s overview of Marketing Due Diligence, but this time with a more detailed
explanation.

4.2.2.1 Assessing market risk

If market risk is the probability that the market will not be as large as the business
plan promises it to be, assessment of it depends on asking questions that inform an
objective judgement of that probability. The research that underpins this chapter
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revealed that market risk was accurately quantified if five sub-components were
assessed and combined into an aggregate value for market risk. These five sub-
component risks are described in Table 4.1.

The five sub-components shown in Table 4.1 describe the contributing factors to
market risk. It is sufficient to understand what each of the sub-component risks
represents and why they are an effective diagnostic for market risk. Each of the
sub-components represents a set of assumptions that are built, implicitly or explic-
itly, into any strategy and business plan. Assumptions, to the extent that they are not
completely tested, are sources of risk because they may prove ill founded and erro-
neous. Together, the five sub-components represent all of the significant assump-
tions made and risks taken regarding market size. There will be, in some cases,
overlap between the categories. This means not only that the five sub-components
cannot simply be added, but also that no important assumptions or risks will be
missed. Equally, the risk impact of each sub-assumption is not equally weighted
and varies from case to case. These complicating factors mean, on one hand, that
some qualitative judgement is needed but, on the other hand, that the assessment is
comprehensive.

Assessing market risk accurately, therefore, requires careful questioning of the
written and unwritten business plan, using the five-sub-component framework in

Table 4.1 Sub-components of market risk

Sub-component Explanation of market risk

Product category risk This is the risk that the entire product category may be
smaller than planned. It is higher if the product category is
novel and lower if the product category is well estab-
lished.

Market existence risk This is the risk that the target segment may be smaller
than planned. It is higher if it is a new segment and lower
if the segment is well established.

Sales volumes risk This is the risk that sales volumes will be lower than
planned. It is higher if sales volumes are ‘guessed’ with
little supporting evidence and lower if the sales volumes
are well supported by evidence such as market research.

Forecast risk This is the risk that the market will grow less quickly than
planned. It is higher if forecast market growth exceeds
historical trends and lower if it is in line with or below
historical trends.

Pricing risk This is the risk that the price levels in the market will be
lower than planned. It is higher if pricing assumptions are
optimistic and lower if they are conservative.
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Table 4.1 with rigorous graduated scales. However, as a general rule of thumb, we
can observe that new products and new markets, poorly researched and aggres-
sively forecast on price and volume, constitute high market risk. Existing products
and mature markets, with extensive market research and conservative forecasts,
have inherently less market risk. As discussed later in this chapter, our market risk
assessment can be used to moderate the market size assertions in the business plan.
The next task is to consider how great a share of that moderated market the strategy
might win.

4.2.2.2 Assessing share risk

Whilst market risk is a function of both market choice and strategy design, share
risk flows solely from the strategic decisions on which the plan is based. In short,
share risk is the corollary of strategy strength. A strong strategy has a high proba-
bility of delivering the planned share, whilst a weak strategy has a high probability
of failing to meet its promises.

The challenge, therefore, is to understand what constitutes a strong strategy
compared to a weak one. More particularly, a useful process must be able to make
an objective judgement of strategy strength (and therefore share risk) independent
of the SBU’s market context.

As with market risk, this appears initially to be an impossible task. How can one
judge the strength of a strategy without a mountain of market-specific detail and
without making lots of error-prone value judgements?

As with market risk, the research foundations of this chapter considered the issue
of strategy strength and share risk. Again, a pattern of consistent factors emerged
that clearly differentiated strong strategies from weak, risky strategies. This pattern
revealed that the choice of target markets and value propositions can be objectively
assessed against five criteria, again representing five sub-components of share risk.
These are summarized in Table 4.2.

It is important at this stage to grasp what these different risks represent. Instead
of assumptions leading to risk, as with market risk, these five factors represent error
or wastage in allocation of resources, so that the plan has an increased chance of
failure. In short, a plan that targets a tightly defined segment, all of whom want the
same thing, is more effective than one in which the target is a broader and neces-
sarily heterogeneous group (eg ABC1 males or ‘blue-chip’ companies). Chapter 6
spells out market segmentation in more detail. Similarly, plans work when the
customer is offered a tailored value proposition and fail with a ‘one size fits all’
approach. The rare exception to this rule is a situation in which one supplier has a
quasi-monopolistic position, in which customers have little choice.

In the situations we more commonly face, then, the best plans understand and
use internal strengths and weaknesses, and align them to market opportunities and
threats. The worst plans ignore or neglect such ‘SWOT alignment’. Low-risk strat-
egies sidestep the competition and anticipate market changes. High-risk strategies
go head on and plan for yesterday’s market. Although, as described later, there are
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Table 4.2 Sub-components of share risk

Sub-component

Explanation of share risk

Target market risk

Proposition risk

SWOT (strengths, weak-
nesses, opportunities,
threats) risk

Uniqueness risk

Future risk

This is the risk that the strategy will work only in a
part, not all, of its target market. It is higher if the
target market is defined in terms of heterogeneous
customer classifications and is lower if it is defined
in terms of homogeneous needs-based segments.

This is the risk that the offer to the market will fail to
appeal to some or all of the target market. It is higher
if all the market is offered the same thing and lower
if the proposition delivered to each segment is
segment specific.

This is the risk that the strategy will fail because it
does not leverage the company’s strengths to market
opportunities or guard its weaknesses against market
threats. It is higher if the strategy ignores the firm’s
strengths and weaknesses and lower if the strengths
and weaknesses of the organization are correctly
assessed and leveraged by the strategy.

This is the risk that the strategy will fail because it
goes ‘head on’ with the competition. It is higher if
the target market and value proposition chosen are
very similar to those of the competition and lower if
they are very different.

This is the risk that the strategy will fail because the
market’s needs have changed or will change in the
time from strategy conception to execution. It is
higher if the strategy ignores market trends and
lower if it assesses and allows for them.

other, minor factors contributing to share risk, these five factors are a functionally
complete tool by which to assess whether or not the strategy will deliver the prom-

1sed share.

As with assessing market risk, the sub-components of share risk overlap to some
degree and vary in relative weighting between cases. Hence some judgement is still
necessary in the assessment. However, the graduated scales for each sub-compo-
nent and cancelling out effects of multiple errors mean that share risk can be judged
accurately and comprehensively.
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An objectively moderated view of the probable share can then be combined with
the expected market size to calculate the likely future revenue of the SBU. The next
task is to see if that revenue will deliver the planned profit.

4.2.2.3 Assessing profit risk

Market risk flows from the strategic decision to allocate resources to a market and
assumptions about that market. Share risk flows from strategic decisions about
which customers within that market to target and what to offer them. Profit risk,
however, arises from assumptions about the implementation of the strategy in the
chosen market. In particular, profit risk arises from assumptions about competitor
response and from planned versus actual costs and prices. Again, it initially presents
a seemingly insuperable task. How can we possibly predict, with any accuracy,
what will happen during implementation, how the market will move and what the
competition will do? Again, however, this seemingly impossible task is simplified
and made practical by considering the implementation failures and successes of
good and bad plans. By looking at the detail of why some strategies deliver their
promised margins and others do not, we can discern five sub-components of profit
risk. These can form the basis of a comprehensive and rigorous assessment of profit
risk and are summarized in Table 4.3.

As with market risk, the sub-components of profit risk represent the risks that
flow from the various assumptions built into the plan. Profit is threatened when
assumptions about costs prove too optimistic, ignoring experience with other
similar products, or those about prices prove naive, assuming benign and passive
competitors.

As before, the five sub-components do overlap to some extent, and their relative
contribution to overall profit risk is different in different cases. However, the decon-
struction of profit risk into the five sources allows a much better judgement of risk
than if profit risk were assessed as a single entity. As a rule of thumb, implementa-
tion risk is lower when the profit pool in the market is large and growing quickly,
when the strategy has little impact on competitors, and when assumptions about
costs are realistic and supported by other similar activity. The risk of not delivering
the promised margins is high when the total profit available in the market is small
and shrinking, the strategy impacts heavily on a single powerful competitor and
assumptions about costs are overly optimistic.

The assessment of business risk inherent in the strategy, as described above, is a
complex and sophisticated part of the overall Marketing Due Diligence process.
This is entirely appropriate, and any simple approach to a subject as complex as the
business risk of an SBU will inevitably be naive and misleading. In the Marketing
Due Diligence risk assessment stage, a single, monolithic judgement about the
chances of the plan succeeding is broken down into three separate judgements that
are much more amenable to objective evaluation. These three are then further
broken down into five sub-component risks, each of which can be measured on a
graduated scale using objective and accessible data. Once market, share and profit
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Table 4.3 Sub-components of profit risk

Sub-component

Explanation of profit risk

Profit pool risk

Profit sources risk

Competitor impact risk

Internal gross margin risk

Other costs risk

This is the risk that profit will be less than planned
because of competitors’ reaction to the strategy caused
by a combination of the strategy and the market
conditions. It is higher if the profit pool is static or
shrinking and lower if the targeted profit pool is high
and growing.

This is the risk that profit will be less than planned
because of competitors’ reaction to the strategy. It is
higher if the profit growth comes at the expense of
competitors, and lower if the profit growth comes only
from growth in the profit pool.

This is the risk that profit will be less than planned
because of a single competitor reacting to the strategy.
It is higher if the profit impact on competitors is
concentrated on one powerful competitor and that
impact threatens the competitor’s survival. It is lower
if the profit impact is relatively small, distributed
across a number of competitors and has a non-survival
threatening impact on each.

This is the risk that the internal gross margins will be
lower than planned because the core costs of manufac-
turing the product or providing the service are higher
than anticipated. It is higher if the internal gross
margin assumptions are optimistic relative to current
similar products and lower if they are relatively
conservative.

This is the risk that net margins will be lower than
planned because other costs are higher than antici-
pated. It is higher if assumptions regarding other costs,
including marketing support, are less than current
costs and lower if those assumptions are more than
current costs.

risk assessments are completed, the result is a quantitative assessment, albeit based
on careful, semi-qualitative judgements of each risk. It is these quantified judge-
ments that form a well-founded basis for the third and final stage of the Marketing
Due Diligence process, that of assessing shareholder value creation.
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4.2.2.4 Assessing shareholder value creation

The notional SBU we have addressed so far has, in the course of its business plan,
promised a certain turnover and a certain return on sales. Those returns imply a
certain level of shareholder value created, dependent on the capital employed to
create those sales. In the traditional capital market model, investors discount this
value according to the probability of the promises being delivered. The investors’
judgement is based on a number of factors, such as the macroeconomic environ-
ment, the health of the sector and historical performance. Each of these factors
suffers from being both a lag indicator (that is, it indicates past, not necessarily
future, performance) and a general indicator (that is, not being specific to the
strategy of the SBU in question). The over- or undervaluation of many, if not most,
companies is an indicator of the imperfect nature of this traditional approach to risk
assessment. Such an imperfect, judgemental and weakly based method of valuing
companies is unsatisfactory for both sides of the capital market. Boards complain
that investors fail to appreciate the strategy and consequently undervalue the
company. Investors accuse boards of over-promising and imperfect disclosure of
key indicators and therefore discount share price valuations to protect themselves.

The Marketing Due Diligence process addresses both the lag indicator and
generalization criticisms of traditional methods. It is fundamentally different from
the traditional model, in that it considers the specifics of the company’s strategy
(not sector or macroeconomic effects) and the implications of that strategy for the
creation of shareholder value in the future, rather than extrapolating from the past.

The assessment of shareholder value creation in Marketing Due Diligence begins
by allowing for sensitivity of the plan to business risk. Some strategies are more
sensitive to risk than others, and sensitivity to the three different components of
business risk varies according to the internal and external context.

Strategies are sensitive to market risk (that is, they are vulnerable to poor assump-
tions about market size) if they involve fast growth and high market share. When
the SBU’s objectives have a large growth component (that is, a lot of the planned-
for return is new business) and they already have a large market share, a smaller-
than-predicted market will have a large impact on returns. Conversely, a business
plan with a low growth component and that involves going from a very small share
to only a slightly larger one is less sensitive to misjudgement about the size of the
market. Simply put, a company trying to move from $2 million to $2.2 million in a
multibillion-dollar market is little affected by even a significant error in its estimate
of market size. A company trying to move from $40 million to $50 million in an
$80 million market is much more sensitive to market risk. This sensitivity to market
risk is illustrated in Figure 4.4.

Strategies are sensitive to share risk (that is, they are vulnerable to weaknesses
in their strategy) if they involve fast growth in the face of strong competition. As
with market risk sensitivity, when the SBU’s objectives have a large growth compo-
nent in the face of large and effective competitors, a weak strategy will have a large
impact on returns. Conversely, a business plan with a low growth component and
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Figure 4.4 Sensitivity to market risk varies with growth intent and share position

that involves competing with small or weak competitors is less sensitive to a weak
strategy. Simply put, a company trying to take a little share from much smaller and
weaker competitors is less sensitive to weaknesses in its strategy. By contrast, a
small, new entrant trying to make significant inroads into a market dominated by a
strong incumbent is highly vulnerable to share risk. This sensitivity to share risk is
shown in Figure 4.5.

Strategies are sensitive to profit risk (that is, they are vulnerable to poor assump-
tions about price and cost) if they involve fast growth and operate on low margins.
When the SBU’s objectives have a large growth component and planned margins
are low, alower-than-planned margin will have a large impact on returns. Conversely,
a business plan with a low growth component and that involves very high margins
is less sensitive to a weak strategy. Simply put, an SBU trying to grow slowly and
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with 80 per cent margins is less sensitive to a small fluctuation in its costs or prices.
By contrast, an SBU planning to grow quickly with margins of less than 10 per cent
is very susceptible to even small fluctuations in costs, prices or both. This sensi-
tivity to profit risk is shown in Figure 4.6.

Using these differing sensitivities to the various components of business risk, the
Marketing Due Diligence process then considers the market size, market share and
profit assertions in the plan and moderates them in the light of the assessed risk and
sensitivity. Hence market size is adjusted or confirmed depending on the level of
market risk, share for share risk and profit for profit risk. This adjustment is not a
simplistic, linear change in line with the value of the risk assessment and the sensi-
tivity. Typically, small levels of risk result in little or no adjustment. At the other
extreme, very large levels of risk mean that the strategy is so unsound that, frankly,
the probability of achieving the growth component of the plan is unknowable,
rather than simply low. More usually, moderate levels of risk imply significant
changes in the growth assertions. In any case, the non-growth, historical trend of
the business is largely unaffected by the risk.

Obviously, the adjustments are cumulative. An adjusted profit assertion is built
on an adjusted share, which is built on an adjusted market size. Taken together, the
end result is a revised profit figure for the returns reasonably expected from the
plan. This figure represents the original assertion reduced, confirmed or, rarely,
increased after allowing for the risk associated with the plan.

The next step in assessing whether or not the SBU’s strategy delivers share-
holder value is to compare the revised or confirmed profit figure with that which
would represent the cost of capital. Marketing Due Diligence does not attempt to
suggest an appropriate cost of capital. This is usually dictated to the SBU by either
its headquarters or its financiers. The critical issue is whether the profit figure repre-
sents a return on the capital employed greater than the cost of capital. In assessing
this, it is necessary to be realistic about the capital employed to realize the profits.
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In particular, it is important to count both tangible and intangible assets employed.
It is easy, for instance, to make a high return on capital employed if valuable intan-
gibles such as brands or intellectual property are ignored and only tangible assets
are counted. This is typically the case when an SBU uses an umbrella branding
approach. In doing so, it ‘uses’ the asset of the brand that has been created by many
years of investment. If the strategy fails, that brand value, or part of it, is at risk.
Accurate assessment of return on investment should count all assets employed,
tangible or otherwise, as they are all ‘at risk’ in the investment.

So the final stage of this diagnostic phase of Marketing Due Diligence is a rela-
tively simple calculation. The profit figure, adjusted or confirmed in the light of risk
levels and sensitivity, is compared to what is necessary to create shareholder value.
That comparison figure uses the SBU’s cost of capital and counts all the assets
used, or put at risk, tangible and otherwise. This simple comparison results in one
of two conclusions: 1) The profit generated by the SBU’s business plan, when
assessed for and adjusted for all three areas of business risk, exceeds the cost of
capital. The strategy is likely to create shareholder value. 2) The profit generated by
the SBU’s business plan, when assessed for and adjusted for all three areas of busi-
ness risk, falls short of the cost of capital. The strategy is unlikely to create share-
holder value. Whichever of these statements is appropriate is the output of the
diagnostic phase of the Marketing Due Diligence process.

There is a third outcome of the process that is actually more common than either
the positive or negative results. This is the result when one or more of the 15 tests
applied during Marketing Due Diligence cannot be answered. It is not uncommon
for SBUs not to know (that is, not to have considered) issues such as the existence
of segments, SWOT alignment or the impact on competitors. In those circum-
stances, the only possible statement is that, on the basis of what is known from the
written and unwritten strategy, the shareholder value creation of the SBU cannot be
verified. To a large degree, this common result is worse than a negative result, in
that it demands not just improvements in the strategy but a more thorough under-
standing of the SBU’s strategic position.

4.3 Implications of the Marketing Due Diligence
process

At a fundamental level, Marketing Due Diligence is very simple. Whilst it will
never be possible to eliminate business risk entirely, it is possible to reduce it to a
practical minimum.

In the process, what risk remains is identified, located and, most importantly,
understood. To achieve this, the process does not take a naive, simplistic approach.
Instead, it uses the results of many years of research in which business successes
and failures were examined. As with looking at the black boxes of many crashed
aircraft, this allows us first to group the reasons for failure and then to suggest ways
to avoid it. In that sense, Marketing Due Diligence can be considered as analogous
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to pre-flight checks, with the same implications for the reliability and success of the
business plan.

When, in time, Marketing Due Diligence becomes a routine process for assessing
the strategic decisions of company directors, the flaws it detects and the challenges
it throws up may be fewer and more routine. In the meantime, however, application
of Marketing Due Diligence will have many important implications for the board.

4.4 The linkage of strategy risk to shareholder
value

The most common financial objective of modern commercial corporations is the
sustainable creation of shareholder value. This can be achieved only by providing
shareholders with a total return, from capital growth and dividend yield, that
exceeds their risk-adjusted required rate of return for this particular investment.

However, for most companies, the current share price already reflects some
expected future growth in profits. Thus, these current investors and, even more
particularly, potential future shareholders, are trying to assess whether the proposed
business strategies of the company will produce sufficient growth in sales revenues
and profits, both to support the current share price and existing dividend payments
and to drive the capital growth that they want to see in the future. At the same time,
these external stakeholders also need a method of assessing the risks associated
with these proposed strategies as, obviously, the associated risks have a direct link
to their required rate of return.

As already stated, in today’s highly competitive environment, the major sources
of shareholder value creation are the intangible marketing assets of the business,
such as brands, customer relationships and channels of distribution (the 80 per
cent of the company’s value that does not appear on the traditional balance sheet).
Consequently, the critical future marketing strategies of a company, which indi-
cate how these assets are to be developed, maintained and exploited, should be
subjected to a rigorous review process. Unfortunately, not only is such focused
forward-looking information still normally absent from the externally available
data produced by companies, but also, even more worryingly, there is often not
even a rigorous internal evaluation of the shareholder value impact of such
proposed marketing strategies. Yet these same companies would undoubtedly
have formally constituted, board-level audit committees that are responsible for
reviewing all the major business risks that they face. Also, they would all conduct
comprehensive financial due diligence processes on any major acquisitions or
strategic investments.

Indeed, in recent years, the financial appraisal processes applied to major stra-
tegic investments have become increasingly sophisticated. The normal discounted
cash flow techniques are now supplemented by the use of probability assessments,
simulation techniques and even real option analysis. The one major area that has
most commonly been excluded from this approach has been the marketing strategy
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of the business. Obviously, the objective of the Marketing Due Diligence process
is to address this significant deficiency, but there are several significant implica-
tions of applying such a rigorous evaluation process to most existing marketing
strategies.

4.5 The risk and return relationship

As set out earlier in this chapter, the Marketing Due Diligence process subjects any
proposed marketing strategy to a structured, sequential process that will indicate
the probability of such a marketing strategy leading to increased shareholder value.
The whole basis of shareholder value is the direct linking of the level of risk to the
level of financial return that is required. Indeed, as shown in Figure 4.7, the causality
relationship is that the perceived risk profile of the investment drives the level of
return required by investors in this particular investment.

The two axes are deliberately labelled ‘perceived risk’ and ‘required return’: the
return required by investors is driven by the risks they perceive in the investment.
If risk perceptions are so important to the creation of shareholder value, by deliv-
ering total returns that exceed this risk-adjusted required rate of return, there is
clearly a need for a definition of risk from the perspective of any investor. Risk is
created by volatility in future expected returns. In Figure 4.7, a minimum positive
required rate of return is shown where the risk/return line cuts the vertical axis.
This minimum required rate of return carries a zero-risk perception, which means
guaranteed, certain future returns. For investors in stable economies this normally
means government guaranteed borrowings (eg US Treasury bills, UK government
gilts, European Central Bank debt). At the time of writing, the returns on these
investments are low, but they are still seen as risk free owing to their lack of vola-
tility; for example, the interest on a US Treasury bill may be low, but owners are
certain of what they will get and when it will arrive.

A

Level of return required by

Risk-adjusted
investors in investment Y

required rate
of return line

Zero
risk rate
of return

Required rate of return

Specific risk of
investment Y

Y

Perceived risk profile of investment

Figure 4.7 Risk-adjusted required rate of return



A PROCESS OF MARKETING DUE DILIGENCE 93 H

Logically, therefore, a normal, rational, risk-averse investor requires an increase
in the expected future return from any more risky investment in order to compen-
sate for any potential volatility. Thus, the cause-and-effect relationship is as shown
diagrammatically in Figure 4.8; any expected volatility in future returns creates an
increased perceived risk profile in investors that increases their required rate of
return.

Of course, investors know in advance of making their investment in most govern-
ment-backed debt investments (gilts, Treasury bonds, National Savings certificates,
etc) exactly what their return will be (ie the interest rate payable is stated on the
debt offering). This is clearly not the case with most equity (ie stocks and shares in
companies) investments, and this lack of certainty increases risk perceptions and
hence required rates of return. Further, if the historical track record of a company’s
shares shows significant volatility in share prices and even dividend payments,
investors will require much higher returns from the company, as they will extrapo-
late from this past performance as their best guide to the future performance of the
company’s shares.

Financial markets use various models to estimate the relative volatility of
different industrial sectors and of the companies within each sector. The main
formula is derived from the simple risk/return line and is known as the capital asset
pricing model (CAPM). This is shown in Figure 4.9.

The CAPM derives the beta factor for each company by calculating the correla-
tion of the company’s historic volatility with that of the stock market as a whole. If
the stock market rises or falls by 5 per cent and share A moves by 7.5 per cent but
share B moves by only 4 per cent, then share A is relatively more volatile than share
B; arithmetically, share A has a beta factor of 1.5 while share B has a beta factor of
only 0.8. This means that the required return (K,) for share A will be significantly
higher than for share B. A numerical illustration of this is given in Table 4.4.

4.6 A focus on absolute returns rather than risk

Table 4.4 indicates how much more challenging life is for a highly volatile company,
caused by shareholders’ natural dislike for risk. However, what is even more impor-
tant is that the upward-sloping ‘risk-adjusted required rate of return’ line of Figures
4.7 and 4.9 is, in reality, the shareholders’ indifference line. In other words, moving

Required returns

Perceived risk ’
Therefore
Expected volatility in
future returns

Figure 4.8 Risk and return
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The capital asset pricing model (CAPM)

The return demanded by shareholders (often referred to as the cost of equity capital, K;)

increases with the perceived risk of the investment. (Risk is measured in terms of the volatility in

the level of return over time.)

Mathematically, this can be represented as:

K.= K +B(K,- K,

where

K.= Return on a risk-free
investment

K,,= Return on the stock market
in total

3 = Volatility of a particular share
(by definition, the stock market
has a 3 of 1)

(K, — K:) = The premium return
required for accepting the risk
associated with the stock market

> Risk

Market

portfolio

Figure 4.9 Risk and return — the financial markets formula

from any point on the line to any other point on the line merely compensates inves-
tors for a change in their risk perception; it does not, of itself, create shareholder
value. Thus, using the numerical illustration of Table 4.4, investors who require a 4
per cent per annum return for a risk-free investment will require a 9 per cent per
annum return for taking on the overall stock market risk. Similarly, they regard an
11.5 per cent per annum return from share A as equivalent to (ie neither better than
nor worse than) an § per cent per annum return from share B, owing to their differing

risk profiles. This is shown diagrammatically in Figure 4.10.

Table 4.4 Relative costs of capital (ie required rates of return)

Base assumptions

K, = Return on a risk-free investment = 4% pa

(K,, — K,) = Equity market premium = 5% pa

Share AB=1.5
Share B f=0.8

Using CAPM, ie K, = K, + B(K,, — K,)

For share A, K = 4% + 1.5(5%) = 11.5%

For share B, K = 4% + 0.8(5%) = 8%
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Shareholders’
indifference line

Required return (%)

\/

1.5
Perceived risk (B)

Figure 4.10 Risk-adjusted required rate of return as shareholders’ indifference

In financial terms, if shareholders receive, or expect to receive, exactly the level of
return that they require from any investment, they have simply swapped a present
capital sum (the purchase price of the investment) for a future set of cash flows (the
future dividend streams from the company plus any expected ultimate sale proceeds
from the investment) that have an equal present value. Shareholder value is created
only when total returns are greater than the risk-adjusted required rate of return.
Thus, a company can achieve growing profits over time without creating share-
holder value if the associated risk profile is also increasing.

Hence we prefer the term ‘super-profits’ to describe shareholder value-enhancing
levels of profit. A super-profit represents the excess rate of return over the required
rate of return. Unfortunately, the normal focus of marketing strategies and plans is
on predicting absolute financial outcomes, rather than placing these expected
outcomes in the context of the required rate of return. There is an implicit assump-
tion in most marketing plans that the risk profile will be unchanged owing to the
implementation of new strategies, such as launching new products or entering new
market segments. One of the key objectives of the Marketing Due Diligence process
is to make these critical assumptions about the risk associated with proposed
marketing strategies explicit, so that they can be analysed rigorously.

Alternative new strategies can have significantly different impacts on risk, which
will change their potential for creating shareholder value. This is shown diagram-
matically in Figure 4.11.

Most marketing strategies are aimed at generating growth in sales revenues and
profits but, for many mature products and markets, such strategies increase the risk
profile of the business; indeed, the word ‘growth’ can normally be taken to indicate
a risk-increasing strategy. This does not automatically mean that these strategies
cannot be shareholder value-enhancing, but it does mean, as can be seen from
directions A and B in Figure 4.11, that the return from the more risky strategy must
increase proportionately more than does the risk profile of the company. (Remember
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Optimal value- Increase return
Return A adding strategic more than risk
direction (A)

(D)

Shareholders’

Reduce risk more

™

Start point

]
Any strategy that moves the company to a point below the
shareholders’ risk/return line reduces shareholder value
T

B Risk

o

Figure 4.11 Shareholder value-adding strategies

that merely moving along the shareholders’ indifference line does not create share-
holder value; this is achieved only by moving to a position above the line.)

More interestingly, direction C in Figure 4.11 highlights another type of share-
holder value-enhancing strategy that is often ignored in marketing plans. A reduc-
tion from the current risk profile of the business (diagrammatically shown as a
move to the left) means that shareholder value can be created even if the rate of
return is reduced slightly. This time, the reduction in return must be proportionately
less than the reduction in the risk profile. Since risk is associated with volatility in
returns, this means that marketing strategies that make the future returns more
stable and predictable can be shareholder value-enhancing, even if these less vola-
tile future returns are slightly reduced. Thus, marketing strategies designed to
increase customer loyalty through long-term discounts and so on can, if properly
designed, be shareholder value-enhancing, even though the discounts given actu-
ally reduce profit levels.

Obviously, the optimal marketing strategy seeks to increase returns while
reducing the associated risk levels (ie the volatility of these increased returns),
direction D of Figure 4.11.

Any such strategy must leverage some already established, sustainable competi-
tive advantages, or first seek to develop a new sustainable competitive advantage,
as the overall purpose and focus of strategic marketing is the identification and
creation of such sustainable competitive advantages. This is why the detailed anal-
ysis of marketing strategies is the focus of the Marketing Due Diligence process.

However, as well as needing to put the predicted absolute financial outcomes of
marketing strategies into an appropriate relative framework, there are other prob-
lems with the current methods of financially appraising marketing plans. Most
financial outcomes of marketing strategies are presented as single values, eg the
expected profits and cash flows for the next three or five years. These single-value
outcomes are self-evidently calculated as some expected value from the wide range
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of potential outcomes that could be achieved if the plan is implemented. Different
planning processes and organizational cultures mean that these single-point finan-
cial results can be more or less aggressive or optimistic; this is considered in depth
later in this chapter. The potential range of outcomes is, of course, a good indicator
of the volatility of the proposed marketing strategies and therefore of its associated
risk profile. Therefore, the inputs to the Marketing Due Diligence analysis should
incorporate the range of potential outcomes before they have been subjected to any
averaging or best-estimate process.

Gaining an understanding of the distribution of potential financial outcomes (ie
their range and relative probabilities) is critical to really appreciating the risk profile
of the marketing strategy and the key drivers of that risk profile (ie market size risk,
market share risk and/or profit risk). Where risk is considered in the appraisal of
marketing strategies, this is normally done in an overall way by changing the
discount rate that is applied to the predicted future cash flows. Thus, ‘higher-risk’
strategies have a higher discount rate applied to all their expected future cash flows.
Unfortunately, this turns the highly sophisticated financial analysis technique of
discounted cash flow into a very blunt instrument that cannot differentiate among
the vast array of risks that can impact on the value-creation potential of alternative
marketing strategies. The objective of the Marketing Due Diligence process is to
assist in the appraisal and control of marketing strategies, by using appropriately
tailored analytical tools.

Some companies have trouble with the idea of assessing probabilities of success
(ie specific risk profiles) for specific elements of marketing strategies because they
‘see the process as subjective’. Yet these same companies see nothing subjective in
projecting cash flows many years into the future and then choosing a ‘high’ discount
rate to reflect the overall risk associated with the strategy. The use of specific risk
profiling for the key elements of the marketing strategy and using these risk assess-
ments to adjust the expected cash flows directly put the appropriate line managers
back in control of the assessment of their strategies. In most companies, the choice
of a risk-adjusted discount rate is solely under the control of the finance function.
Even more importantly, this is how the external capital markets take account of
specific risks. Hence any company that claims to have the objective of creating
shareholder value should align its internal processes with those used by its share-
holders.

4.7 Alignment with capital markets

As stated earlier in this chapter, investors in financial markets start by assessing
the relative risk profile of an industry (its beta factor) and use this to calculate the
required rate of return for that sector. This is then translated into a cost of capital
for individual companies within this industry. Thus, companies do have different
costs of capital, and consequently different rates of discount will be applied to
their expected future cash flows. However, these different risk profiles show the
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degree to which these returns are correlated with the overall capital market, what
is technically referred to as systematic risk. Therefore, beta factors only take into
account general risk factors that will affect all or most companies. They do not
take into account all the specific risks that are faced by a single company with its
individual marketing strategy. The financial markets take these into account by
adjusting the level of future cash flows that are discounted at the company’s cost
of capital rate.

4.8 Turning Marketing Due Diligence into a
financial value

Given the focus on aligning the Marketing Due Diligence process with the creation
of shareholder value, it should come as no surprise that the Marketing Due Dili-
gence diagnostic process adjusts the expected cash flows generated by proposed
marketing strategies by using the probabilities assessed through the structured risk
analysis process set out earlier in this chapter.

This first stage of the Marketing Due Diligence diagnostic process, therefore,
should result in an adjusted set of forecast sales revenues, profits and cash flows
from the proposed marketing strategy. We now need to assess these adjusted
expected cash flows as to whether they are shareholder value-enhancing. This is
done by putting them into the context of the capital employed in implementing the
marketing strategy and the resulting required rate of return on this capital
employed.

Not surprisingly, the capital employed that we use for this computation is the
genuine capital that is required in the business in order to implement this marketing
strategy. In other words, it includes the value of the relevant intangible assets owned
and used by the business and is not limited to the historically based, tangible asset-
oriented balance sheets published by most companies.

Clearly, this involves the exercise of judgement in assessing the current
value of such intangible assets, but this should be an integral part of the devel-
opment of the proposed marketing strategy. Indeed, marketing expenditure
should be split between development and maintenance activities rather than
being categorized into the more normal, but much less relevant, categories such
as ‘above-the-line’ media advertising and ‘below-the-line’ promotions. Devel-
opment marketing expenditure is aimed at increasing the value of marketing
assets such as brands, customer relationships and channels of distribution. It is,
therefore, an investment that, if successful, will generate financial returns in
subsequent years. As already stated, for most companies it is the return from
these successful marketing investments that is the major source of sustainable
shareholder value. Thus, a major element in producing a sound marketing
strategy is assessing whether and, if so, how existing and/or new marketing
assets can be further developed. These marketing investments also represent
the main focus of the Marketing Due Diligence process, as they are often quite
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high-risk expenditures; if they are unsuccessful, the money spent is normally
completely irrecoverable.

Maintenance marketing activities are designed to hold existing marketing assets
at their current level, as it is very well established that all assets, but particularly
intangible marketing assets, decline in value unless they are properly maintained.
This means that the impact of maintenance marketing expenditure is normally seen
in the relatively short term, while the financial return from developmental marketing
investments may be several years in the future. Unfortunately, the normal accounting
treatment for marketing expenditure does not classify even such long-term
marketing activities as true financial investments, with all marketing expenditure
being written off in the current year’s profit and loss account. This means that it can
be possible to improve the short-term financial performance of a business by cutting
back on development marketing activities, even though this means that the
marketing assets will never achieve their full potential. If development marketing
budgets are reduced in an attempt to boost short-term profits, the long-term perform-
ance measures used within the business must highlight the risks that are being
taken with the sustainability of the business.

However, it must also be remembered that marketing assets are developed in a
competitive environment, and the effectiveness of marketing expenditure is signif-
icantly affected by competitors’ levels of spending. This is taken into account in the
Marketing Due Diligence process.

Where the proposed marketing strategy is primarily aimed at increasing the value
of an existing marketing asset or creating a completely new one, there may be little
or no increased financial return during the three years or so for which detailed
financial outcomes are predicted. The financial returns are expected even further
into the future, but can be captured by increasing the value of the particular
marketing asset at the end of the projection period. Clearly, the increased time
delay between the expenditure of the marketing investment and the anticipated
financial return is an indicator of increased risk, as the market may change or
competitors may be able to respond effectively. This is again taken into account in
the Marketing Due Diligence diagnostic process.

For publicly quoted companies, the assessment of the total value of their intan-
gible assets is relatively easy. The gap between the company’s stock market capi-
talization and the net tangible assets disclosed on the published balance sheet shows
their shareholders’ estimate of this value. This total value then needs to be analysed
across the business so that the major elements are identified, but there are now a
number of techniques in use for placing approximate values on marketing assets
(eg brand valuation techniques, customer relationship valuations) that can be used
as necessary.

Once an estimate of the capital employed in implementing the marketing
strategy has been made, we can compute the required return on this investment
by applying the appropriate risk-adjusted rate of return to this capital employed.
Because the specific risks associated with the marketing strategy have been taken
into account by adjusting the projected resulting cash flows, the appropriate rate
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of return will be close to the company’s cost of capital. It may, of course, need
some adjustment, as this marketing strategy may be relevant to only a part of the
total company, while the cost of capital can apply to the total portfolio of busi-
nesses making up a group. Thus, the output of the Marketing Due Diligence
diagnostic process is an adjusted cash flow forecast from which is deducted the
required return on the investment involved. A resulting positive net cash flow
indicates both that shareholder value should be created and the level of this
shareholder value that should be created by implementing this marketing
strategy.

4.8.1 Allowing for ‘capital at risk’

Unfortunately, there is still one more adjustment that needs to be made to some
marketing strategies. The previous section effectively charged a tax on the return
generated by the marketing strategy for the use of the assets employed by the
strategy, resulting in what accountants refer to as ‘residual income’. This charge
represents the opportunity cost of tying up the company’s capital, but it assumes
that the capital will still exist at the end of the planning period. However, some
marketing strategies may make it more likely that part of this capital could be lost
if the marketing strategy is not completely successful. In other words, this capital
is put ‘at risk’ by the marketing strategy.

There are many ways in which this can happen, but the most common is in an
attempt to reduce the initial costs of implementing a new marketing strategy. This
can often be done by leveraging on an existing marketing asset of the business, so
that the upfront marketing development investment required is significantly
reduced. Focusing initial sales of new products on existing loyal customers can
reduce launch selling costs compared with finding completely new customers.
However, if these new products do not match either the existing customers’ expec-
tations or existing product quality levels, the loyalty of these valuable current
customers can be significantly eroded.

Probably the most common example of this leveraging type of strategy is the use
of umbrella or corporate branding, where a new product is launched under the
umbrella of an existing, well-known, successful brand. Obviously the objective is
to create rapid awareness and trial of the new product without the need for massive
marketing expenditure. As long as the new product is a very good fit with all the
existing brand’s attributes and target customers, this can be successful, but there
can be a significant risk to the value of the current brand. There are many examples
of companies launching brand extensions that had negative impacts on their existing
brand franchise; yet, often, this ‘capital at risk’ is not taken into account in the
review of the marketing strategy.

This is clearly unfair, as the financial returns projected from this marketing
strategy will include the ‘benefit’ of the cost savings achieved by placing this capital
at risk. It is this anomaly that is addressed by this additional adjustment required in
the Marketing Due Diligence process. It is needed only for those marketing strate-
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gies that seek to leverage on existing, indirectly associated marketing assets and, by
doing so, run the risk of reducing their current value.

The mechanics of making the adjustment require an assessment both of the
current value of the marketing asset that is being put at risk and of the potential
proportionate reduction in this value that could result from its use in this strategy.
In some cases, this could represent a total loss of its current value. The Marketing
Due Diligence assessment process is then, as usual, to assign a risk weighting, ie a
probability factor, to this loss in value, and this adjusted loss in value is subtracted
from the net expected return from the proposed marketing strategy.

This means that the output from the Marketing Due Diligence diagnostic process
should be a numerical value representing the expected shareholder value to be
created by any proposed marketing strategy. The computational process has been
broken into segments quite deliberately, as some companies may find it difficult
initially to do the second and third stages (ie assessing the return required on the
actual capital tied up in the strategy and adjusting for the potential loss from the
capital placed at risk by this strategy). Even so, making the Marketing Due Dili-
gence required adjustments to the expected financial returns from the proposed
marketing strategy will enable a much more rigorous review and appraisal to be
undertaken, as is discussed in the next section.

The potential shareholder value creation (or destruction, obviously, if the final
answer is a negative value) of the proposed marketing strategy should greatly
enhance the resource allocation decision process within a company, but the
Marketing Due Diligence process can add value even without a final numerical
result.

4.9 Highlighting deficiencies and key risks

When we have applied the Marketing Due Diligence process to existing marketing
strategies and plans, it has come as no great surprise to find that there are often gaps
in the information supporting the resulting financial forecasts. (There have also
been many instances of self-apparent inconsistencies between the marketing plans
and these resulting financial outcomes.) In many cases, this lack of information has
made it impossible to carry out a full Marketing Due Diligence appraisal of the
marketing strategy in order to compute an adjusted financial outcome. However,
the appraisal process has been of value to the company even in these cases, as a
major benefit of the Marketing Due Diligence process is that it clearly highlights
the specific deficiencies in the existing marketing plans.

Quite often, some, if not all, of these deficiencies are readily rectified, as the
required knowledge either already exists within the business, but has not been
explicitly incorporated into the marketing plan, or can be easily obtained by
management. A logically structured and rigorously applied marketing planning
process, which actually starts by identifying genuine market needs, removes the
need for any dangerously false, but very common, implicit assumptions about
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‘new’ opportunities for selling existing products or developing ‘new products’ for
unspecified customers. However, probably the major non-financial benefit of the
Marketing Due Diligence diagnostic process is that it indicates the key risks associ-
ated with any proposed marketing strategy. This is achieved by demonstrating the
relative impact of the individual risk assessments that are made during a Marketing
Due Diligence appraisal. The management team is able to focus its attention on
these critical areas of risk and uncertainty and thereby improve the marketing plan-
ning process in the future. Consequently, Marketing Due Diligence should be
viewed as an ongoing process rather than a one-off review or audit.

By concentrating planning resources and marketing research effort on the identi-
fied key areas, the business should be able to make better predictions. This does not
mean that future marketing strategies will necessarily be less risky, but that the
level of risk that is being undertaken is more fully appreciated and will be better
controlled and monitored.

4.10 Implications for users

Hopefully, it should by now be clear that a Marketing Due Diligence process can
add value to both internal and external shareholders in a business. For external
stakeholders, such as existing and prospective shareholders, the knowledge that all
proposed marketing strategies will be subjected to a rigorous and structured review
should provide reassurance that the resulting critical resource allocation decisions
are more likely to be shareholder value enhancing. Indeed, it could be that institu-
tional investors and stock market analysts will require a Marketing Due Diligence
process to be put in place as part of any sound corporate governance process. This
makes even more sense for the other external financiers involved in non-publicly
quoted companies, such as private equity funds and other corporate financiers.
Such a process also has significant relevance to debt providers, particularly in
highly leveraged companies.

The obvious linkages inside a company should be through the board of directors,
who have ultimate responsibility for the corporate governance process operated
across their organization. Instigating a Marketing Due Diligence process should
seem like a great idea to any non-executive director who wants to be confident that
future strategies and plans are being properly reviewed and controlled. With legis-
lation around the world placing more and more emphasis on control procedures and
corporate governance, with increasing potential penalties on individual directors,
the need for an objective, recognized and well-structured review and approval
process is also clear.

The Marketing Due Diligence process should be of interest to external auditors
as they seek to validate the effectiveness of their clients’ control procedures.
However, as their responsibility is still focused on reporting on the actual financial
performance of a business, Marketing Due Diligence is even more relevant to the
internal audit functions of large, multi-business corporations. Owing to the
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geographical spread and complexity of most of these modern companies, their
boards of directors require reassurance that the information provided to them is as
accurate and relevant as possible. This is particularly true for the critical, strategic
investment decisions where, by definition, the financial justifications are based on
forecasts of future expected outcomes.

Hence the main focus of most internal audit functions is already on business risk
identification, assessment and control. Integrating the Marketing Due Diligence
process into their existing business risk analysis routines would therefore greatly
reinforce their ability to report back to the board-level audit committee on the
company’s internal control processes.

However, this still casts Marketing Due Diligence in a post-plan preparation
review role. Ideally, the Marketing Due Diligence process should be seen as a
normal line management responsibility. In other words, no proposed marketing
strategy will be considered by the top executive management team unless it has
been subjected to a thorough Marketing Due Diligence process review. This is how
CEOs can hold their marketing directors to account and ensure that their marketing
strategies do deliver shareholder value.
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The Marketing Metrics
model and process

When marketers do focus on business measures, they focus on the wrong
ones: sales rather than market share, and volume rather than value.
(Binet and Field, 2007)

Summary

This chapter provides a more detailed overview of the Marketing Metrics model
introduced in Chapter 3, developed to help organizations improve the alignment
between marketing activity and its impact on achieving corporate goals. In addi-
tion to briefly describing the key steps in the model, the chapter also covers the
process for practically applying the model. It also identifies why it is important
to ensure that other functions within the organization are fully engaged with
marketing in the model process to ensure that promises made to the market can
be effectively delivered.

5.1 Introduction

Identifying the most appropriate metrics for measuring the impact of marketing is
obviously fundamental. As Binet and Field (2007) point out, marketers have tended
to focus on those that are directly related to their inputs and outputs — advertising-
to-sales ratios, share of voice, image and attitudes, for example. These are not
usually the measures that demonstrate the value added by marketing in terms of
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improving the overall performance, profitability or shareholder value of the busi-
ness. However, this requires rather more than simply replacing one set of metrics
for another; it requires a thorough review of the metrics strategy in the context of
business goals and the company’s position in the market. Answering the key ques-
tion “What do I need to spend in order to achieve an x per cent increase in profit?’
requires a forensic analysis process to identify whether the current, and planned,
direction of marketing activity is aligned with the goals or expectations of the
company.

A further issue is that marketing often does not directly control activities essen-
tial to enabling goals it sets to be achieved. Often, there is no process in place to
identify what these ‘other’ actions are, who is responsible for them, what impact
these actions have on achieving, or not achieving, goals set by marketing, and what
measures should be in place to monitor whether these actions are contributing in
line with expectations. It is no good if promises made by marketers in their adver-
tising campaigns are not supported by production, logistics, sales or customer
service. An example of this ‘inner-connectivity’ has been described by Graham
Booth, Supply Chain Director of Tesco, shown in Figure 5.1.

The issue here is whether the actions necessary by logistics will match the
promise for delivery made by marketing, and achieve the sales targets set by the
sales department. ‘Inner-connectivity’ needs to ensure that all the internal partners
in defining and matching the promise are agreed on what is achievable. Maybe an
improvement in delivery times is vital to achieving competitive advantage, as
perhaps identified through market research conducted to define customer needs and
the current perceptions of customer service. For many organizations this will need
to involve the external suppliers responsible for delivery to the final customer.
These issues will be described in more detail in Chapter 7, on impact factors.

As already stated, we believe that the core functions that are the responsibility of
marketers need to include sales, customer service and new product development.
Ideally, this should include all touch points with the market, but often these touch
points are controlled elsewhere.

A further issue is that, where efficiencies are concerned, marketers are often
focused on those solely related to campaigns, channel management, or using tools

Sales
and marketing:
Formulate and offer
promise

Operations
and logistics:
Deliver promise

Customer:
Receives promise
and assesses

experience

Figure 5.1 ‘Inner-connectivity’



B 106 MARKETING ACCOUNTABILITY

such as econometrics to identify the relative impact of different marketing activi-
ties. However, this is only part of the story, and little thought is given by marketers
when developing strategy to consider internal efficiencies that could increase the
organization’s competitive position in the market.

Marketers therefore need to ensure that all necessary resources and functions
within the organization are focused on achieving the marketing-related goals within
the corporate plan — and that the metric suite covers all the key activities. The chal-
lenge implied here is that marketers need to develop and implement a framework
that can address the following key questions related to measuring performance:

e What measures are appropriate, and essential, for different audiences within the
organization to track the impact of marketing-related activity?

e What key gaps are there in the information currently collected that inhibit or
prevent the appropriate measurement of marketing-related activity, and how
should filling these gaps be prioritized?

e Which metrics are essential to tracking the performance within core target
markets?

e Can the needs of consumers in the market be defined and prioritized, together
with the metrics that will be appropriate to tracking performance against compet-
itors in meeting these needs?

e Which key resources are necessary if marketing strategies are to be successful
and how should the results of deploying them be measured?

e What are the appropriate actions that should be invested in by the company to
achieve marketing goals?

e Where can efficiencies be identified that will contribute towards improving the
competitive position of the organization, and how can the impact of these be
measured?

e What should be an appropriate budget to achieve the goals set for marketing,
and can we measure the ‘leverage’ from investing in different activities?

e What metrics would be appropriate in measuring the impact of marketing on
achieving the business goals of the organization?

There is no doubt that these can be difficult questions to answer. They are also quite
sophisticated, and we believe that many organizations would struggle to provide
effective answers, if such questions were to be asked, as they should be, by their
board. Whilst it is increasingly likely that boards will demand greater accounta-
bility from marketing, they may well simplify the above to a more basic list of
questions for the marketing director to answer:

e How much are you spending?
What are you spending it on?
When will you spend it?

What return are you forecasting?
And when can we expect it?
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These are essentially financially orientated measures, so the answers need to be
developed in association with, and agreed by, the finance director. Also, these ques-
tions do not help the board gain an understanding of what the organization expects
to achieve in the market as a result of this spend, for example the expected impact
on market share. The task for marketers is to convince the board that, by asking
different questions, they will be able to gain a much better understanding of what
value marketing is adding to the business. However, there is also the need for a
‘meeting of minds’ on the most effective measures to use at board level. As Figure
5.2 shows, the terms often used by marketing to measure success are rather different
from the finance-based terminology that the board focuses on when determining
whether expenditure has been worthwhile.

The model described in this and subsequent chapters provides a solution to these
dilemmas.

5.2 Overview of the Marketing Metrics model

The Marketing Metrics model is designed to help organizations answer the ques-
tions listed above. At its heart are tried-and-tested business process and strategy
analysis tools, but these are applied within an overall framework developed to
identify the suite of key metrics that are specific to a particular organization, recog-
nizing that even competing companies within a particular market have set different
goals and strategies. The resulting model can be applied within organizations to
help prioritize scarce resources, set targets and measure outcomes.

The key objective is therefore to develop an appropriate suite of metrics, custom-
ized for the specific organization, which can be used to track the impact of marketing
on achieving business goals and identify the resources necessary to achieve objec-
tives within a market. In particular, the aim is to identify the subset of these metrics
that should be reported at board level in order to demonstrate the impact that

Figure 5.2 Different languages
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marketing has on building shareholder value. This not only creates greater account-
ability, but it also helps demystify the role of marketing by linking resource alloca-
tion to outcomes — in a language that boards can relate to.

Also implicit within the model are the following critical elements in a measure-
ment strategy:

e Metric: what should be measured, including definitions. Some metrics will be
direct measurements (eg response and conversion levels for a direct marketing
campaign), and others might be derived or modelled (eg customer satisfaction
scores).

® Data: how the necessary facts will be collected, the format, and who is respon-
sible for this process.

e Target: the planned level of future performance in a defined time frame.

e Result: the actual level achieved in the defined time frame.

These elements need to be discussed and agreed for each step in the model
process.

The Marketing Metrics model is shown in Figure 5.3. The model is divided into
the following key components, each of which is summarized below and then
described in detail in subsequent chapters:

e corporate performance — forecasts and actual results;

e market segments — objectives for each one, and outcomes achieved as strategy
is implemented;

e impact factors — necessary in developing an appropriate strategy and as a frame-
work to track response;

Business
element
Corporate Market Impact Marketing and Budget
performance segments factors other actions resource
Segment Productivity
needs factors Other
- Segment Qualifying actions
Corporate attributes factors Budget
Revenue " Marketing Funds
Profit Competitive actions Time
Segment advantage
outcomes: | € factors
sales, GM, MS
Forecast/ Objectives/ Strategy/ Plan/ Resource allocation/
results outcomes response action spend
Future/
actuality

Figure 5.3 Marketing Metrics model
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e marketing and other actions — what the organization plans to do to achieve the
strategy;

e budget resources — what resources and expenditure are necessary to deliver the
strategy.

The grey arrows show the flow for identifying what needs to be done in future to
achieve corporate goals. The blue arrows track what actually happens as the strategy
is implemented in order to achieve the defined goals. Both flows identify, and
contain, key metrics to measure the overall performance of the organization and
changes over time in the market.

The model also provides companies with an audit process, which enables
management to track whether there is alignment between marketing plans —
comprising strategy and actions — and corporate goals, and ensure that all the
appropriate performance and market tracking measures are in place. It also provides
management with a checklist to help easily identify whether plans cover all neces-
sary factors.

The key points for each of these stages in the model are as follows.

5.2.1 Corporate performance

This component captures the goals, and associated metrics, at corporate level that
relate to marketing activities and the associated measures of marketing’s impact on
achieving objectives. Some might already be included within a board-level dash-
board, balanced scorecard or other key indices reviewed regularly at board level.
They cover current targets, results and future forecasts of performance. These may
be at corporate, business unit, subsidiary, geographic or divisional level — whatever
is most appropriate for the company. However, in our experience few organizations
include all those that are vital in measuring the impact of marketing. Whilst targets
and forecasts are not always the same in some organizations, we are assuming that
they are the same thing for the purposes of the model. However, once targets or
forecasts have been agreed, then it is the responsibility of all relevant functions and
activities to respond in achieving them. Ambitious targets need an equally ambi-
tious response from marketing. Also, different targets require different responses,
for example ‘profit improvement’ and ‘rapid market share growth’ targets probably
cannot be delivered via the same marketing strategies.

5.2.2 Market segments (Chapter 6)

All markets can, we believe, be divided into segments. Segmentation helps an
organization identify target groups to enable appropriate objectives to be set,
resources to be effectively deployed where the value added, for the consumer and
the business, can be maximized, and outcomes defined. The metrics here cover
segment profiles, needs, trends, sales forecasts, revenues, margins and so on.
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However, there are many definitions of what constitutes segmentation. The defini-
tion used in the Marketing Metrics model is as follows:

Groups of individuals, or organizations, who have the same or similar needs
which will be satisfied by the same or similar offers. Segments are:

e Identifiable and recognizable (by the members of a segment)

e Independently existing (if your organization did not exist, the segment
would still be there)

e Measurable (even if difficult to do so)

e Substantial (big enough to be worth investing in)

e Externally accessible and actionable (eg can they be promoted to through
channels).

(McDonald, 2004)

The metrics for measuring segments are divided into two groups: 1) Those that
define and track the segment over time, for example segment members’ needs and
wants; attitudes/opinions; demographic, geographic, geodemographic and psycho-
graphic profiles; media consumption; purchase occasions/channels; etc. These are
the factors that exist in the market, independent of organizations selling to members
in the segment. 2) Those that measure the performance of your business within a
segment in terms of the organization s goals. Metrics might include market share,
sales volumes, gross margin, brand image, customer value, etc. The metrics will
also need to include those that benchmark your organization against the needs and
attitudes of customers, and against the performance of key competitors operating in
this segment.

5.2.3 Impact factors (Chapter 7)

Marketing needs to develop strategies as a response to the analysis of each segment
of interest to the organization. The tool used in the model, and described in the
chapter, is an impact factor analysis. Three types of impact factors are considered
within the model:

1. Qualifying factors are those factors, and associated levels of performance, that
all organizations operating in a market are expected to deliver from a consum-
er’s perspective. Unless a company can provide these at the expected level it is
unlikely to prosper in the market.

2. Competitive advantage factors are the factors that really matter to consumers in
a market — they focus on important customer needs. They attract attention in the
market and help you win, and retain customers. Focusing on improving perform-
ance against these creates positive and powerful advantage over competitors.
Improving performance against these factors should lead to increased market
share.
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3. Productivity factors are essentially about reducing costs. Productivity factors
are actions that the organization needs to take internally to become more effi-
cient and focused in delivering the overall strategy for each segment. This can
include increasing output, by leveraging economies of scale.

Extended definitions for each of these are described in Chapter 7. Impact factors
help identify the appropriate strategies for each market segment, and the antici-
pated response from consumers. Metrics can be set for each set of impact factors.

5.2.4 Identifying actions, setting budgets and establishing
linkages (Chapter 8)

The impact factors analysis enables the overall strategy for each segment to be
defined. The next step is therefore to agree the actions that will enable the strategy
to be successfully delivered for each segment to help achieve the overall goals. As
illustrated in Figure 5.1, these actions may include ones currently outside the
control of marketing but essential to achieving the goals that marketing is respon-
sible for. A tool to help identify the most appropriate actions is described within
Chapter 8.

Actions are likely to consume resources, either internally or externally. There
might be the need to argue for a reallocation of internal resources already allocated
to other plans, or an investment in an increase in resources if this makes financial
sense in terms of achieving the overall goals of the organization. External actions
might be additional expenditure on market research or advertising. This analysis
enables an appropriate budget, or spending plan over a longer time frame, to be
derived. This spending plan should also include the ‘gearing’, or return, expected
from allocating these resources in terms of increased market share, increases in
sales revenues, improved gross margin, etc.

This process enables a detailed plan to be constructed for each segment. These
can then be developed into a plan for the market as a whole and the identification
of the appropriate metrics to track progress and changes over time in the market.

5.2.5 Finalizing the metrics strategy (Chapter 9)

The final step in the model is to draw together the metrics from the earlier stages
and finalize the overall measurement strategy. This step includes identifying any
metrics that are not currently in place, and deciding how to address these gaps. The
strategy also needs to finalize issues such as who will be responsible for each
measure, who will be responsible for taking action if the measure indicates that
agreed progress is not being achieved, and who will see each metric.
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5.3 Implementing the Marketing Metrics model

The model described above needs an appropriate process to enable each compo-
nent to be thoroughly considered if the final strategy is to be both actionable and
corporately acceptable. The method for implementing the model has been devel-
oped by working through the full process with a small number of organizations
operating in different market sectors. The key objective of the process is to identify
the metrics appropriate for the organization to track:

e the impact of marketing strategy;

e performance against forecast;

e that agreed actions are on target;

e changes in the market and activities of competitors.

It is also important to establish in the context of the model what the term ‘marketing’
covers and the planning ‘time frame’. The definitions of these are as follows:

e Marketing: as mentioned earlier, the definition of ‘marketing’ covered in the
process needs to include all market or customer-facing activities — marketing,
sales, customer service, new product development, websites, etc. However, as
also mentioned earlier in this chapter, delivering against the promises made by
marketing is almost always reliant on collaboration with other parts of the
company, which will need to be responsible for implementing actions outside
the direct control of marketing. Therefore the discussions need to be wide-
ranging, and some of the metrics identified in the strategy will be measuring the
performance of other business areas.

e Time frame: the focus is on those metrics that will measure performance
against goals in the strategic plan’s three- to five-year time frame. The metrics
strategy therefore has a medium-term focus. This means that, although tactical,
or operational-marketing, measures may be included in the overall framework,
the model is concerned with measuring the cumulative impact of shorter-term
strategy, such as that resulting from marketing communications (marcomms)
campaigns, in terms of impact on achieving the medium-term goals for each
segment (eg performance in the market, such as an increase in market share)
and any consequential effect on corporate goals (eg increases in the value of
intangible assets such as brand or customer equity). Tracking of short-term
strategy, such as the effect of an advertising campaign, is often restricted to the
period of activity, whereas the impact may be felt for longer and in other areas
of the business. An example of this covering General Motors is described in
Chapter 11. Measurement strategies need to reflect the whole time frame over
which any impact can be expected to occur and take into account the wider
consequences. Another example is that a direct mail campaign to sell a book
through that channel may increase sales through other outlets, such as book-
shops.
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Overall, the positioning of the model process is illustrated in Figure 5.4 by the
right-hand triangle, the model zone, covering the market positioning and the value
proposition that has been identified as the most appropriate for the particular
segment in that market. Once the metrics strategy has been identified through the
model, the subsequent step is to apply the measures in the left-hand triangle, the
measurement zone, to track performance.

The process for applying the model, summarized in this chapter, and explained
in more detail over subsequent chapters describing each stage, will also help organ-
izations:

e identify which metrics are already used or available;

e develop a framework for using currently available data to develop new
metrics;

e identify gaps in data collection that prevent key metrics being implemented;

e identify any other issues with data collection or developing necessary metrics.

These issues are also discussed in more detail in Chapter 9, covering the finalizing
of the overall measurement strategy.

The implementation process used to identify the appropriate metrics strategy for
the organization is shown in Figure 5.5. It is based around a series of four work-
shops conducted within the organization.

The workshop process is described in detail in the following sections, including
a discussion on the appropriate participants in section 5.4. This process was devel-
oped through the initial applications of the model, facilitated by the directors of the
Cranfield University Marketing Measurement and Accountability Forum
(MMAF).

Define markets Model zone
and understand where metrics
value are defined

| Determine
value
proposition

Monitor
value

Measurement
zone
where metrics
are applied

Deliver
value

Figure 5.4 Map of the marketing domain
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5.3.1 Workshop 1

This workshop has two objectives. The first is to identify those current corporate-
level metrics that might be expected to be influenced by marketing activity, and the
second is to develop a set of metrics for the key segments in the organization’s
market.

5.3.1.1 Corporate metrics

Those likely to be influenced by marketing activity might include measures such as
gross sales, market share, gross margin, loyalty (eg Net Promoter Score), customer
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satisfaction, brand equity/image, etc. The reporting might be by total market or by
key market segments. The metrics might be those included within the ‘Customer’
section of a standard four-business-perspective balanced scorecard model. The
discussion should also lead to possible gaps in the current measures being identi-
fied. For example, in one of the pilot studies conducted by the MMAF directors, a
balanced scorecard reported at board level simply contained the monthly spend on
advertising against budget, but no outcomes of this expenditure — either as fore-
casts or as outcomes — were included. As the model is designed to help meet
medium-term targets, the corporate-level goals for the current year and each of the
measures over the following three years need to be identified. At this stage in the
process, the key objective is simply to list the current metrics and the targets set for
them over this three-year period. This list needs to be revisited at the end of the
process to see if any other metrics should be recommended at board level, and to
ascertain whether the application of the model has identified links between the
actions proposed and the corporate measures (the blue arrows in the model).

5.3.1.2 Market segment metrics

As described earlier, the model process is segment based. As described in Chapter
6, most markets can be divided into a number of key, differentiated segments, a
process that enables the organization to focus its resources more effectively.
However, to apply the model to all segments in one go would be overly complex.
Therefore organizations applying the model are advised to start by focusing on two
segments in the initial application in order to gain a detailed, and manageable,
understanding of the overall process, and then repeat it for remaining segments
over time. In most situations, organizations don’t try to cover an entire market. The
objective of segmentation is to identify those segments likely to be most attractive
when consumer needs/profiles are matched to the capabilities and goals of the
organization. This means that once an organization has analysed the market and
divided it into segments, using the methodology described in Chapter 6, a few key
segments will be the focus of future attention, perhaps at the expense of others that
the organization decides are no longer of prime interest. So the second objective of
the first workshop is to focus on two market segments and identify the metrics that
are critical, firstly, to tracking the segment in the market over time and, secondly,
to measuring the performance of the organization against the goals set for each
segment. It is recommended that the selected segments for the first application of
the model are those likely to be of most value to the future success of the organiza-
tion. Selected initial segments could be of three types:

e ones that are currently delivering a high level of value, and forecast to continue
to do so;

e one that is identified as currently delivering poor returns but is considered as
offering high future potential;
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e one that the organization considers has potential but an appropriate strategy to
deliver value has yet to be identified.

The factors covered in the first workshop are described in detail in Chapter 6.

5.3.2 Workshop 2

Once the segments have been identified and a full analysis of the two selected
segments has been undertaken, the next step is to ensure that the strategies for
achieving the goals defined in the marketing plan are appropriate, and that the key
metrics necessary to track performance towards achieving these goals have been
identified. The focus in the second workshop is on how to use an impact factor
analysis to help develop effective strategies for each segment, and identify the
metrics necessary to track performance of the strategy. This process is described in
detail in Chapter 7.

5.3.3 Workshop 3

Once the strategy for each segment has been confirmed, and the necessary metric
set identified using the impact factor analysis framework described in Chapter 6,
the next steps, covered in the third workshop, are:

e [dentify the actions necessary to deliver the strategy. Some of these actions
might be under the control of marketing (eg developing and implementing a
specific direct marketing campaign), but others may be within the responsibili-
ties of other departments (eg improving customer satisfaction either through
changes in the logistics chain or through revised call centre goals).

e Agree the budgets necessary to fund the agreed actions.

e Estimate the likely impact of these actions, in financial terms, and identify those
actions that are forecast to give a disproportionately high return on investment
— that is, those with a high ‘gearing’.

e Identify and agree the appropriate metrics to track the actions, budget funding
and impact in achieving goals.

These processes are described in Chapter §.

5.3.4 Workshop 4

The objective of the final workshop is to finalize the list of metrics and develop an
outline plan for implementing the agreed measurement strategy, for example who
will be exposed to different metrics, who will be responsible for collecting the data
and producing the metrics, and who will be responsible for corrective action if a
metric indicates that performance is below target.

This is all discussed in detail in Chapter 9.
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5.4 The workshop team

As described in section 5.3, the implementation of the model process within the
workshops is through a team of appropriate individuals drawn from relevant func-
tions across the organization. Therefore identifying the key members of this team,
and deciding whether or not to have an independent facilitator or to appoint one of
the team to lead the discussions, is vitally important to the success of the process.
Having the most appropriate participants is vital to the success of the process.
‘Success’ is not just in terms of developing a set of metrics; it is also about agreeing
an implementation strategy, which in turn relies on the organization having ‘bought
into’ the process and seeing the value to be gained in achieving the organization’s
goals by implementing the recommendations from the workshops. This is particu-
larly important at board level.

Experience gained in the pilot applications suggests that, for the workshops to be
effective, this team needs to be kept small — but it is vital that its members are indi-
viduals who play key roles in the marketing, financial and planning processes
within the organization. It is also important that the members are sufficiently
empowered by senior management to develop a strategy that stands a fair chance
of being implemented. For example, in one of the pilot studies the team presented
their recommended strategy to the main board; in another the ‘sponsor’ reported to
the board and was a key, and influential, member of the senior management team.

The workshop team should comprise no more than six to eight members. Based
on the pilots, suggested key team members are:

market research manager;

corporate planning manager;

corporate finance manager;

customer database manager;

market planning manager;

finance manager (with responsibility for marketing);
marketing communications/advertising manager;

senior marketing manager (to act as champion of the process);
customer service (or operations) manager;

brand, product or customer segment manager.

Obviously, good facilitation will be essential to success. What do we mean by ‘good
facilitation’? The main criteria are: all participants are adequately briefed at the outset;
the workshops are run objectively; goals are clearly defined; discussions remain
focused on the themes and objectives described for each workshop, as described
earlier in this chapter; all members are treated as equal participants; evidence provided
by members is discussed and approved by the whole team; opinions are challenged;
the principles of effective brainstorming are adhered to; the conclusions from each
stage are clearly summarized; and actions/tasks are clearly identified at the end of
each workshop and allocated to the appropriate members of the team.
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As will be seen in the subsequent chapters, in addition to developing a marketing
metrics strategy appropriate for the organization a further key role of the team is to
identify responsibility within the strategy for:

e collecting the data to ensure the metrics can be defined;
e undertaking the measures;
e taking action if the metrics show that performance is not on target.

As shown in Figure 5.5, team members are also responsible for subsequently
reviewing and, if possible, testing the agreed metrics identified in each workshop.
This includes identifying whether the data necessary to develop the agreed metrics
are currently available and, if not, assessing whether this might be possible in the
future.

The subsequent chapters (Chapters 6-9) covering the component parts of the
model include templates that can be used in undertaking the programme of work-
shops.
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Segmentation — the basic
building block for
markets

Summary

This chapter is crucial as segments are the basic building blocks of any marketing
accountability model, as shown in Chapter 5. The chapter starts with an introduc-
tion to ‘market segmentation’. It is followed by a section on whom we sell to,
including an explanation of the difference between consumers and customers, and
a discussion of why market share is important and why the term ‘market’ must be
carefully defined.

The market segmentation process is outlined. The steps are:

market definition;

market mapping;

listing who buys;

combining this into lists of who buys what;

listing why these micro-segments buy what they buy;

combining the micro-segments into larger segments by means of cluster analysis.

Methodologies are outlined and explained throughout. Three segmentation case
studies are provided to illustrate how correct market segmentation turned around
loss-making situations. The chapter concludes by relating segments to the metrics
model.
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6.1 Introduction

This chapter deals with the very heart of successful marketing — market segmenta-
tion. No accountability system will be effective unless it is measuring metrics by
segment as a precursor to higher levels of accountability aggregation. It can be seen
from Figure 6.1 that market segments are the central holding point for lower-level
data, which in turn feed into higher-level processes such as strategic marketing
planning. Hence, market segmentation is crucial to any understanding of systems
for marketing accountability.

The very term ‘market segmentation’ conjures up images of a whole being
divided into smaller parts (segments). Yet, since the dawn of marketing, market
segmentation has become a confusing metaphor, badly explained, poorly imple-
mented and, also, one of the last bastions of marketing ignorance. Indeed, a Harvard
Business Review article (Christensen, Cook and Hall, 2005) about 30,000 failed
product launches in the United States put their failure down principally to inade-
quate market segmentation.

The construction industry until recently was booming in many countries in the
world. We recently asked one of 60 managing directors at their conference what
accounted for his 185 per cent growth in net profits. His reply? ‘We had a mild
winter!” So we asked him how much of his net profits came from market growth.
He didn’t know. Then we asked him how much came from market share growth —
but, obviously, if he couldn’t answer the first question, he couldn’t answer that.
Then we asked him how much came from net price increases. He didn’t know.
Then we asked him how much came from productivity improvements. He didn’t
know... etc. By now the other 59 managing directors were sitting bolt upright,
hoping that this odious little toad (an author of this book!) wouldn’t ask any of
them such embarrassing questions. There is a grossly mistaken view that, in high-
growth markets, marketing somehow doesn’t matter. But even a cursory glance at
the fortunes of US and European companies over the past 20 years will reveal that
most of them have gone bankrupt since the heady days of growth ended. Evidence
for this was provided in Chapter 1.

The heartbeat of professional marketing has always been market segmentation.
The reason no one has heard of Alexander the Mediocre is that, unlike Alexander
the Great, he was mediocre. So what makes anyone think that mediocre products
are going to reap anything but mediocre results? Going a stage further, what sort of
company would make a commodity out of bread, fertilizer, glass, paper, chlorine,
potatoes or mobile phones? Well, just observe consumers buying potatoes in Marks
and Spencer in the UK at a premium price. Then ask whether anyone can tell the
difference between Castrol GTX, Alfa Laval Steel, SKF bearings, Intel microproc-
essors and their respective competitors. Yet these great companies are able to charge
premium prices and have massive global market shares.

Gurus like Tom Peters, Philip Kotler, the chairman of Unilever and the like agree
that the key elements of world-class marketing are:
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Figure 6.1 Information use in marketing

1. a profound understanding of the marketplace;

2. proper market segmentation;

3. powerful differentiation, positioning and branding;
4. integrated marketing strategies.

The order is significant. Even now, many companies are messing about with their
brands without really understanding their market, how it is segmented, or where
they are positioned.
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Let us repeat — because of its importance — what we said in Chapter 2. Over 30
years of research at Cranfield University School of Management has proved a link
between long-term shareholder value creation and excellent strategic marketing,
which exhibits the characteristics shown in the left-hand column of Table 6.1.

6.2 Markets we sell to

Companies frequently confuse target markets with products — pensions or main-
frame computers, for example — and this, coupled with a lack of knowledge about
the sources of differential advantage against each segment, signals trouble.

Many companies pride themselves on their market segmentation even though
these so-called ‘segments’ are in fact sectors, which is a common misconception.
Everyone with a marketing qualification knows that a segment is a group of
customers with the same or similar needs and that there are many different purchase
combinations within and across sectors.

But the gravest mistake of all is a priori segmentation. Most books incorrectly
state that there are several bases for segmentation, such as socio-economics, demo-
graphics, geo-demographics and the like. But this misses the point totally. For
example, Boy George and the Archbishop of Canterbury are both As, but they don’t
behave the same! Nor do all 18- to 24-year-old women (demographics) behave the
same! Nor does everyone in our street (geo-demographics) behave the same!

All goods and services are made, distributed and used, and the purchase combi-
nations that result make up an actual market, so the task is to understand market
structure, how the market works and what these different purchase combinations
(segments) are.

Firstly, let us examine the factors that cause markets to break into smaller groups
(see Figure 6.2).

When something new is invented such as television, computers, microwaves, the
internet and the like, not everyone adopts them at the same time. Many years ago a
US researcher called Everett Rogers studied how new products are diffused across
markets over time. Imagine that television has just been invented. Let us take any
market — Germany will do — and let us imagine that there are only 100 households

Table 6.1 Characteristics of successful marketing strategies

Excellent strategies Weak strategies

Target needs-based segments Target product categories
Make a specific offer to each segment ~ Make similar offers to all segments

Leverage their strengths and minimize Have little understanding of their
their weaknesses strengths and weaknesses

Anticipate the future Plan using historical data
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Figure 6.2 Non-cumulative diffusion pattern

in Germany. Let us further imagine that there is a law limiting each household in
Germany to only one television. Clearly, the potential market for televisions
in Germany is 100, but not everyone buys one at the same time.

Someone has to be the first to adopt new products. Normally, about 2.5 per cent
of any population will be the first to adopt new products. These people are known
as ‘innovators’. They are very unusual people who enjoy being different.

These people are followed by another group, known as ‘opinion leaders’. These
people tend to be affluent, well educated, very privileged, and independent thinkers
who do not care much what other people think of them. They are, however, crucial
in getting any new product or service adopted. We can think of them as the Joneses,
in the sense of the expression ‘keeping up with the Joneses’.

This group is followed by a much larger group known as the ‘early majority’.
These people admire the opinion leaders and can be thought of as the Smiths, in the
sense of the expression ‘The Smiths try to keep up with the Joneses.” When these
people start to enter a market, there is a rapid growth in sales.

By now, approximately 50 per cent of all those who could adopt the new product
have done so, and it is now that the ‘late majority’ begin to enter the market. Gener-
ally, these people are less privileged, less affluent and less well educated, and price
often becomes important at this stage in the market.

Finally, the remaining 16 per cent of the population adopt the new technology.
Rogers referred to these people as ‘laggards’. By now, everyone who could have
one has got one. For example, in the United Kingdom, everyone has a mobile phone,
they are very cheap, and the market can now be considered to be a replacement
market, in which growth will be dependent on population size, demographics and
the like. Clearly, in mature markets, getting growth will be much more difficult.

Although this is not the purpose of this chapter, it is useful to note, before we
leave Rogers’s diffusion of innovation curve, that when launching a new product or
service it is advantageous to know who the opinion leaders are in a market, as these
people should be targeted first by the sales force and by other promotional media,
as they will be the most likely to respond. For example, certain doctors will be
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more open-minded about new drugs, whereas other doctors will not risk prescribing
a new drug until it has been on the market for a number of years.

The diffusion of innovation curve also explains the phenomenon known as the
product life cycle, and why, after the 50 per cent point on the diffusion of innova-
tion curve is reached, the market continues to grow but the rate of growth begins to
decline until maturity is reached (see Figure 6.3).

At the beginning of any market, fechnology tends to be the driving business
force, largely because new products tend to be at the cutting edge. As the new tech-
nology begins to take hold, as explained in the earlier references to the research of
Everett Rogers, production tends to be very important, because at this stage it is not
unusual for demand to be greater than supply. However, as the market grows and
new entrants begin to introduce competitive products, sales as a function becomes
increasingly important, as the new competition entails a growing consumer choice.
A problem frequently occurs at the next stage of the market life cycle, as there is
now more supply than demand, so frequently organizations attempt to cut costs, so
accountancy tends to come to the fore. This is often followed by implementing the
latest management consultancy fads, such as those promulgated by gurus such as
Tom Peters in works like /n Search of Excellence. Finally, however, all organiza-
tions come to the same conclusion, which is that they need to understand their
consumers and customers better in order to meet their needs, and this of course is
where market segmentation, the subject of this chapter, becomes crucial.

All this has been explained in order to introduce the key concept of market
segmentation and why it happens. Clearly, in the early days, markets will tend to be
homogeneous. But, as demand grows rapidly with the entry of the early majority, it
is common for new entrants to offer variations on the early models, as just explained,
and consumers now have a choice. In order to explain this more clearly, let us illus-
trate the approximate shape of markets. If we were to plot the car market in terms
of speed and price (see Figure 6.4), we would see very small, inexpensive cars in
the bottom left-hand corner. In the top right, we would see very fast, expensive
cars. Most cars, however, would cluster in the middle, what we might call ‘the Mr
and Mrs Average Market’.

Similarly, the lawnmower market would look very similar (see Figure 6.5). With
lawn size on the vertical axis and price on the horizontal axis, at the bottom left

® Technology
@ Production

® Sales

® Accountancy
® Fads

® Marketing

© Professor Malcolm McDonald, Cranfield School of Management

Figure 6.3 Market life cycles and managerial phases
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Figure 6.4 The natural shape of markets — cars

would be small, inexpensive, hand-pushed mowers, with expensive sit-on machines
for large estates in the right-hand corner. That leaves the mass of the market with
average-sized lawns and average-sized lawnmowers, which is where the mass
market is.

We can now redraw this to represent the shape of any market, particularly at the
early growth stage (the shape on the left in Figure 6.6). But when rapid growth
begins, new entrants join the market and offer variations on standard products in
order to attract sales, and it is at this stage that markets begin to break into smaller
groups, while still growing overall (this is represented by the shape in the middle).
Eventually, when markets mature and there is more supply than demand, any
market growth tends to come in the lower price end of the market, whilst the top
end of the market tends to be immune (this is represented by the shape on the right).
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Figure 6.5 The natural shape of markets — lawnmowers
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It is usually the middle market that suffers at this stage, with many competitors
vying with each other on price. This, however, is the whole point of market segmen-
tation, for competing only on price is to assume that this is the main requirement of
customers, whereas the truth is that this is rarely the case. It is just that a general
lack of understanding about market segmentation on the part of suppliers about the
real needs of customers in mature markets forces them to trade on price, so encour-
aging the market to become a commodity market.

The starting point in market segmentation is correct market definition, which is
crucial for measuring market size, growth and share, identifying relevant competi-
tors and formulating strategies to deliver differential advantage. Few companies
give sufficient attention to correct market definition, and few can draw an accurate
market map and therefore have little chance of doing anything remotely resembling
correct market segmentation at the key influence points or junctions on the map.

At each if these junctions, segmentation is not only possible but crucial. The
methodology for market segmentation is explained fully in the second edition of
Market Segmentation: How to do it, how to profit from it (McDonald and Dunbar,
2005), and the process is summarized in this chapter.

The process will be expanded on later in this chapter, but, before this, let us
clarify the terminology about customers and consumers.

6.2.1 The difference between customers and consumers

Let us start with the difference between customers and consumers. The term
‘consumer’ is interpreted by most to mean the final consumer, who is not neces-
sarily the customer. Take the example of parents who are buying breakfast cereals.
The chances are that they are intermediate customers, acting as agents on behalf of
the eventual consumers (their family) and, in order to market cereals effectively, it

low

© Professor Malcolm McDonald, Cranfield School of Management

Figure 6.6 The shape of markets from birth to maturity
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is clearly necessary to understand what the end-consumer wants, as well as what
the parents want.

This is only relevant in that it is always necessary to be aware of the needs of
eventual consumers down the buying chain.

Consider the case of the industrial purchasing officer buying raw materials such
as wool tops for conversion into semi-finished cloths, which are then sold to other
companies for incorporation into the final product, say a suit, or a dress, for sale in
consumer markets. Here, we can see that the requirements of those various inter-
mediaries and the end-user are eventually translated into the specifications of the
purchasing officer to the raw materials manufacturer. Consequently, the market
needs that this manufacturing company is attempting to satisfy must in the last
analysis be defined in terms of the requirements of the ultimate users — the consumer
— even though the direct customer is quite clearly the purchasing officer.

Given that we can appreciate the distinction between customers and consumers
and the need constantly to be alert to any changes in the ultimate consumption
patterns of the products to which our own contributes, the next question to be faced
is: who are our customers?

Direct customers are those people or organizations that actually buy direct from
us. They could, therefore, be distributors, retailers and the like. However, there is a
tendency for organizations to confine their interest, hence their marketing, to those
who actually place orders. This can be a major mistake, as can be seen from the
following example.

A fertilizer company that had grown and prospered during the 1970s and 1980s,
because of the superior nature of its products, reached its farmer consumers via
merchants (wholesalers). However, as other companies copied the technology, the
merchants began to stock competitive products and drove prices and margins down.
Had the fertilizer company paid more attention to the needs of its different farmer
groups and developed products especially for them, based on farmer segmentation,
it would have continued to create demand pull-through differentiation.

The segmentation study revealed that there were seven distinct types of farmer,
each with a different set of needs. For just three examples of these segments, see
Figure 6.7. First, there was a segment we called Arthur (the figure at the top of the
figure), a television character known for his deals. He bought on price alone but
represented only 10 per cent of the market, not the 100 per cent put about by
everyone in the industry, especially the sales force. Another type of farmer we
called Oliver (the figure in the bottom right of the figure). Oliver would drive
around his fields on his tractor with an aerial linked to a satellite and an on-board
computer. He did this in order to analyse the soil type and would then mix P, N and
K, which are the principal ingredients of the fertilizer, solely to get the maximum
yield out of his farm. In other words, Oliver was a scientific farmer, but the supply
industry believed he was buying on price because he bought his own ingredients as
cheaply as possible. He did this, however, only because none of the suppliers both-
ered to understand his needs. Another type of farmer we called David (the figure in
the bottom left of the figure). David was a show-off farmer and liked his crops to
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look nice and healthy. He also liked his cows to have nice, healthy skins. Clearly,
if a sales representative had talked in a technical way to David, he would quickly
switch off. Equally, talking about the appearance of crops and livestock would have
switched Oliver off, but this is the whole point. Every single supplier in the industry
totally ignored the real needs of these farmers, and the only thing anyone ever
talked about was price. The result was a market driven by price discounts, accom-
panied by substantial losses to the suppliers. ICI, however, armed with this new-
found information, launched new products and new promotional approaches aimed
at these different farmer types, and got immediate results, becoming the only prof-
itable fertilizer company in the country.

Let us now return to market dynamics and what happens to markets at the rapid
growth stage. At this stage, new entrants come into the market, attracted by the high
sales and high profits enjoyed by the industry. Let us illustrate this with another
example.

In the early 1970s, a photocopier company had an 80 per cent market share and
massive profit margins. This is represented by the big circle in the middle of Figure
6.8. When a Japanese newcomer entered the market with small photocopiers, the
giant ignored it. The Japanese product grew in popularity, however, forcing the
giant to reduce its prices. Within three years, the giant’s share was down to 10 per
cent, and the battle was lost. It had failed to recognize that the market was segmented
and tried to compete in all segments with its main product, a mistake made by
hundreds of erstwhile market leaders. The main point about this example is that
companies should not attempt to compete in all segments with the same product,
but should recognize that different segments or need groups develop as the market

Figure 6.7 Personalizing segments
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grows, and that they should develop appropriate products and services, and posi-
tion and brand them accordingly.

Let us summarize all of this by showing a product life cycle representation with
some generalizations about how marketing strategies change over time. See Figure
6.9. From this, which we suggest you study carefully, you will see at least four
major changes that occur over the life cycle. At the top of the far right-hand column,
you will see the word ‘Commodity’, but the point we want to make is that this is by
no means inevitable, and occurs only in markets where the suppliers do not under-
stand the power of market segmentation, as illustrated in the fertilizer example.
There are other options, of course, including the option to get out of mature markets.
Another is to move the goal posts, as it were, somewhat in the manner of First
Direct, Direct Line, Michael Dell, Virgin, Amazon.com and countless others. The
strategy we want to concentrate on here, however, is market segmentation, which
in our view should be the very first consideration as markets begin to mature.

An excellent example of good practice is Procter & Gamble in the United States
supplying Wal-Mart, the giant food retailer. As can be seen from the simple diagram
in Figure 6.10, P&G create demand pull (hence high turnover and high margins) by
paying detailed attention to the needs of consumers. But they also pay detailed
attention to the needs of their direct customer, Wal-Mart. Wal-Mart is able to operate
on very low margins because, as the bar code goes across the till, this is when P&G
invoice Wal-Mart, produce another and activate the distribution chain, all of this
being done by means of integrated I'T processes. This way, they have reduced Wal-
Mart’s costs by hundreds of millions of dollars.

Closely related to the question of the difference between customers and consumers
is the question of what the term ‘market share’ means.

Big companies

cpm cpm

dh
NI

®

Note: cpm = copies per month
© Professor Malcolm McDonald, Cranfield School of Management

Small companies

Figure 6.8 Perceptual map of the photocopier market
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Figure 6.10 A simplified market map

6.2.2 Market share

Most business people already understand that there is a direct relationship between
relatively high share of any market and high returns on investment, as shown in
Figure 6.11.

Clearly, however, since BMW are not in the same market as Ford, for example,
it is important to be most careful about how ‘market’ is defined. Correct market
definition is crucial for: measuring market share and market growth; the specifica-
tion of target customers; recognition of relevant competitors; and, most importantly
of all, the formulation of marketing strategy, for it is this, above all else, that delivers
differential advantage.

The general rule for ‘market’ definition is that it should be described in terms of
a customer need in a way that covers the aggregation of all the products or services
that customers regard as being capable of satisfying the same need. For example,
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Figure 6.11 The relationship between market share and return on investment

we would regard the in-company caterer as only one option when it came to satis-
fying lunchtime hunger. This particular need could also be satisfied at external
restaurants, public houses, fast food specialists and sandwich bars. The emphasis in
the definition, therefore, is clearly on the word ‘need’.

To summarize, correct market definition is crucial for the purpose of:

share measurement;

growth measurement;

the specification of target customers;

the recognition of relevant competitors;

the formulation of marketing objectives and strategies.

6.2.3 Market segmentation

We can now begin to concentrate on a methodology for making market segmenta-
tion a reality, market segmentation being the means by which any company seeks
to gain a differential advantage over its competitors.

Markets usually fall into natural groups, or segments, which contain customers
who exhibit a similar level of interest in the same broad requirements. These
segments form separate markets in themselves and can often be of considerable
size. Taken to its extreme, each individual consumer is a unique market segment,
for all people are different in their requirements. While customer relationship
management (CRM) systems have made it possible to engage in one-to-one
communications, this is not viable in most organizations unless the appropriate
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organizational economies of scale have been obtained at a higher level of aggrega-
tion, such as at segment level. Consequently, products are made to appeal to groups
of customers who share approximately the same needs.

It is not surprising, then, to hear that there are certain universally accepted criteria
concerning what constitutes a viable market segment: segments should be of an
adequate size to provide the company with the desired return for its effort; and
members of each segment should have a high degree of similarity in their require-
ments, yet be distinct from the rest of the market. Criteria for describing segments
must enable the company to communicate effectively with them.

While many of these criteria are obvious when we consider them, in practice
market segmentation is one of the most difficult of marketing concepts to turn into
a reality. Yet we must succeed; otherwise we become just another company selling
what are called ‘me too’ products. In other words, what we offer the potential
customer is very much the same as what any other company offers and, in such
circumstances, it is likely to be the lowest-priced article that is bought. This can be
ruinous to our profits, unless we happen to have lower costs, hence higher margins,
than our competitors.

There are basically three stages to market segmentation, all of which have to be
completed.

The first establishes the scope of the project by specifying the geographic area to
be covered and defining the ‘market’ that is to be segmented, followed by taking a
detailed look at the way this market operates and identifying where decisions are
made about the competing products or services. Successful segmentation is based
on a detailed understanding of decision makers and their requirements.

The second is essentially a manifestation of the way customers actually behave
in the marketplace and consists of answering the question ‘Who is specifying
what?’

The third stage looks at the reasons behind the behaviour of customers in the
marketplace, answers the question ‘Why?’ and then searches for market segments
based on this analysis of needs.

The following sections provide an overview of the steps required to complete
these three stages and are presented in a format for conducting a segmentation
project using internal resources.

6.3 Stage 1 - defining the market

The first step in market segmentation establishes the scope of the segmentation
project by specifying the geographic area covered by the project and by clearly
understanding from a customer’s perspective the ‘market’ in which your prod-
ucts or services are competing with those of your competitors. Where neces-
sary, the scope is modified to take into account the realistic capabilities of your
organization.
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A clear geographic boundary enables you to size the market, to identify the local-
ities in which the dynamics of the market have to be understood and, once the
segments have been identified, to develop the appropriate marketing objectives and
strategies for those localities.

Keeping the project within the borders of a single country is a manageable
starting point because the stage of market development, the available routes to
market and the pattern of marketing activity will probably be the same throughout
the country. Even this, however, may be too broad for some companies, simply
because their geographic reach is limited by physical and/or economic considera-
tions, or even because their appeal has a strong local sentiment attached to it.

For companies trading in numerous countries around the world, there is clearly
an enormous attraction in finding a single global segmentation model that can be
applied to every country. However, the experience of ‘globalization’ has high-
lighted for many of these companies that they have to ‘act locally’ in order to
succeed in their market. This doesn’t mean that every country is completely unique
in respect of the segments found within it. For the international company, a useful
guide to predetermining which countries can be included in a single segmentation
project is to ensure that in each of these countries the stage of market development,
the available routes to market and the pattern of marketing activity are the same, or
at least very similar.

As areminder, the general rule for ‘market’ definition is that it should be described
in a way that covers the aggregation of all the alternative products or services that
customers regard as being capable of satisfying that same need.

Table 6.2 is an example from financial services.

6.3.1 Market mapping

A useful way of identifying where decisions are made about competing products
and services and, therefore, those who then proceed to the next stages of segmen-
tation is to start by drawing a ‘market map’. A market map defines the distribu-
tion and value added chain between final users and suppliers of the products or
services included within the scope of your segmentation project. This should take
into account the various buying mechanisms found in your market, including the
part played by ‘influencers’. An example of a generic market map is given in
Figure 6.12.

It is useful to start your market map by plotting the various stages that occur
along the distribution and value added chain between the final users and all the
suppliers of products or services competing with each other in the defined market.
At the same time, indicate the particular routes to market the products are sourced
through, as not all of them will necessarily involve all of these stages.

Note at each junction on your market map, if applicable, all the different types of
companies/customers that are found there, as illustrated in Figure 6.13.

It is useful at this point to split the volume or value quantity dealt with by each
junction between the junction types. This is shown in Figure 6.14. The easiest junc-
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Table 6.2 Some market definitions (personal market)

Market Need (online)

Emergency cash (‘rainy day’) Cash to cover an undesired and unex-
pected event (often the loss of/damage
to property)

Future event planning Schemes to protect and grow money that

are for anticipated and unanticipated
cash calling events (eg car replacement/
repairs, education, weddings, funerals,
health care)

Asset purchase Cash to buy assets they require (eg car
purchase, house purchase, once-in-a-
lifetime holiday)

Welfare contingency The ability to maintain a desired

standard of living (for self and/or
dependants) in times of unplanned
cessation of salary

Retirement income The ability to maintain a desired
standard of living (for self and/or
dependants) once the salary cheques
have ceased

Wealth care and building The care and growth of assets (with
various risk levels and liquidity levels)

Day-to-day money management Ability to store and readily access cash
for day-to-day requirements

Personal finance protection and security Currently known as car insurance
from motor vehicle incidents

tion at which to start this stage of market mapping is at the final users’ junction,
noting at each junction with leverage the volume/value (or percentage of the total
market) that is decided there. Guesstimate these figures if they are not known and
note this as a requirement for any follow-up work generated by this first pass at
segmenting your market. This is also illustrated in Figure 6.14. In Figure 6.14 we
see a market in which 30 per cent of annual sales are decided at junctions other than
the final user junction.

So far, we have built a market map by tracking the distribution and value added
chain found between final users and suppliers, and shown the various routes that
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Figure 6.13 Market map listing the different junction types

are taken through the map to link the two together. We then quantified the map.
This was followed by expanding the detail to show the different types of compa-
nies/customers found at each junction on the map, and these were also quantified.

6.4 Stage 2 - who specifies what, where, when
and how

In this step we are developing a representative sample of different decision makers
that identifies the characteristics and properties of a purchase on which decisions
are made along with the customer attributes that will be used to describe the deci-
sion makers. Each constituent of this sample is called a ‘micro-segment’.

The uniqueness of a micro-segment is that, when determining which of the alter-
native offers is to be bought, the decision makers it represents demonstrate a similar
level of interest in a specific set of features, with the features being the characteris-
tics and properties of ‘what’ is bought, ‘where’ it is bought, ‘when’ it is bought and
‘how’ it is bought as appropriate to the micro-segment. To this are added the
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descriptors that describe who the micro-segment represents, along with an estimate
of the volume or value they account for in the defined market.

The principle behind this step is that, by observing the purchase behaviour of
decision makers and understanding the key constituents of this behaviour, we have
a platform for developing a detailed understanding of their motivations. It is, there-
fore, a critical link with the next step of the segmentation process, which looks at
why decision makers select the particular products and services they specify. This,
in turn, becomes the basis on which the segments are formed.

The process chart in Figure 6.15 shows a number of steps that will now be
described. From this, you will see that the process begins with market mapping,
which corresponds to a deep understanding of the market. This has already been
discussed above.

We can now turn to the process again, and move to steps 2, 3, 4 and 5, although
it must be pointed out that segmentation can and should be carried out at all major
junctions on the market map, not just at the final user junction.
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Stage 1: Your market and how it operates

Step 1 — Market mapping
Structure and decision makers

Stage 2: Customers and transactions

Step 2 —Who buys Step 3 — What is bought
Customer profiling Purchase options

Step 4 — Who buys what
Customers and their purchases

Stage 3: Segmenting the market

Step 5 —Why it is bought
Customer needs

Step 6 — Forming segments
Combining similar customers

Step 7 — Segment checklist
Reality check

Figure 6.15 The market segmentation process

Essentially, these time-consuming steps involve listing all purchase combinations
that take place in the market, including different applications for the product or
service (see Figure 6.16), principal forms such as size, colour, branded, unbranded,
etc, the principal channels used, when (such as once a year, weekly, etc) and how
(such as cash or credit). Next it’s important to describe who behaves in each partic-
ular way, using relevant descriptors such as demographics. For industrial purchases
this might be standard industrial classifications, size of firm, etc, whereas for
consumer purchases this might be socio-economic groups, such as A, B, C1, C2, D
and E, or stage in the life cycle, or age, sex, geography, lifestyles or psychographics.
Finally, and most difficult of all, each purchase combination has to have a brief
explanation of the reason for this particular type of behaviour. In other words, we
need to list the benefits sought, and it is often at this stage that an organization
needs to pause and either commission market research or refer to its extant data-
base of previous market research studies. Although in Figure 6.16 there are only 10
micro-segments, it is normal in most markets for companies to identify 30 or so
micro-segments. Remember, these micro-segments are actual purchase combina-
tions that take place in a market.

To summarize so far, it is clear that no market is totally homogeneous (see Figure
6.17). The reality is that actual markets consist of a large number of different
purchase combinations (see Figure 6.18). However, as it is impracticable to deal
with more than between 7 and 10 market segments, a process has to be found to
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Figure 6.16 Micro-segments

bring together or cluster all those micro-segments that share similar or approxi-
mately similar needs (see Figure 6.19).

Once the basic work has been done in describing micro-segments, that is steps 2,
3,4 and 5, any good statistical computer program can carry out cluster analysis to
arrive at a smaller number of segments. The final step consists of checking whether
the resulting segments are big enough to justify separate treatment, whether they
are indeed sufficiently different from other segments, and whether they have been
described sufficiently well to enable the customers in them to be reached by means
of the organization’s communication methods; the company then has to be prepared
to make the necessary changes to meet the needs of the identified segments.

Figure 6.17 An undifferentiated market, but one with many different purchase
combinations
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Figure 6.18 Different needs in a market

Figure 6.19 Segments in a market

Before the process of market segmentation can be summarized, it will by now be
clear that market segmentation is fundamental to corporate strategy. It is also clear
that, since market segmentation affects every single corporate activity, it should not
be just an exercise that takes place within the marketing department, but has to
involve other functions. Finally, the most senior levels of management must lead
this initiative if their organization is to be truly market or customer need driven.
Table 6.3 is a summary of what we have discussed so far. It is obvious that there
will be very few markets in the world where all customers have the same needs.
Also, once market segmentation has been carried out, positioning products and
services to meet the different needs of the different segments is comparatively easy.
The difficult bit is segmenting markets. It is also vital to focus on serving the needs
of the identified segments, whilst it is dangerous to straddle different segments with
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the same offer. The photocopier example was only one example of thousands of
well-known companies that suffered from this mistake as markets began to break
into segments. The computer industry during the 1980s and 1990s was also replete
with examples of this mistake.

The process of market segmentation itself consists of five steps: One, understand
how your market works. This involves defining the market and drawing a market
map. Two, list what is bought, including where, when, how, and the different appli-
cations of the product or service. Three, list who buys, using descriptors such as
demographics and psychographics. Four, list why they buy, especially the benefits
sought. Five, search for groups with similar needs. These will be the final market
segments.

Market structure and market segmentation are the heart and soul of marketing.
Unless an organization spends time on it, driven from the board downwards, it is
virtually impossible for it to be market driven, and in any organization that isn’t
market driven the marketing function will be ineffective or, at best, will spend its
time trying to promote and sell products or services that are inappropriate for the
market. Figure 6.20 describes in more detail each of the important steps in the
market segmentation process.

To see the details behind each stage, read Market Segmentation: How to do it,
how to profit from it (McDonald and Dunbar, 2005).

Professional market segmentation is hard work, and is time-consuming. It is
worth repeating why market segmentation is so important. Correct market defini-
tion is crucial for:

Table 6.3 Understand market segmentation

e Not all customers in a broadly defined market have the same needs.

e Positioning is easy. Market segmentation is difficult. Positioning problems
stem from poor segmentation.

e Select a segment and serve it. Do not straddle segments and sit between them.
1. Define the market to be segmented and size it (market scope).

2. Determine how the market works and identify who makes the decisions
(market mapping).

3. Develop a representative sample of decision makers based on differences
they see as key (including what, where, when and how); note who they are
(demographics) and size them.

4. Understand their real needs (why they buy, the benefits sought).

5. Search for groups with similar needs.
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Who buys
1. Recording information about the Who buys what
. decision makers in terms of who the; -
Market mapping | are — customer profiling v — 1. Building a customer ‘model’ of the
L demographics. geogral ’hics etc market — based on either the different
1. Market definition — ‘A customer need that graphics, geographics, etc. combinations of KDFs customers are
can be satisfied lby t!'ne products or services 2. Testing a current segmentation known to put together, or derived from
seen as alternatives’. It is pased qroynd hypothesis to see if it stacks up — the random sample in a research
whgt_t'he customers perceive as _dlstln_ct preliminary segments. project. Can be constructed by
activities or needs they have, which different preliminary segment. Each customer in
customers could be satisfying by using — the model (sample) is called a
alternative products or services. micro-segment.
2. The distribution and value added chain that What is botht 2. Each micro-segment is profiled using
exists for the defined market. 1. Listing the features customers look for information from the data listed in ‘Who
3. The decision makers in that market and the g]n?ﬁlorveurchase ~ what, where, when buys'.
amount _Of prOdth or service they are | . — 3. Each micro-segment is sized to reflect
responsible for in their decision making. 2. Focusing in on those features the value or volume they represent in
customers use to select between the the market.
alternative offers available — key
discriminating features (KDFs).

Segment checklist Forming segments Why
1. Is each cluster big enough to 1. By attributing a ‘score’ to all 1. As customers only seek out features regarded as key because of
justify a distinct marketing the CPlIs for each the benefit(s) these features are seen to offer them, the benefits
strategy? micro-segment, the similarity delivered by each KDF should be listed. For some customers it is
between micro-segments only by combining certain KDFs that they attain the benefit(s) they

2. Is the offer required by each

cluster sufficiently different? can be determined. seek — benefits should also be looked at from this perspective.

These benefits are critical purchase influences (CPIs).

. ) 2. Micro-segments with similar
3. Is it clear which customers

" hol " requirements are brought 2. For thoroughness, benefits can be looked at from the perspective of
appear in each cluster? together to form clusters. each preliminary segment.
If all ‘yes’, clusters = segments. . . . .
y 9 3. Clusters are sized by adding 3. Once the CPIs for the market have been developed their relative
4. Will the company change and the volumes or values importance to each micro-segment is addressed (by distributing 100
adopt a segment focus? represented by each points between the CPls).

micro-segment.

Figure 6.20 The market segmentation process — summary
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e share measurement;

e growth measurement;

e the specification of target customers;

e the recognition of relevant competitors;

e the formulation of marketing objectives and strategies.

To summarize, the objectives of market segmentation are:

e to help determine marketing direction through the analysis and understanding of
trends and buyer behaviour;

e to help determine realistic and obtainable marketing and sales objectives;

e to help improve decision making by forcing managers to consider in depth the
options ahead.

6.5 Case studies

Case study 6.1: A national off-licence chain

In the mid-1980s, a national off-licence chain, with retail units in major shop-
ping centres and local shopping parades, was experiencing both a decline in
customer numbers and a decline in average spend. The original formula for
success of design, product range and merchandising, meticulously copied in
each outlet, no longer appeared to be working. The chain had become a
classic example of a business comfortably sitting in the middle ground,
attempting to be all things to all people, but managing to satisfy very few of
them.

Rather than sit back in the belief that the business was just passing through
a difficult patch, and what worked yesterday was bound to work again, the
company embarked on a project designed to understand both its actual and
its potential customer base.

The first stage of this study turned to one of the more sophisticated geode-
mographic packages in order to understand the residential profiles of each
shop’s catchment area. Not unexpectedly, many geodemographic differ-
ences were found, and the business quickly accepted that it was unlikely that
the same retail formula would appeal to the different target markets found in
them.

Rather than looking at each shop separately, the catchment area profiles
for each shop were subject to a clustering routine in order to place similar
catchment areas together. This resulted in 21 different groupings, each of
which was then profiled in terms of its potential to buy different off-licence
products using purchasing data from national surveys. (The company’s own
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in-house retailing data would, of course, reflect only the purchasing pattern
of existing customers or, at worst, only a proportion of their requirements if
this was limited by the company’s current range.)

However, stocking the requisite range of products in their correct
geographical location would not necessarily attract their respective target
markets. The chain was already associated with one type of offer that, in
addition to including a particular range of drinks, also included the basic
design of the shops and overall merchandising.

The project, therefore, moved into a second stage, in which the market’s
attitudes and motivations to drinking were explored and relative values
attached to the various dimensions uncovered. This was achieved through an
independently commissioned piece of market research, and resulted in the
market being categorized into a number of psychographic groups. These
included, amongst others, ‘happy and impulsive’ shoppers, ‘anxious and
muddled’ shoppers, ‘reluctant but organized’ shoppers, and the ‘disorgan-
ized, extravagant’ shoppers.

By ensuring that this stage of the project linked the attitude and motiva-
tional findings to demographic data, the two stages could be brought
together. This enabled the original 21 clusters to be reduced to give distinct
segments, each of which required a different offer.

The company then had to decide between two alternative strategies: 1) to
focus on one segment using one brand and relocate its retail outlets accord-
ingly through a closure and opening programme; or 2) to develop a manage-
able portfolio of retailing brands, leave the estate relatively intact, and
rebrand, refit and restock as necessary. The company decided to pursue the
second strategy.

Realizing that the demographic profiles in geographic areas can change
over time, and that customer needs and attitudes can also evolve, the
company now monitors its market quite carefully and is quite prepared to
modify its brand portfolio to suit changing circumstances. In the early 1990s,
however, its five retail brands of ‘Bottoms Up’, ‘Wine Rack’, ‘Threshers Wine
Shop’, ‘Drinks Store from Threshers’ and ‘Food and Drinks Store’ sat comfort-
ably within the five segments. They also sat comfortably together in the
same shopping centre, enabling the group to meet effectively different
requirements of the segments found within that centre’s catchment area.

Perhaps more importantly, this strategy sits comfortably alongside the
financial targets for the business.

(Based on Thornton, 1993)
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Case study 6.2: Sodium tri-poly phosphate!

Sodium tri-poly phosphate (STPP) was once a simple, unexciting, white
chemical-cleaning agent. Today, one of its uses is as the major ingredient of
a sophisticated and profitable operation, appearing under many different
brand names, all competing for a share of what has become a cleverly
segmented market.

Have you ever wondered how the toothpaste marketers classify you in
their segmentation of the market? Table 6.4, adapted from Haley (1968),
which presents the main segments, may assist you.

Table 6.4 Toothpaste market segmentation

Segment Worrier Sociable Sensory Independent
name
Profile Demographic C1, C2 B, C1, C2 C1,C2,D A B
25-40 Teens Children 35-40
Large families Young smokers Male
Psychographic Conservative: High High self- High
hypochon- sociability: involvement: autonomy:
driacs active hedonists value-
orientated
What is bought, Product Signal, Macleans, Colgate, Own label
where, when  examples Mentadent P Ultrabrite Aquafresh
and how
Product Large canisters Large tubes ~ Medium tubes Small tubes
features
Health Whitening Flavouring
properties properties
Outlet Supermarket  Supermarket = Supermarket Independent
Purchase Weekly Monthly Monthly Quarterly
frequency
Why it is Benefits Stop decay Attract Taste Functionality
bought sought attention
Price paid Medium High Medium Low
Percentage of 50% 30% 15% 5%
market
Potential for Low High Medium Nil
growth

Note: ‘C1’, ‘C2" and so on appearing in the demographic profiles of each segment represent socio-economic
groups that were in use in the UK until 2001, now replaced by eight analytic classes numbered from 1 through
to 8. ‘Signal’ and ‘Mentadent P’ are trademarks of Lever Fabergé; ‘Macleans’ and ‘Aquafresh’ are trademarks
of GlaxoSmithKline; ‘Ultrabrite’ and ‘Colgate’ are trademarks of Colgate-Palmolive.
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Case study 6.3: GlobalTech (service segmentation)

Summary

This case study describes the use of market segmentation to assist in the
development of a service product. Customer requirements were captured via
qualitative research. The segmentation was completed through the use of
quantitative research. The result was a set of segments that enabled the
development of a new approach to delivering service while improving
customer satisfaction. GlobalTech is the fictitious name of a real company
marketing high-tech and service products globally. Customers are counted in
hundreds of thousands. The markets are mainly business-to-business, with a
very few large customers buying thousands of items. Service is a major
revenue stream measured in billions of dollars. The lessons learnt could be of
interest to any organization having to care for a large number of customers.

Background

A failed segmentation

An internal GlobalTech team tried to complete a marketing audit early in
2000. This included market definition, market segmentation and quantifica-
tion. The product divisions conducted their audits separately. They used
mainly brainstorming techniques to define their markets and produce the
data required.

Lesson 1

Markets transcend your internally defined product divisions. There-
fore it is best to understand the markets and monitor your overall
performance in those markets. To reshape market information to meet
the needs of internal reporting will lead to misinformation.

On completion, the results were compared across the divisions. It rapidly
became apparent that each division addressed almost all the markets.
However, the market definitions they produced were different, with signifi-
cant bias towards just the products they offered. Similarly, the segments each
division identified were in conflict with the outputs from the other divisions.
On reflection, it was agreed that the results were unreliable. They could not
be used to help shape future strategies or marketing investments.
GlobalTech was now in the uncomfortable situation of being in a market
information vacuum. Any confidence it had had in its understanding of the
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market had been destroyed. Consequently, the decision was taken that all
future market analysis and understanding tasks would be supported by
appropriate investments in market research.

Lesson 2

Do not rely on the internally gathered opinions of your sales and
marketing staffs to define markets and identify customer require-
ments and attitudes. Do invest in the necessary market research to
provide a reliable segmentation and support for strategy and product
development.

First market segmentation

The following year the segmentation was redone, supported by extensive
qualitative and quantitative market research. The objective was to under-
stand and group into segments the product buyers in the overall market.

The qualitative study produced a very clear picture and definition of the
markets addressed by GlobalTech. It also provided the customers’ view of the
benefits they sought from the products and the differences in their attitudes
towards their suppliers. The questionnaire for the quantitative study was
based on the results of the qualitative study. The result was seven clearly
defined product buyer segments.

This enhanced understanding of the market assisted with hardware and
software product marketing but did not address service products or customer
satisfaction and loyalty issues.

The internal need

At the dawn of the 21st century, the market life cycle had matured. All but
the more sophisticated products were perceived as commodities. Conse-
quently, the opportunities for effective product differentiation had dimin-
ished. GlobalTech, in common with its competitors, was finding that
customers were becoming increasingly disloyal.

For many years, product churns and upgrades from existing customers
had accounted for some 70 per cent of GlobalTech’s product revenues.
Service and exhaust revenues almost equalled total product revenues.
(Exhaust revenues are those revenues that follow on, almost automatically,
from an initial product sale. These would normally include service plus
training, consumables, supplies and add-ons, etc.) Service was perceived to
be a key influencer of loyalty, but the costs of delivering service were becoming
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unacceptable to customers. Concurrently, service pricing was coming under
increasing competitive pressures.

The challenge was to increase loyalty while achieving a step function
improvement in margins. Thus it was decided to invest in a better under-
standing of the service market as an enabler to delivering cost-effective differ-
entiation and loyalty. This case study covers the project from inception to
implementation.

The segmentation project

Buy-in

The GlobalTech main board director responsible for customer service spon-

sored the project. This was a critical prerequisite, as the outcome would have

a significant impact on the organization, its processes and behaviours.
Similarly, the project team included key members of service, marketing

and finance to ensure buy-in. However, at that time it was deemed inappro-

priate to include representatives from all but two of the countries, owing to

travel implications, cost, and resource impacts. In retrospect, this was not a

good decision.

Lesson 3

Try to anticipate the scale of the organizational change that may result
from a major segmentation project. Then ensure that the buy-in planned
from the start of the project embraces all those who will have a say in
the final implementation.

Business objectives
The project team agreed the overall business objectives as:

e to develop strategies for profitable increase in market share and sustain-
able competitive advantage in the service markets for GlobalTech’s
products;

e to identify opportunities for new service products and for improving
customer satisfaction within the context of a robust customer needs
segmentation that can be readily applied in the marketplace;

e to identify the key drivers of loyalty so that GlobalTech may take actions
to increase customer loyalty significantly;
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e to provide the information required to help develop a new and innovative
set of service products designed and tailored to meet differing customer
requirements while significantly reducing internal business process costs.

Results from the qualitative study

The output from the qualitative study was a 93-page report documenting
the results, in line with the desired research objectives. Some of the more
surprising aspects were supported by verbatims. A key output was the polar-
ization of very different attitudes towards service requirements that some
buyers had in comparison with others. For example:

e Some wanted a response within a few hours, whereas many others would
be equally happy with the next day.

e Some wanted their staff thoroughly trained to take remedial actions
supported by a specialist on the phone, while others did not want to
know and would just wait for the service provider to fix the problem.

e Some wanted regular proactive communications and being kept up to
date, while others wanted to be left alone.

e Some would willingly pay for a premium service, under a regular contract,
while others would prefer to take the risk.

e The attitudes of professional buyers, procuring on behalf of user depart-
ments, were consistently different from those of the user departments.

Results of the quantitative study

The output from the quantitative study was extensive. Much of the output
was detailed demographic data, opportunities information and competitive
positioning comparisons. However, the focus was on a fairly extensive execu-
tive summary for internal communications within GlobalTech. What follow
are summarized extracts from those outputs.

The segments

Six market segments were identified as a result of iterative computer cluster-
ings. Initially the clustering routines had identified more segments, but by
careful analysis these were reduced to what was decided to be the most
manageable level. Some previously very small segments were merged with
very similar larger segments.

Polarizations in attitude

The computer clustering generated the segments by grouping customers
with similar attitudes and requirements. This resulted in some marked
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differences in attitude between segments. As illustrated in the list below,
the Koalas really did not want to know about being trained and having a
go, but the Teddies, Yogis and Polars had an almost opposite attitude:

e Koala Bears: Preserve their assets (however small) and use, say, an extended
warranty to give them cover; won’t do anything themselves, but prefer to
curl up and wait for someone to come and fix it.

Small offices (in small and big companies), 28 per cent of market

e Teddy Bears: Lots of account management and love required from a
single preferred supplier; will pay a premium for training and attention.
If multisite, will require the supplier to cover these sites effectively
(‘Protect me’).

Larger companies, 17 per cent of market

e Polar Bears: Like Teddy Bears except colder! Will shop around for the
cheapest service supplier, whoever that may be. Full third-party approach.
‘Train me but don’t expect to be paid.” Will review annually (seriously). If
multisite, will require the supplier to cover these sites effectively.

Larger companies, 29 per cent of market

e Yogi Bears: ‘Wise’ Teddy or Polar Bears working long hours; will use trained
staff to fix if possible. Need skilled product specialist at the end of the
phone, not a booking clerk. Want different service levels to match the
criticality of the product to their business process.

Large and small companies, 11 per cent of market

e Grizzly Bears: Trash them! Cheaper to replace than maintain. Besides,
they’re so reliable that they are probably obsolete when they break.
Expensive items will be fixed on a pay-as-and-when basis — if worth it.
Won't pay for training.

Not small companies, 6 per cent of market

e Andropov Big Bears: My business is totally dependent on your products. |
know more about your products than you do! You will do as you are told.
You will be here now! | will pay for the extra cover but you will...!

Not small or very large companies, 9 per cent of market

Satisfaction and loyalty

GlobalTech was measuring customer satisfaction for use both locally, as a
business process diagnostic tool, and globally, as a management perform-
ance metric. These satisfaction metrics were averaged across all customers,
both by geographic business unit and by product division to meet internal
management reporting requirements.

However, the outputs from the quantitative study clearly showed that
these traditionally well-accepted metrics were, in fact, almost meaningless.
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What delighted customers in one market segment would annoy customers in
another, and vice versa. To make the metrics meaningful, they had to be split
by key criteria and the market segments. Loyalty was obviously highest where
GlobalTech’s ‘one size fits all’ service deliverable coincidently best matched
the segment’s requirement, as illustrated in Figures 6.21 and 6.22.
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Figure 6.21 Key criteria for the market segments

% very likely to repeat buy from GlobalTech
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Figure 6.22 Likelihood of repeat buying from GlobalTech
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Correlation between loyalty and customer satisfaction

The market life cycle for many of GlobalTech’s products was moving into the
commodity phase. Therefore, not surprisingly, customers were becoming
less loyal.

Each percentage point increase in loyalty translated into almost the same
increase in market share. Each percentage point in market share added many
millions of dollars of gross revenues. The cost of reselling to a loyal customer
was about one-sixth the cost of winning a new customer. Consequently,
each percentage point increase in loyalty had a significant impact on the
bottom line.

Because of this, the quantitative study included correlating the key drivers
of satisfaction and loyalty within each market segment. The qualitative study
identified some 28 key customer requirements of their service provider. The
quantitative study prioritized these to provide a shorter list of 17 common
requirements. The correlation exercise reduced this to only two requirements
that drew a significant correlation between satisfaction and loyalty: 1)
providing service levels that meet your needs; and 2) providing consistent
performance over time. Although GlobalTech was achieving the second, it
was delivering the first in only two of the market segments.

Segment attractiveness

As an aid to deciding where best to invest, a chart of segment attractiveness
was produced using attractiveness factors determined by GlobalTech (Figure
6.23). Demographic data from the quantitative study were combined with
internal GlobalTech financial data. Each factor was weighted to reflect the
relative importance to GlobalTech. This highlighted quite a few issues and
some opportunities. For instance, the highest margins were coming from
some of the least loyal segments.

Competitive positioning

Fortunately for GlobalTech, its competitors did not appear to have an appre-
ciation of the market segments of the differing requirements of their
customers. They were also mainly delivering a ‘one size fits all’ service offering.
However, there were some noticeable differences in their offerings. These
resulted in each major competitor being significantly stronger in just one or
two market segments where their deliverable best matched the segment
needs.

The quantitative study provided detailed ranking of the DBCs and CSFs for
each market segment. These were to prove invaluable during the phase of
designing the service products and developing the strategy to achieve
competitive advantage.
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Market attractiveness factors
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® The further a factor is shown to the left, the greater its importance to GlobalTech.

® The longer the bar, the more attractive the segment is to GlobalTech.

Figure 6.23 Market attractiveness factors

Decision buying criteria (DBCs) are the needs (benefits) buyers are
seeking to have satisfied by their choice of product or service.

Critical success factors (CSFs) are the constituents of the factors
required to deliver each DBC.

Reachability

Key to GlobalTech successfully implementing any strategies or communica-
tions that were to be market segment based would be being able to identify
each customer by segment. As part of the quantitative study, two statistical
reachability tasks were completed.

A sampling of internal GlobalTech databases showed that there were suffi-
cient relevant data to achieve better than 70 per cent accuracy, using statis-
tical imputation methods, to code each customer record with its market
segment. This was considered to be good enough to enhance marketing
communications measurably, but might not be sufficiently accurate to ensure
always making the most appropriate offer. Statistical analysis identified four
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questions that would provide acceptable accuracy in segment identification.
These questions could then be used during both inbound and outbound call
centre conversations until such time as all customers had been coded.

The recommendation was to use both methods in parallel so that accu-
racy would improve over time. Also, the coding of larger customers should
be given a priority.

Lesson 4

Understanding the different market segments helps in designing the
required offers, but do not get too concerned about reachability. It is
not essential to code every customer to the right segment from day
one. Where you are not really sure, let them see different offers and so
position themselves. Similarly, be willing to accept that within a large
organization some buyers may fall into different market segments,
though the difference will be on only one or perhaps two buying
criteria rather than across all the buying criteria.

Strategy development and implementation

Market understanding and strategy development

The challenge now was for the project team to absorb and understand all the
findings from the two research studies. The team then had to turn that
understanding into realizable strategies. To achieve this, a workshop process
covering opportunities, threats and issues (OTls) was used. Briefly, the process
involved an extensive, but controlled, brainstorming session followed by a
series of innovative strategy development workshops.

A facilitator took the team systematically through each piece of relevant
information available. Using brainstorming, the team tried to identify every
conceivable opportunity, threat or internal issue associated with each item of
information. The information was also then tested against a predetermined
list of business behaviours and processes in an endeavour to entice additional
and creative ideas out of the brainstorming. Using the DBCs and CSFs from
the market model, strengths and weaknesses were added, thus turning the
process into a SWOT. Like ideas were merged and de-duplicated.

Each idea was given two scores in the range of 1-9. The first ranked the
probable financial impact; the second ranked the probability of success. The
ideas were then grouped by like activity and where they had the same or an
overlapping financial impact. This ensured that double-counting was elimi-
nated, and that opportunities and threats were offset as appropriate. Any
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one group of ideas would take on the highest single financial impact score
and a reassessed probability-of-success score. If the resolution of an internal
issue was a prerequisite for capturing an opportunity or overcoming a threat,
then the issue plus associated costs and resources was included in the same
group as the opportunity or threat. The norm was for a single issue to be
attached to many groups. The groups were named and then ranked by both
financial impact and probability of success. This provided a prioritized short-
list of imperatives that should deliver the maximum realizable benefits to
both GlobalTech and its customers. Iterative discussions developed this into
an overall strategy with a number of prioritized sub-strategies. Each sub-
strategy was supported by a documented description of the opportunity. At
this stage, encouragement was given to creating innovative, yet simple,
implementation options that would maximize the chances of success. Each
implementation option was supported by market, revenue and organiza-
tional impact data, associated issues, resources, costs, and required control
metrics. Board members were involved in an option selections and invest-
ment approvals process. Finally, the implementation programmes and project
plans were created.

The strategy

The overall recommendation was to create a set of service deliverables
tailored to the individual needs of each segment. These would be comple-
mented by a set of premium add-ons that could be offered to the appro-
priate segments. By focusing on business process simplification during the
design of the offering for each segment, redundancy was eliminated.

The objective of each offering was to increase customer satisfaction signif-
icantly, with an emphasis on those items that would most positively impact
on loyalty. Some offerings were quite different from others, in terms both of
the deliverable and of the internal processes that made it possible. This differ-
entiation was also intended to create a measurable competitive advantage in
a number of market segments.

A key to the implementation of the project was a recommended change
to the customer satisfaction metrics, so that they became an effective diag-
nostic tool for tuning the ongoing deliverables for each market segment.

Implementation

Throughout the project, the same core team had been intimately involved
with each stage of the project. They guided the work and took on board the
results. They delved deeply into the analysis and did their best to understand
the markets, their customer requirements and likely competitive impacts.
Finally, they worked hard at developing the proposed strategies. They
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thought buy-in had been achieved by the project being sponsored by a main
board director.

The implementation roll-out across country boundaries became difficult.
Each country wanted its say. Each country had different views of its customer
needs and how things should be done in the country. The countries did not
easily understand or even accept the findings of the research and the meaning
of the outputs.

The majority of these internal barriers were eventually overcome. Inevi-
tably, there were compromises. These led the project team into believing
that not all the market segments would be fully satisfied with the new offer-
ings in all countries.

6.5.1 Case studies conclusion

These three case studies illustrate the importance of intelligent segmentation in
guiding companies towards successful marketing strategies. However, it is easy to
understand this success after the event. The problem for most of us is how to arrive
at meaningful segments that will enable us to create differential advantage. This is
the purpose of this chapter.

6.6 Segmentation and the Metrics model

6.6.1 Summary

The purpose of this section of the chapter is to describe briefly how the necessary
segmentation data should be captured in the Metrics model. The stage in the overall
model process is shown in Figure 6.24.

6.6.2 The Ansoff Matrix

The Ansoff Matrix (Ansoff, 1957) provides a useful framework for identifying the
products/services that might be most appropriate for each selected segment (Figure
6.25). This is a two-dimensional matrix mapping what is sold (products/services)
and to whom (segments), divided into four possible strategies:

1. Sell existing products/services to existing segments.

2. Sell existing products/services to new segments.

3. Develop new products/services to sell to existing segments.
4. Develop new products/services to sell to new segments.
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Figure 6.24 Marketing Metrics model process: market segments

‘Existing’ segments can also be interpreted as those segments in a market that the
company is already serving, whilst ‘new’ segments can also mean segments existing
in a market that the company has not served in the past.

6.6.3 Applying the Metrics model

As shown in Figure 6.25, some strategies will be about increasing penetration
within an existing segment, whereas others might be about entering new markets,
requiring the company to diversify beyond its historical ‘comfort zone’ and take a
higher risk.
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Increasing technological newness —3»

Products
Existing New
Existing
Increasintg Segment Product
segmen penetration development
newness
Segments
Segmgnt Diversification
extension
V New

Figure 6.25 Ansoff Matrix

The data that need to be captured for each selected market segment have two main
components (Figure 6.26): 1) data that describe the type of people or organizations
within the segment (what they are like, their aspirations, behaviour and attitudes,
what their needs and wants are, etc); and 2) what the organization’s aspiration is
within that segment. In addition there is the need to identify the key metrics that
will measure the current situation and the changes over time, and how the meas-
uring will be undertaken — the sources of the data and who is responsible for the

measurement process.

Business
element

Market
segments

Segment
needs About the segment itself

* What members want/need
¢ What members are like

Segment
attributes

About your aspirations and
performance in the segment

outcomes:
sales, GM, MS

Segment i

Objectives/
outcomes

Future/
results

Figure 6.26 Segment metrics
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Table 6.5 Segment profiles

Example: investment products market

Important drivers

Segment 1

Segment 2

Segment need

Who buys?

What do they buy?
Why do they buy and
when (time/occasion)

How do they buy?

How do they use?

Total value/volume

Generate income

Empty-nesters, married,
aged over 55, AB social
class

Income generation
products

Retirement

Buy through
intermediaries

Passive

£
No. in the segment

20%

Generate wealth

Age: 2545, families, AB
social class

Education fees plans; pension
plans

Presence of young children

Buy direct (internet/press
advertisements)

Active portfolio management

£
No. in the segment

30%

Segment as proportion
of total market

Segment title Affluent greys Aspiring families

Remember to ensure that the golden rule of segmentation is kept in mind — a
segment exists independently of the organizations providing it with products and
services. Apply the acid test: if my organization no longer existed, would the
segment still be there? If so, then this is a true segment.

The first template captures the profile for each segment, as illustrated in Table
6.5 for two segments in the financial services investment products market.

In the next template, Table 6.6, the metrics and sources of the metrics are captured
for each key factor for the segment. In the example shown, there are two needs/
wants of those in the affluent greys segment, plus two attributes.

The final template, Table 6.7, captures what the organization (‘us’) is hoping to
achieve by marketing to a particular segment, and how the performance compares
with that of our key competitors.

6.6.4 Segmentation ground rules

Members of the Measurement and Marketing Accountability Forum at Cranfield
University identified a set of ground rules that they considered assisted the devel-
opment of a segmentation strategy. These were divided into two parts: firstly, those
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Table 6.6 Segment metrics: needs/wants/attributes template

Segment title: Affluent greys

Need/want

Metric

Measurement method

Generate income

Queries answered

enquiry

Attributes
What do they buy

at first

Frequency of purchase

Income generated by

products in sector

% of queries

Types of products

Market research
(perceptions); analysis of
product field

Benchmark customer
satisfaction research;
mystery shopping

Market research/industry
stats

No. of purchases per year Market research

Table 6.7 Segment performance metrics: ‘us’ versus key competitor(s) template

Segment title ...,

Performance | Metric | Measurement Us | Competitor | Competitor
method 1 2

Market share % Market research

Share of wallet |£

& %

Market research

Sales revenue

Value of £ Modelled from

customer (margin?) |market
research;
market
intelligence

Gross margin

Awareness

Share of voice

Retention Score Market
research;

internal stats

Take-up of new
products
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that will help gain commitment to the concept of segmentation; secondly, points
that will help the development and implementation process.

6.6.4.1 Gaining and maintaining commitment

e Gaining the commitment of top management is crucial, for example to provide
reasons why a seemingly profitable business opportunity is not being pursued.

e Ensure that those expected to work with the segmentation fully understand what
it is and what implementation entails.

e Does it match existing business rules, or will new ones be needed?

e Ensure that the implications for resources are fully considered.

e Start with a simple model, perhaps based on estimated data, to gain experience
and commitment.

e Cost and revenue profiles can provide a starting point in gaining commitment to
the principles.

e Don’t underestimate the feasibility, or how long the process might take.

Manage expectations, especially the payback period.

e Developing personality profiles for the segments helps bring them alive and
helps the communication of the key differences.

6.6.4.2 Development and implementation

e Ensure there is a clear rationale and objectives (that are SMART).

e Different segmentation models may be needed to achieve different goals.

e Use can dictate methodology/criteria. For example, segmenting the market with
an emphasis on billing requirements may be different from a segmentation
aimed at identifying the best new prospective customers.

e Behaviour and attitudes can produce different outcomes in terms of segmenting
customers.

e Take into account the maturity of the overall market.

e Strategies based on a segmentation may lead to future behaviour that moves
customers from one segment to another.

e The ability to deal with complexity may lead to competitive advantage.

e Ensure that the segmentation strategy doesn’t create conflict with other, high-
performing strategies.

e Data availability is a vital consideration.

e Ensure that the organization has the flexibility to face the market in a different
way from that of pre-segmentation.
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How to become the
first choice for the
customers you want

UK managing directors are generally engineers or accountants who don’t know
what marketing is and don’t know why they should spend money on it.
(Bob Snell, Executives on Assignment)

Summary

Once the key segments in the market have been identified and profiled, objectives
agreed, and the segment metrics identified as described in Chapter 6, the next step
is to develop the strategies that will enable goals to be achieved and the appropriate
measures of performance to be identified. This chapter describes how to identify
what an organization must focus on in order to profitably provide consumers with
what they want. The framework we recommend and describe in this chapter is
called an ‘impact factor analysis’. The position of this stage of the overall model is
shown in Figure 7.1. This is a critically important step in the process described in
this book, so it requires quite a lot of discussion and explanation. Metrics identified
here are at the heart of the overall measurement strategy. The results from this
analysis help address the view expressed at the start of this chapter, as it proves the
rationale for allocating resources to marketing.
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Workshop 4 Finalize set of metrics
Figure 7.1 Marketing Metrics model process: impact factors
7.1 What are impact factors?
As briefly described in Chapter 5, impact factors are divided into three types:
1. qualifying factors;
2. competitive advantage factors;

3. productivity factors.

These are described in detail in the following sections of this chapter. The templates
needed to undertake an analysis for each set of factors are shown, including examples.
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As shown in Figure 7.2, the objective of the analysis described in this chapter is
to identify the impact factors for each market segment that the organization wants
to focus on.

7.2 Qualifying factors

Qualifying factors are those factors, and associated levels of performance, that all
organizations operating in a market are expected to deliver from a consumer’s
perspective. Unless a company can provide these at the level expected by consumers
it is unlikely to prosper in the market.

The key characteristics of qualifying factors are:

e They need to be at a minimum level.
e They only differentiate negatively.
e Improving performance for these factors does not create competitive advantage.

Qualifying factors are all about not losing out to competitors or being disadvan-
taged in a market. They are essential to maintaining the current position relative to
other players in a market. As such they do not provide any differentiation from
others operating in a market or confer any competitive advantage.

A simple example of a qualifying factor might be the logistics requirement spec-
ified by a supermarket for suppliers delivering to a central distribution depot. The
supermarket specifies next-day delivery following receipt of an order to its five
regional warehouses. The key account manager for this customer at Supplier A
established that with some additional investment it would become possible for
them to make same-day deliveries to the customer for any order placed up to 5 pm.
The account manager believed that their competitors would not be easily able to

Business
element

Impact factors
Segment 1 _'mpaCt B Productivity
|| || Impact factors factors
Impact factors Qualifyi
ying
uctivity
s Qualifying Competitive
Segment 3 II L — advantage
~ {  Competitive factors

advantage

\[ 7]

Strategy/
response

Future/
results

Figure 7.2 Impact factors
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match this level of service. However, discussions with the customer identified the
reason for specifying a next-day service. This requirement was based on the need
to plan each evening for the flow of deliveries scheduled for the following day in
order to maximize the unloading capacity of the warehouse, ensure that delivery
truck queuing time was kept to a minimum and balance incoming delivery capacity
with the need to have sufficient outgoing slots for vehicles delivering to its stores.
Therefore, being able to offer a faster service was ascertained as being of no value
to the customer. However, the conversation clearly underlined that being unable to
guarantee a next-day delivery service would rule a supplier out of contention — this
was the qualifying service level required for all suppliers to this customer.

7.2.1 Quadlifying factors template

The template shown in Table 7.1 is for listing the qualifying factors for each segment
in the market and the information needed to identify the appropriate metrics strategy
for each one. The necessary content comprises:

e the list of all the qualifying factors that are essential to operating effectively in
this segment of the market;

e the metrics that will be necessary to measuring whether or not the organization
is meeting the requirements of the market;

e the methods that will be used to derive or obtain the measures, for example the
source of the metric, or the data from which it will be derived,;

e the importance of each factor relative to the others, to help assess priorities for
actions, which is based on a percentage applied to each factor, adding up to 100
per cent;

e an assessment of current performance — what the organization is achieving at
present against the performance expected in the market;

e the performance level necessary, if the organization is currently under- or over-
performing, against market expectations;

e the current performance expected by those in this segment of the market.

The template (Table 7.1) includes an example for a catalogue clothing company
to illustrate how the cells might be completed. The market segment shown for the
clothing company in Table 7.1 is described as ‘stylish urbanites’. Market research
and competitive intelligence have identified three key factors that are required to
meet customers’ basic expectations: customer orders are accurately recorded,
phones are quickly answered, and prices are in line with those of competitors.
The company has therefore set targets for all three to bring its performance into
line with the performance of other companies serving this sector. For example,
the company has decided that the metric for measuring the accuracy of order
taking is the number of products returned where the customer states as the reason
that the goods were not what was ordered. The current level of returns for this
reason is 20 per cent, compared to 3—6 per cent for competitors. The target is set



Table 7.1 Qualifying factors template

Segment title: ‘Stylish urbanites’

Qualifying Metric Measurement  Importance Our current Our target Benchmark
factor method weighting position position
%
Accurate Number of Customer 60 20% 5% 3-6%
recording of returns from database: returns
customer order customers per order
Accessible by  Calls answered Call centre 30 60% 80% (in two yrs) 80%
phone within six rings  performance
stats

Price Parity with good Market research 10 Parity Parity Average for five

competitors consumer panel key competitors
Total 100

W /91
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at 5 per cent, as this is in line with the performance of others and the expectation
of customers.

How do qualifying factors become established in a market? At the beginning of
this chapter a brief example was described for a key account customer covering
deliveries to a supermarket. A further example, from the financial services sector,
provides an illustration for consumer markets. Some years ago a leading UK high
street bank advertised that customer service calls would be answered in six rings.
By promoting this through imaginative television commercials, in addition to
establishing an initial advantage over competitors, they established in consumers’
minds an expectation for all these types of calls, to any organization. In addition,
consumer research also established that consumers did not want phone calls to be
answered in a shorter time, as they needed a breathing space between dialling and
connecting to an agent to prepare themselves mentally for the conversation to
come. Therefore there was no incentive for organizations to invest in additional
resources in order to answer calls any faster. Six rings became at that time the
qualifying factor for customer service calls. The metric is obvious, and the meas-
urement process would be found in the elapsed time between a call arriving in the
centre and being answered, or through mystery shopping. As described in Chapter
10, organizations can be tempted to manipulate their data, perhaps by measuring
only calls put through to agents and ignoring those that callers terminated before
being connected, introducing complicated menus and measuring only wait time
once callers had navigated their way to an appropriate section of the call centre, or
deciding to include only calls made for particular purposes. Obviously, whilst such
practices may enable budgets to be met in terms of agent resources and produc-
tivity targets, consumers will eventually recognize that this organization does not
meet their expectations and, if this is an important factor for them, they will transfer
their business to a competitor.

Organizations would be ill advised to invest resources in improving performance
above the qualifying level if customers do not care, or do not want improved
performance, as illustrated by the supermarket example described earlier in the
chapter.

Examples where organizations fail to attain qualifying levels include those with
customer service websites that provide no other method to contact the organization,
and contact centres being unable to deal immediately with common enquires at the
time of a call or not having up-to-date information about the customer available to
support the conversation.

7.3 Competitive advantage factors (CAFs)

These are the factors that really matter to consumers in a market, or segment. They
focus on important customer needs: hence the alternative name ‘critical success
factors’. These are the factors that attract attention in the market and help an organ-
ization win, and retain customers. Focusing on improving performance against
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these creates positive, and powerful, advantage over competitors. Improving
performance against these factors should lead to increased market share. However,
there is likely to be a lag effect between improving performance and a noticeable
impact on market share, and this needs to be allowed for in plans, cash flow fore-
casts and metrics. To be successful, in addition to understanding the needs of
consumers, a company must also monitor the activities and performance of key
competitors, and be tuned into changing circumstances. The important point to bear
in mind when identifying CAFs and performance levels is that the perspective must
be that of consumers and their needs and expectations — not what an organization
might want to offer or think might be acceptable and not based on what competitors
are doing.

Undertaking a SWOT analysis, as described in Chapter 2, helps identify how the
organization stands up against the needs of consumers and competitors. Market
research is obviously another vital source of consumer understanding, and inspira-
tion for developing innovative solutions to meet needs. For example, market
research conducted on a regular basis amongst customers that are new to a company
may identify issues of importance to consumers that are not being adequately met
by competitors.

Issues to consider in identifying CAFs are:

e Demand from consumers, or needs (fulfilled and unfulfilled): Sometimes market
research establishes a common need across a market, but by breaking the anal-
ysis down by segment subtle, but important, nuances can be detected that can
enable offers, products and communications to be differentiated to appeal more
effectively to different groups of consumers, thereby creating advantage over
competitors. For example, whilst all restaurants need to keep their kitchens free
from pests that might cause health issues, some want simply to deal with each
infestation as it occurs, whereas others are prepared to pay more for a service
that eradicates the problem. In other cases, research can identify less obvious
needs. An illustration of this is from the car breakdown service market. Research
identified that drivers who were competent mechanics wanted a service that
delivered their broken-down vehicle to their home so they could repair it for
themselves, rather than being towed to the nearest garage. This led to the thought
that there might be a demand for a more flexible service from other types of car
owners. Further research proved this to be the case, leading to the very successful
development of an optional service that took the car to a destination of the driv-
er’s choice (eg the driver’s home, local dealer or garage) and provided a replace-
ment car either for the completion of the journey or until the driver could make
other arrangements if the repair was going to take time.

e [mportance to the customer: Organizations need to ensure that they can priori-
tize the needs of consumers in order to ensure they focus on those that matter
most. The opportunities for differentiation can then be identified by analysing
the performance of competitors against their own for each need. This might also
identify where a competitor is over-achieving against the requirements of
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customers, and therefore squandering its scarce resources. Undertaking a critical
success factor analysis, as shown in Figure 3.4, is one way to identify what
really matters to consumers and whether there are any opportunities that can be
exploited to deliver competitive advantage. This is also a tool that could be used
in market research focus groups. As Jeremy Bullmore comments in his book
Apples, Insights and Mad Inventors (2006): ‘We all have invisible maps in our
heads, on which we plot the position of competing brands. Every brand is allo-
cated to its own, unique space. There may or may not be such things as parity
products; there are certainly no parity brands.’

® [Level required by consumers, and how a company matches these expectations:
This is a further extension of the critical success factor analysis. For example, if
customers require a quicker delivery service, what precisely does this mean and
what degree of latitude is the customer prepared to tolerate? Are consumers
wanting a faster service, and are they prepared to pay extra for it (eg the different
delivery options offered by Amazon)?

e The company's performance relative to that of key competitors: The important
issue here is to see competitors through the eyes of consumers. Do not rely on
the perspective taken of competitors by the organization itself.

e Perceptions of consumers: Consumers do not necessarily interpret the messages
from organizations in the way intended. Often they do not read the small print.
They also have their own individual prejudices and see what they want to see.
New messages do not necessarily replace, or erase, experiences from the past.
Take brand image as an example. Organizations claim to own brands but, turning
again to Jeremy Bullmore (2006), he reminds us: ‘But for a company to feel it
owns its brands is to tempt it to believe that it has total control over them: and it
does not.” Bullmore continues: ‘Forget the marketing-speak. The image of a
brand is no more nor less than the result of its fame: its reputation. And like a
reputation, it can be found in only one place: in the minds of people.” When the
Automobile Association introduced its Relay service in the UK to recover
members’ cars (and occupants) to their home or local garage, the name was
deliberately chosen, as on a recovery journey of any length the car and occu-
pants might be transferred at operational area boundaries to other vehicles, just
as a baton is passed from one runner to another in a relay race. However, some
members missed this connotation, or didn’t read how the service operated, and
were therefore surprised to find that their journey was not completed in one
stage. Their perception was that this would always be the case. Organizations
have to decide how to deal with consumers’ perceptions — but the key point is to
know they exist, and how they are developed, if effective action to try to correct
them is to be taken.

e [dentifying opportunities where excellence has potential leverage with customers:
In some cases it may be possible to make changes to a product formulation, or
how a service is delivered, that provides customers with a level of benefit out of
all proportion to the investment. The added advantage here is that this drives
word-of-mouth marketing — the impact of customers speaking so positively
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about an organization that it persuades their friends and relatives to try out the
brand. The level of customer service provided by First Direct in the financial
services sector and the level provided by Zen Internet Ltd in the broadband
market are prime examples where excellence has driven advocacy.

CAFs are all about winning through differentiation against key competitors.
The winning strategies are born out of an in-depth understanding of consumers
and their needs — and the creative ability to turn this knowledge into innovatory
solutions.

So, taking the call centre example described earlier in the chapter, how could
customer service centres create competitive advantage if answering calls faster
wasn’t a worthwhile solution? The answer lay in the quality of the conversations
with customers, which in turn relates to the training of the agents, the processes that
support them, the attitude of management, and the objectives and metrics set for the
call centre by senior management. Market research was used to identify what
consumers defined as excellent customer service over the phone, collecting exam-
ples from consumers covering a wide range of organizations operating in different
market sectors. Elements of ‘best practice’ that consumers wanted included:

quickly answered (the qualifying factor level);
24/7 service;

a pleasant greeting;

professional service;

confidence in the process;

providing a name and reference number;
customer details and history to hand.

The research also indicated that the benchmark organizations were First Direct
(banking services) and Direct Line (car, home and contents insurance), both of
which at the time had business models based on providing their services via the
phone.

If the core metrics for the call centre focused on the productivity of the agents,
then it was unlikely that the service could be differentiated from that of competi-
tors. (In fact, a focus on productivity can lead to customers being ill served, for
example by paying agents a bonus based simply on the number of calls answered
in a defined time period. This was the strategy adopted by the directory enquiry
service 118 118 when it was initially launched, with callers being given all kinds of
incorrect numbers simply to enable the call to be quickly ended so that the bonus-
able targets of calls handled could be achieved.)

The solution was to develop a scorecard of metrics that include measures
reflecting the needs and expectations of customers, the conversational skills of
agents, and their ability to handle a range of queries and offer appropriate addi-
tional products and services, in addition to metrics measuring productivity. The
main measurement processes might include ‘mystery shopping’ surveys to measure
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responses by agents against defined criteria, and customer satisfaction market
research, together with call centre system statistics such as the level of abandoned
calls.

Over time, the competitive advantage factors of today may become the quali-
fying factors of the future. As in the call centre example, any initial market advan-
tage gained from telling consumers that ‘Our phones are answered in six rings’ as
a competitive advantage factor could in fact be readily matched over time by
competitors as they saw that this was creating an expectation amongst key
customers. This does not mean that the factor has diminished in importance; it has
simply become the expected norm in the market, and other factors need to be iden-
tified if an organization is to gain competitive advantage.

7.3.1 Competitive advantage factors template

Table 7.2 shows the template for recording the CAFs analysis, illustrated by an
example for the telecommunications industry for a segment based on small to
medium-sized enterprises (SMEs) with an annual turnover (TO) of under £500,000.
The analysis shows that a key factor in creating differentiation would be by intro-
ducing a new service aimed at meeting the specific needs of companies in this
segment, rather than continuing to provide services tailored to market sectors. As
the template shows, there is a benchmark competitor (Competitor X) identified as
offering a similar product to that planned, but with a lower performance than the
market requires (measured through market research), which will need to be
constantly monitored. The information needed to complete this template for the
first CAF in Table 7.2 includes:

e a description of each CAF (eg fastest available service);

e the metric that can measure performance (eg meeting a four-day service delivery

target);

where this performance is measured (eg production and logistics reports);

the importance to customers relative to other factors (eg a weighting of 40);

what the current level of performance is (eg eight days);

what the realistic target might be, and when this can be achieved by (eg the four-

day target will take two years to achieve fully);

e what the current benchmark is (eg the best performer in the market provides
service in six days).

7.4 Productivity factors

Whilst qualifying and competitive advantage factors are primarily about increasing
market share, sales volumes and, in the case of CAFs, protecting or improving
margins, productivity factors are about finding ways to create efficiencies and
thereby improve profitability. Productivity factors are actions that the organization



Table 7.2 Competitive advantage factors template

Segment title: SMEs with TO under £500,000

Competitive Metric Measurement  Importance Our current Our target Benchmark
advantage method weighting position position (Co. X)
factor %
Fastest Delivered in Production and 40 8 days 6 days (yr 1) 6 days
available four days from  logistics reports 4 days (yr 2)
specification
Understanding Customer Customer 20 50% 65% (yr 1) 70%
me/my needs perception satisfaction (Agree/ 80% (yr 2)
survey Agree strongly)
New, do-it-all-  Defect-free on  Returns and 100% (yr 3)
for-you service delivery (100%) complaints stats 20 Nil 70% (yr 3) 90%
Awareness of Market research 10 Nil 3,000 units & 50%
customers (industry panel) 10% share (yr 1)
Uptake by Sales data 10 Nil 15%
customers Market share
Total 100

W/l



B 174 MARKETING ACCOUNTABILITY

needs to take internally to become more efficient and focused in delivering the
overall strategy for each segment. This can include increasing output, by lever-
aging economies of scale. Factors to consider when identifying productivity factors
opportunities include:

reducing inefficiencies, or eliminating wasteful activities: restructuring the sales
force to focus on key accounts with a call centre or website to serve the needs of
lower-value customers;

process improvement and alignment: decreasing the time from order placing to
when the product reaches the customer by using web-based technology and
restructuring the logistics operation;

restructuring. replacing product-based teams with account teams;

matching channel to segment preference: ensuring that a range of channels are
available to meet the needs of different customer types and provide service
capabilities outside normal working hours cost-effectively;

pipeline, or value chain, effectiveness: using tools such as Porter’s value chain
analysis, as described below, to identify strengths and weaknesses in the organi-
zation’s overall capability to serve customers as efficiently as possible.

The following case study illustrates how a leading UK engineering company has
added value and reduced costs by developing a new web-based facility for
customers. The measures used to assess the outcomes are also described.

Case study 7.1: Adding value through the internet within
engineering

To facilitate online product ordering, a leading global engineering company
has developed ‘web stores’ based on web-browser technology supported by
an electronic catalogue. The aspect of the site unique to this company within
its market sector market is that a customer can specify a detailed sub-
assembly, or customize the fittings for a component, etc, and submit the
resulting specification, which CAD technology on the supplier’s server then
turns into a three-dimensional engineering drawing for the customer to view.
The customer can then submit any amendments to the specification and
input the final order into the system.

This process provides an added value, highly flexible service to the
customer, saving time and the necessity of producing individual drawings of
what is required. For the company, the automated CAD facility creates a
significant cost saving of £5 per drawing, or £2,500 per week based on the
average weekly demand for 500 drawings. The site is supported by a 24/7
centralized multilingual customer service contact centre handling queries
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from phone calls or the website. Overall, the site has 24,000 visitors per week
and generates 11 per cent of UK turnover for the company.

Whilst the initial web store development was not subject to a detailed
justification, the subsequent business cases were primarily based on reducing
the average cost of order processing, plus measuring:

overall levels of system usage (measured as ‘traffic’);
the number of downloads;

sales generated;

the number of registrations.

A further important measure is provided through a monthly report comparing
benefits with costs.
(Mouncey, McDonald and Ryals, 2004)

Akey future development will be to expand the functionality of the site and develop
strategies to maximize the opportunities for additional business from site visitors,
especially from the large proportion who visit only the home/news or technical
information pages.

One mistake by marketers that Binet and Field (2007) highlight in their report is
that they sometimes forget that ‘the profit margin on incremental sales is often
much higher than the average profit margin’. Marketers in building the case for
investment in marketing shoot themselves in the foot by ignoring the fact that
increasing production to meet additional demand created by marketing activity
does not necessarily incur extra fixed costs. For example, running a production line
at 85 per cent capacity instead of 80 per cent or filling empty seats on a scheduled
airline incurs no additional costs to the business. Marginal contribution from incre-
mental sales in these situations can be substantial, anything from 40 per cent
upward, and this all goes straight to the bottom line.

7.4.1 Using a value chain analysis to identify productivity
factors

As mentioned above, one proven method that can help identify possible areas
where efficiencies or improvements might be found is to undertake an analysis of
the organization’s value chain, using a tool such as Porter’s (1980), as shown in
Figure 7.3.

The objective of this commonly applied tool is to identify the strengths and
weaknesses within the primary and support activities that contribute to delivering
value to the market. The primary factors are the essence of what the organization
does to serve customers and generate profits. Figure 7.4 illustrates an analysis of
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Directors Firm infrastructure

Support Human resource management
activities Technology development
Procurement Added
value for
customer
Inbound Operations Delivery = Marketing Customer
(inbound (outbound and sales service
logistics) logistics)

Primary/value chain activities

Professor Michael Porter, Harvard Business School

Figure 7.3 Internal value chain: looking for strengths and weaknesses from the
inside out

the primary value part of the chain for a manufacturer. As in all cases, the picture
shown is a mixture of things the organization does well and some that are less good.
The point is that the importance of these factors will depend on how they impact on
meeting the needs of customers in different segments. So it is vital that the analysis
also identifies the implications of each strength and weakness (‘This means that...”).
For example, if the customers in a key segment set tight deadlines for orders being
delivered, the fact that the production facilities are prone to breakdown could be of
major importance, but of less importance in serving a group of customers who are
less demanding in this respect. Similarly, the analysis suggests that once a customer
gets through to speak to the call centre the staff at the call centre will quickly
resolve the problem — unfortunately, this facility is often available only during a
normal working day (UK time), and is closed at weekends. Again, this might be all
right for some customers located in the UK working similar hours, but would not
suit customers in other countries within different time zones or those who are oper-
ating 24/7. It is also possible to compare an organization’s primary chain with
known facts about those of key competitors.

Figure 7.5 continues the value chain analysis for this manufacturer, for support
activities. As with the primary activities, some strengths are shown, together with
weaknesses. This is obviously an organization that has invested heavily in tech-
nology, which should be delivering benefits, especially in terms of efficient procure-
ment through electronic data interchange (EDI) (to automate replenishment of raw
materials from suppliers) and e-auctions for commodities. The matrix structure
should facilitate efficient decision making, especially as the organization appears to
be able to recruit and retain professional staff. The reliance on a limited number of
key suppliers could make the company vulnerable to price rises and shortages. This
could be because few suppliers in the sector are EDI enabled. Analysing the support
activities also provides an understanding of the organization’s culture and its focus.
Again, this profile can be compared with that of competitors.
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Inbound Operations  Delivery Marketing  Customer Added
and sales  service value for
customer
* Simple, clear * Flexible * Accurate order || ® High sales * High service
documents for systems (+) processing (+) coverage (+) quality (+)
efficient « Old equipment || * Slow and * Superior » Poor service
processing (+) prone to inflexible technical coverage (-)
e ‘Just in time’ breakdown (-) delivery literature (+)
stock through * Unique schedule (-) « Poor credit
EDI process product terms (=)
+) features (+)

(+) Strengths (-) Weaknesses

Adapted from Professor Malcolm McDonald, Cranfield School of Management

Figure 7.4 Identifying the strengths and weaknesses in the primary activities
within a value chain

The focus in identifying productivity factors should be on those areas of the value
chain where performance is significantly below that of competitors, or where
internal factors are inhibiting the ability to meet consumer expectations. An example
from an organization that one of the authors has worked with concerned the
performance of the 250-strong sales team. A benchmark study revealed a high level
of underperformance compared with the sales teams of rival organizations. A small
budget for training quickly transformed the performance in terms of the number
and quality of sales calls, which made a significant improvement in productivity.
Whilst this didn’t result in competitive advantage, it definitely avoided disadvan-
tage in a very competitive market.

7.4.2 Productivity factors template

Table 7.3 shows the template for analysing the productivity factors. In this case a
manufacturer is left with a high level of obsolete stock in its dealings with a segment
defined as ‘specialist retailers’, mainly because the call centre is missing calls from
customers in this segment. In addition, profitability is hit by an inefficient invoicing
and payments process. The information needed to complete this template includes:

e a description of each productivity factor (eg reduce the level of missed calls);

e the metric that will measure performance (eg the volume of missed calls from
customers);

e where the metric will be sourced (eg call centre statistics);

e the importance of each factor, relative to other factors (eg a weighting of 40);
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Figure 7.5 Identifying the strengths and weaknesses in the support activities within
a value chain

e the current performance (eg 15 per cent of calls are missed);

e the target level of performance and when it can be achieved (eg 5 per cent
achieved by the end of one year);

e the benchmark performance achieved by the best competitor (eg 10 per cent of
calls missed).

Looking further at the call centre example shows that relevant solutions might be
to look at less costly ways to deliver customer service, such as via a website that
would also provide 24/7 service at lower cost than a call centre operation outside
normal business hours, or outsourcing the call centre operation either to regions of
the world where operating costs would be lower or to call centre outsource special-
ists. However, here we are starting to discuss the topic covered in the next chapter,
Chapter 8, which is about deciding appropriate actions. This latter example also
underlines the point made in Chapter 5 — marketers need to ensure that their strate-
gies engage with other areas of the business.

7.5 Analysing impact factors: a strategy-based
alternative

In some applications of the model, organizations found it easier to apply an
impact factor analysis for a particular strategy for a segment rather than across all
the strategies identified for that segment. Using the call centre example described
in this chapter, researching the needs of consumers identified the need to improve
significantly the level of service provided to callers. The first step was therefore



Table 7.3 Productivity factors template

Segment title: ‘Specialist retailers’

Productivity Metric Measurement  Importance Our current Our target Benchmark
factor method weighting position position

%
Reduce level of Missed calls Call centre stats 40 15% 5% (yr 1) 10%
missed calls
Minimize Dumped stock  Stock stats 40 10% 2% -
obsolete stock £& %
Lower average Invoice to Accounts 20 60 days 30 days -
time to payment payment days receivable stats
collection
Total 100

W6/l
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to establish the qualifying factors for delivering a telephone-based customer
service by studying the needs of consumers and the service provided by compet-
itors (using mystery shopping methods) — what the norm was that was expected
in the market. The second step was to identify what would deliver a service level
that would clearly create additional benefits in the minds of consumers — the
competitive advantage factors. The final step was to define the productivity
factors to ensure that the improved service would be delivered as efficiently as
possible. This process would be repeated for each strategy, identifying any
common factors that apply across strategies, and across key segments of
customers. The revised template to capture the required information and identify
the metrics is shown in Table 7.4.

The template records the criteria required for each type of impact factor. These
show that the organization does not currently meet the qualifying factors expected
by customers in the particular segment ‘Wealthy empty-nesters’. However, as
shown for the competitive advantage factors, customers would like to see service
levels above those currently provided by competitors. Finally, the organization has
also identified opportunities to provide service more efficiently, use the opportunity
of contacts with customers to update information held about them on the customer
database, and increase the level of trade-up sales of additional products by the call
centre. The current position, the target levels (and by when in the plan), the metrics
that will track performance, how the performance will be measured, and who will
be responsible are recorded.

7.6 Impact factors: using ‘gap’ analysis for creating
organizational alignment

A further tool helpful in identifying whether the organization is in tune with the
needs of the consumer is a form of gap analysis, such as can be found within the
SERVQUAL model for measuring customers’ perceptions of service quality. The
full model was developed in the 1980s and based on a questionnaire covering 22
criteria most commonly found in the initial qualitative research conducted amongst
consumers to identify the factors that participants used in assessing service quality.
These were divided into five initial dimensions, with a further one added a few
years later:

e tangibles: the physical aspects or service, such as the equipment used, the
appearance of the service personnel, etc;

e reliability: the ability to deliver the promised service dependably and accu-
rately;

e responsiveness: the willingness to help customers and provide service
promptly;

e assurance: the attitude of employees, their knowledge and the extent to which
they inspire trust and confidence;



Table 7.4 Impact factors: analysis by strategy

Segment: Wealthy empty-nesters. Strategy: Improving call centre customer service

Type of Criteria Current Target Metric How Who
factor/level measured measures
Qualifying e All calls answered in six rings 50% 95% Abandoned calls Call stats Customer services
level Availability Management  Customer services
e Available 8.00 am—8.00 pm, 6 days 8.00 am— Parity Customer reports
e Agent friendly and 6.00 pm, 5 days satisfaction Market research ~ Market research
professional 70% 100%
e Able to deal with queries related to Mystery shop Mystery shop/  Market research
core product — other queries 40% 80% market research
resolved by calling customer within
24 hours
Competitive o All calls answered in six rings, 24/7 24/7 not offered 95% (1 yr) Call stats Management  Customer services
advantage e Able to deal with queries related to 100% (yr 2) report Market research
level all products held by customer — Not offered 60% (yr 2) Customer Market research
resolved during call satisfaction
e Able to answer queries about other
products available Mystery shop/ Market research
e Third-party partners meet required Not offered customer Market research
standard stats Operations dept
Variable level 5 main partners  Audit/customer Operations reports
(yr2) satisfaction/
mystery shop
Productivity e Use of CRM system 50% of calls 80% CRM stats CRM system CRM team
e Average length of call 10 mins 5 mins Call stats Telephony stats Customer services
e Data collected/amended Ad hoc All possible calls  Database audit Data quality Database team
report
e Additional products sold 3% of calls 6% of calls Sales stats Sales reports Sales
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e empathy: the ability to deliver a caring, individualized service;
e recovery: the ability of the organization to rectify problems (added in the late
1980s by a further researcher).

From this initial research, the authors developed a service quality gap model. In
this model, service quality was defined as a function of the gap between customers’
expectations of a service and their perceptions of the actual service delivered. This
is the part of the overall SERVQUAL model that is useful in identifying whether an
organization is aligned with the needs of customers, and is shown in Figure 7.6.
(For further details of the SERVQUAL methodology, see Parasuraman, Zeithaml
and Berry, 1990.)

The customer/organization interface is where the expectations, and perceptions,
of the consumer — based on needs, past experience, the views of others and the
claims made by the organization in its marketing and public relations activity —
meet the reality of what the company is actually delivering. Obviously, market
research can play a major role in understanding consumers, their needs and expec-
tations, and what influences their attitudes and behaviour. As important is to ensure
that all of those responsible within the organization (or those responsible for
external, third-party providers) for ensuring that a defined level of service is deliv-
ered are committed to meeting the defined level of service that will create compet-
itive advantage. Each of the ‘gaps’ shown in Figure 7.6 can lead to the service
provision failing to match market needs. In essence, this is the customer service
subset within Porter’s value chain described earlier in this chapter. The point is that

Customer input

Word of mouth | | Personal needs | Past experience

Customer 1
— R <&
organization ! Expected service !
interface A
GAP 5
| Perceived service |—
GAP 4
GAP 1 | Service delivery | Marketing/PR
GAP 3

| Service quality |

GAP 2

| Perceptions of consumer expectations |

Organization input

Source: Parasuraman, Zeithaml and Berry (1990)

Figure 7.6 ‘Gap’ analysis for the customer service value chain
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marketers need to ensure that there is alignment at the customer/organization inter-
face. However, traditionally, marketing may be responsible only for the marketing
activity that informs consumers or makes the promises, but this must be aligned
with perceived, or expected, levels of service — Gap 4 in Figure 7.6. Therefore,
marketers need to take responsibility for ensuring this alignment is in place and
committed to by all others involved in service delivery, and that the appropriate
internal and external metrics are in place to measure performance over time.
A ‘gap’ analysis can also be helpful in identifying actions, covered in Chapter 8.

7.7 Helpful pointers

Common mistakes made by companies undertaking an impact factor analysis are:

e Thinking that improving performance for qualifying factors beyond that of
competitors will confer competitive advantage. This will only lead to wasting
scarce resources that could be more effectively employed in addressing needs
identified in the competitive advantage analysis.

e Not being objective when comparing the performance of their own organization
against that of key competitors, or not considering the actions competitors might
take in response to their own moves in the market.

e Not taking the consumer’s perspective when assessing what will create compet-
itive advantage in the market.

e Not undertaking a thorough enough analysis of their supply chain to identify
areas where efficiencies or improvements might be possible in order to reduce
costs or improve profitability.

e Not monitoring the impact of productivity factors to ensure that these do not
compromise achieving necessary performance against qualifying and competi-
tive advantage factors, for example forcing customers to use a particular channel
when contacting the organization in order to create maximum cost savings.

Finally, think of the following points when analysing impact factors and how the
appropriate metrics can be identified:

e There are some offers and levels of performance that are now expected by this
segment. What do you have to do just to stay in the market alongside good
competitors?

— Identify the qualifying factors that are the least you must do.
— What metrics enable you to track them?

e What would make consumers want to buy from you, rather than from a
competitor?

— Which competitive advantage factors would really make a difference to this
segment?

— What would you measure to establish whether this competitive advantage, or
a strategy/value proposition based on it, was achieving your goals?
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You want to optimize your return from the segment while making sure that any

efficiency measures do not impact negatively.

— Identify the productivity factors that are relevant.

— What metrics will help you monitor them?

Whilst the analysis is segment specific, some impact factors may span other, or

all, segments.

— This could apply, for example, to customer service. One leading financial
services organization when introducing a website to reduce the load on the
call centre, and thereby reducing costs, promoted this development to high-
value customers as providing the benefit of 24/7 access.

In the Marketing Metrics model, strategies are derived from the impact factors,
which in turn determine the responses to the needs of the segment.
There are three kinds of impact factors:
— qualifying: maintain position, potential business losers;
— competitive advantage: differentiators, business winners;
— productivity: internal efficiency/cost improvements.
Identifying impact factors will often require external market research, which
will require external spend. However, the cost should be balanced against the
danger of not having the information. Opportunities exist to consolidate research
and keep costs to manageable levels. Do not ignore the knowledge and experi-
ence that are available within most established organizations which can be
harnessed in developing a full picture of the market and filling gaps in informa-
tion — just ensure that the final agreed view is objective.

Addressing the issues raised in the factor analysis will often require the marketing

team to liaise with other key teams within the company in order to develop

effective business cases, or arguments, to stimulate commitment and change.

Do not forget that, regardless of who has to take action to address any of the impact
factors, the responsibility for monitoring their impact rests with marketing.
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Turning strategy into
action, and measuring
outcomes

So how many bacon and egg breakfasts do I have to sell to pay for that?’
(Sir Charles Forte in response to a marketing proposal)

Summary

The impact factor analysis described in Chapter 7 enables strategies to be identi-
fied and developed for each segment. The metrics for measuring the performance
of these strategies have also been defined and listed. However, strategies can be
delivered only through appropriate actions. It is the actions that incur costs, that
lead to revenues being generated and that lead to increased efficiency. Pinpointing
these actions, and the associated performance measures, are the topics covered in
the first section of this chapter. This obviously leads to considering the budget
implications — the costs of delivering these actions, and the forecast revenue
flows or efficiencies that together form the basis for developing a compelling
business case for implementing the proposed strategy. As recommended by Binet
and Field (2007), this should be task or zero based (developing a new budget
based on the cost of the resources required), with budgets being determined by
the goals, strategies and actions set for the segment, rather than rolling forward
an annual budget for marketing that is then divvied up across various activities,
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aimed at different audiences. Finally, this chapter covers the linkages that can be
expected as a result of implementing a costed strategy — the assumptions made
about likely cause and effect. This stage of the model relative to the others is
shown in Figure 8.1.

8.1 Developing action plans

As described in earlier chapters, actions necessary to deliver a strategy may be only
partially owned by marketing. Marketing, however, cannot take responsibility for
ensuring that all actions required by other parts of the company to deliver an agreed
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Figure 8.1 Marketing Metrics model process: actions and budgets
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strategy are implemented and that other teams are measuring performance. The
marketing team has to develop a convincing plan that clearly demonstrates to other
areas of the company why actions are required, and the benefits that lead to
achieving corporate goals, in order to gain cooperation. This is easy to say, but
company structure, preoccupation with achieving short-term goals, conflicting
priorities, variable levels of commitment from senior management, accounting
conventions and so on are all examples of challenges that are likely to be faced in
gaining the necessary cooperation from colleagues. For example, if required actions
require collaboration with operations and logistics, then there will be the need to
influence decisions across all these areas. Porter’s value chain model, described in
Chapter 7, can be very helpful in identifying where actions might be necessary,
who might need to be influenced, and the arguments that might be successfully
used to gain cooperation.

The marketing team may be responsible for assessing both the value required by
customers and their value to the company, but the whole organization is involved
in delivering, and sustaining, that value.

Actions might be linked to individual impact factors by segment or to a partic-
ular strategy; they might cover a need identified across several, or all, segments.
For example, the need to answer a service call in six rings might be an appropriate
strategy for all valued customer segments.

8.1.1 Identifying actions

Some actions are more obvious than others. For example, an FMCG company that
regularly introduces new products to the market will have a defined process devel-
oped over time that identifies the key actions necessary across the organization.
Whatever the process that is used, it must help ensure that all necessary actions,
and the dependencies between them, are identified. A tool developed at Cranfield
University School of Management to provide such a process is the Benefits Depend-
ency Network (BDN), shown in Figure 8.2. Whilst this model was initially devel-
oped to identify appropriate IT solutions in order that business goals can be
achieved, in a modified form it can be used to help identify the actions necessary to
achieve marketing strategies, and the metrics necessary to track performance. The
example shown in Figure 8.2 is based on an analysis conducted for a leading inter-
national packaging company as an input to its key account management strategy.

The process runs from right to left, starting with the strategy defined in the
impact factor analysis described in Chapter 7. The position relative to the impact
factor analysis is shown, as this is where the strategies are identified.

The first step is to brainstorm all the possible benefits that might be derived from
this strategy — for the organization, customers in the segment(s) and other stake-
holders. This also provides a framework for developing any necessary business
case for supporting investment.

The next step is to identify all the actions that are critical to achieving success
for the strategy, followed by identifying enabling actions — the other actions neces-
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Figure 8.2 Using the Benefits Dependency Network to derive actions (key account
management, global packaging manufacturer)

sary to ensure that those critical to success can be implemented. The last step is to
finalize the metrics necessary to track progress.

In this particular example, the strategy was to improve relationships and reten-
tion with key customers, based on an analysis of customer needs. The goal was to
provide competitive advantage in the market. One of the benefits identified was
that the proposed strategy would enable current and potential customers to have a
clear understanding of all that the company might have to offer them — and provide
this in a consistent way at all touch points. A further key benefit would be improved
knowledge management about customers and their needs. Finally, it was felt that
the business risks faced by the company would be reduced, owing to improved
market knowledge and increased retention of existing customers.

Actions critical to success included a unified process for handling key accounts,
compiling holistic data about customers and sales, new sales support literature, and
developing a measurement process. A key investment would be in a new intranet
system to be developed by IT to a specification developed by marketing plus input
from other areas, such as sales. All of these actions would require significant support
or collaboration with areas outside of marketing. A metrics process was also identi-
fied as a key action for marketing to track progress.



TURNING STRATEGY INTO ACTION 189 W

The key actions could be delivered only if a number of enabling actions were
also put in place, such as appropriate training programmes (in association with
human resources), support to enable the key account process to be embedded across
the organization, internal marketing to ‘sell’ the new strategy to employees, and a
pilot to test the proposed intranet system (to be developed by IT).

The process used to apply the BDN process was initially a one-day workshop,
including key people from outside marketing, followed up with a detailed plan
refined through further discussion across the company.

As a result of using the BDN process, the company realized that the current
system was inappropriate for meeting the key account goals. The process identified
the need for a more user-friendly intranet-based product, which was subsequently
developed and implemented. In addition, by using the BDN process, those respon-
sible for the necessary key actions could be readily identified. Collaboration was
enhanced by ensuring that all the key parts of the company were involved in the
discussions.

In the organization concerned, the key members of an implementation team were
identified as needing to be:

a sales director representing one of the main market sectors;
an executive sponsor;

an [T/data strategist;

a member of the sales team;

a project manager.

Organizations within the Cranfield Key Account Management Research Club
(Mouncey, McDonald and Ryals, 2004) confirmed that the key benefits of using the
BDN model were:

® cconomic — establishing whether, and where, the project will add value;

e political — obtaining funds, winning hearts and minds;

e change management — early identification of issues (eg feasibility, desirability,
resources, ownership, organizational impact);

e control — establishing project measurement criteria (eg benefits, costs, resources,
etc).

The BDN helped us work through the requirements needed to implement a
new system that was more appropriate to our business than the previous one.
Looking at the objectives first and working through the benefits and the
requirements in detail was very beneficial. Looking at the graphical represen-
tation helped to visualize and work through some of the changes required.
(Global manufacturer)

It enabled us to understand better what we were actually trying to achieve.
(Global information company)
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8.1.2 Capturing actions, metrics and costs

Table 8.1 shows the template that can be used to capture all the marketing actions
necessary to achieve each of the competitive advantage factors identified in the
impact analysis. This template captures for each action:

who is responsible for that action within the marketing team;
the metric(s) that will be used to track the impact of the action;
how frequently the action needs to be measured;

who will be responsible for undertaking the measurement;
who will see the metric(s);

the likely cost of each marketing action.

Table 8.2 shows a similar template for capturing the information about the other
actions that will be necessary outside the marketing team. The example included is
the action on IT to build the website as specified in the brief prepared by marketing
shown in Table 8.1. The key issue here is to ensure that the template captures all the
necessary actions required from other parts of the company and is therefore
completed with input from all concerned.

Templates similar to Tables 8.1 and 8.2 will need to be completed for qualifying
and productivity factors.

8.1.3 Analysing actions by strategy

In Chapter 7, an alternative analysis format for impact factors by strategy was
described in section 7.5 and illustrated in Table 7.4. Table 8.3 is the template that
should be used for capturing actions if this version of the model is being applied.
This captures the marketing and other strategies necessary for all appropriate qual-
ifying, competitive advantage and productivity factors for the strategy. The example
combines the factors analysis shown in Table 7.4 for enhancing the service provided
by the call centre and the actions shown in Tables 8.1 and 8.2 for developing a
website to help achieve an overall strategy, ‘Provide “best in class” customer
service’.

8.2 Developing the budget

By budget, we mean the allocation of resources. This is an input to marketing
activity. We don’t mean the sales forecast, as this is an output metric. Unfortu-
nately, the same term is often applied to both of these, when in fact they are radi-
cally different.

In many organizations the annual round of budget planning starts with what was
spent last year, therefore leading to a repetition of the same round of activity, which
over time can become increasingly divorced from the real needs of the business.
We would argue that this is not the best way to address the future needs of a busi-



Table 8.1 Marketing actions template (competitive advantage factors)

Action Who Metric Frequency Who measures |[Who sees Cost
responsible output £
CAF 1 24/7 website
Develop website |Manager Meets customer |Three measures: |Market research |® Website devel-|£5,000
specification customer needs e Inception of |dept opment team
communications project
e After initial
design
e After final
version
Launch e-mail to |Manager e Awareness e Monthly o Market e Marketing £10,000
customers customer e Website usage | survey of research dept director
communications customers e Customer e Marketing and
e Daily service team customer
service teams
CAF2

W L6l



Table 8.2 Other actions template (competitive advantage factors)

Action

Who
responsible

Metric

Frequency

Who
measures

Who sees
output

Cost

CAF 1 24/7 website

Build website

IT

e (ritical path
in the brief
e Budget

Monthly
updates

Marketing
and IT

Marketing
and IT
Directors
Manager
customer
communications
Development
team
Marketing/IT
finance
managers

To be agreed

CAF2

CAF3

6L W



Table 8.3 Summary of actions by strategy

Strategy: Provide ‘best in class’ customer service

Actions Who Metric Frequency Who Who sees Cost
responsible measures output £

Marketing actions

Develop website spec. 1 1 1 1 1 1

Develop brief for 24/7

enhanced phone service Manager 2 2 2 2 2

(answered in 6 rings, marketing ops

60% queries answered

during call)

Other actions 3 3 3 3 3 3

Develop website Manager 2 2 2 2 2

Develop plan to enhance customer

contact centre services

Total (£)

Key:

1: see Table 8.1 for details
2: see Table 7.4 for details
3: see Table 8.2 for details

W 6l
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ness in today’s highly competitive markets — and this is not the way that is proposed
within the Metrics model.

However, we also recognize that users of the model may have to apply it within
the conventions used by their organizations. So, whilst the model does not abso-
lutely require that budgets be structured differently, we advocate a structure that
enables the resources necessary to achieve defined objectives to be identified, in
other words the resources necessary for implementing the actions for each segment
identified by applying the model, as described in the previous sections of this
chapter.

The budget should therefore be structured according to the impact factors that
the action is designed to address. They would be quantified by building up a picture
of the action required to implement each strategy.

This approach that we describe is very different from traditional practices. It
begins the process of tracking the /inks between the use of resources and the effect
they will produce in the marketplace. This is in effect a zero-based or activity-
based approach where the resources needed to achieve a specific goal are identified
as the budget, rather than starting from the expenditure in the previous cycle.
Budget categories are then defined by groups of actions, ideally according to the
impact factor they are designed to address. Categories need to be reassessed annu-
ally: some will continue from one year to the next and others will not. This alone
will be valuable in helping to break away from established practices unrelated to
achieving precise goals.

If an activity-based approach is introduced, the agenda for the company, and the
likely resources that need to be deployed to achieve goals, will become much
clearer, both in terms of what should be the result if strategy is actioned, and also
in terms of what will not be achieved if resources are not allocated to facilitate
defined strategy. It will also make it easier to link the marketing budget with the
budgets of other functions, which should also show resources allocated to those of
their actions that are directed at specific impact factors. In addition, taking this
‘bottom-up’ approach to defining resource needs and assembling budgets, linked to
achieving specific goals, should enable the marketing team to engage more effec-
tively with other areas of the company in gaining cooperation.

Marketing, seen as an integrated activity, incurs costs of five types:

—

. external marketing spend, mainly on marketing communications;

2. internal marketing department costs;

3. technology, such as CRM systems, customer databases and websites — this is a
growing area of resource need and will often incur a mixture of internal and
external costs;

4. leverage of internal resources of other departments, for example in developing
and implementing IT projects;

5. arequirement for other departments to spend externally — again, IT projects may

require investment in new technology via the IT function.
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However, only the first two (and mostly the external marketing spend) are normally
recognized as marketing costs, for the following reasons:

e External spend on marketing campaigns receives the most attention because of
their visibility. However, as the links between campaign expenditure and busi-
ness targets are not always clearly defined, marketing budgets are frequently
subjected to mid-year cuts if the financial forecast looks grim.

e Internal departmental costs are generally set without much regard to planned
programmes, generally in different levels of headcount.

e Leverage of other internal resources is particularly important in taking a more
integrated view of marketing, as marketing engages the rest of the business in
delivering against strategic impact factors. The cost of these resources is rarely
quantified, as still relatively few companies operate activity-based costing: but
it could be. A prime example might be the investment in a CRM system that can
deliver benefits for marketing, sales, customer service and operations.

e External spend by other departments is incurred when marketing identifies an
impact factor that requires new equipment, software, etc. For example, short-
ening delivery times might require investment in additional trucks in order to
reach the target levels of performance specified as a competitive advantage
factor.

Companies would be better prepared to respond to marketplace needs if they
aligned budgets in other areas with the marketing plan, rather than seeing marketing
requirements as ‘nothing to do with us’, or ‘stealing’ resources, or arriving at short
notice with unplanned demands, or any of the many other reasons for rebuffing
marketing actions. Furthermore, not only is taking this broader view of the resources
deployed by marketing more realistic, but it also positions marketing more correctly,
and effectively, in the organization.

Custom and practice have led to marketing budgets being generally divided into
external spend categories, such as advertising, exhibitions, print, etc, which often
bear no relation whatsoever to the real goals of the business, for example increasing
market share. Basing an important business process on such a weak foundation
leads to budgets being treated with disrespect. As a result, budgets can be manipu-
lated, with the consequence that companies learn nothing about whether they used
their resources effectively, nor even whether they made accurate estimates of the
costs of their actions.

The following section describes the process within the model for identifying the
resources needed to develop and implement the actions identified as being neces-
sary to achieve goals for a segment, and how then to compile a detailed activity-
based budget.
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8.3 Budget templates

The first template in this section, Table 8.4, splits the overall costs of each action
recorded in the earlier templates into the external and internal components. As
described above, often the only costs captured by marketing are the external costs
— such as for advertising agency work, media buying and market research, and
similarly for sales the costs of in-store promotions. This template also includes the
internal costs for each action to enable the use of company resources to be identi-
fied and prioritized. So, for example, the costs incurred by the marketing team in
developing the website brief shown in Table 8.1 would be recorded here, plus the
costs for the IT team in Table 8.2. Similarly, the Benefits Dependency Network
illustration described in section 8.1.1 and illustrated in Figure 8.2 would incur
significant internal costs in developing the proposed intranet system, including the
pilot, and training users. This template is suitable for either version of the model,
as it pulls together all the actions, regardless of whether they are related to an action
plan to address a single impact factor or the impact factors being addressed for a
particular strategy.

The next template (Table 8.5) applies to only the strategy-based version of this
stage and shows the summary of the impact factor costs for each strategy.

The next two templates provide the segment totals — Table 8.6 is the total for all
impact factors, and Table 8.7 is the equivalent for the strategy-based version.

The final template in this section, Table 8.8, pulls together the totals for all the
segments analysed via the model.

Table 8.4 Actions: external and internal costs

Impact factor (or strategy) ..................

Marketing Cost £ Other Cost £

actions actions
Internal | External Internal | External

Total
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Table 8.5 Budget template (strategy-based)

Strategy Budget £ Budget £ Total budget
impact Marketing actions Other actions £

factors Internal | External | Internal | External | Internal | External
Qualifying factors

Total QFs

Competitive advantage factors

Total CAFs

Productivity fa

ctors

Total PFs

Strategy total

Table 8.6 Segment budget template (impact factor-based version)

Impact Budget £ Budget £ Total budget

factors Marketing actions Other actions £
Internal | External | Internal | External | Internal | External

Qualifying factors

Total QFs

Competitive advantage factors

Total CAFs

Productivity fa

ctors

Total PF's

Segment total
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Table 8.7 Segment budget template (strategy-based version)

G ACCOUNTABILITY

Strategies Budget £ Budget £ Total budget
impact Marketing actions Other actions £
factors Internal | External | Internal | External | Internal | External
Qualifying factors
Total QFs
Competitive advantage factors
Total CAF's
Productivity factors
Total PFs
Segment total
Table 8.8 Budget final template (all segments)
Segment Budget £ Budget £ Total budget
Marketing actions Other actions £
Internal | External | Internal | External | Internal | External
Total

8.4 Establishing linkages

This section of the chapter is all about cause and effect. The objective is to help
organizations assess what the impact is likely to be as a result of implementing the
actions. However, there is no doubt that this is likely to be inconclusive. The old
adage about ‘Tell me which half of my marketing spend is ineffective and I’ll stop
spending money on it” remains to some extent true — but, by linking resource allo-
cation to defined actions that have been identified from a detailed analysis of impact
factors by segment, the overall spend should be more effectively targeted.
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Marketers make assumptions, consciously or otherwise, about cause and effect
in planning their actions. It is well known, for example, that a discount price promo-
tion will produce a greater response than a coupon. Such principles were estab-
lished through disciplined research and recording of data, built up and repeated
over a period of years. Including a test element within marketing campaigns when-
ever possible (eg a control group excluded from the campaign) and ensuring that
necessary data on the impact of marketing activity are captured and analysed pay
dividends in identifying the actions that really work. Of course, the cause and effect
of simple promotions may be observed more readily than some of those in this
model, but more systematic observation and capture will inform other decisions as
well. At the least, if assumptions made about the linkages between stages in the
model above were quantified and captured, then communication between marketers
and others in the company would certainly be better and expectations would be
clearer.

For example, a 2 per cent increase in market share for a segment may be seen by
one person as a good response to an action or set of actions, while someone else
may count anything less than 5 per cent as poor. Unless the linkage between the
action and change can be demonstrated, such differences do not surface, leading to
considerable misunderstanding and differences in perception.

Quantified linkages or gearing may be best expressed as a range rather than a
single number. Then the outcome can be modelled and applied in a business case
for both ends of the range, which helps managers to make better decisions about
allocation of resources.

The more data that are collected and effectively analysed and interpreted, the
more the organization can learn and improve. In many companies, data may be
collected for marketing activity, but the quality of the recording is so poor that the
same mistakes are made over and over again. Therefore, in spite of having multiple
opportunities to learn, the organization has no mechanism for capturing data across
different time spans and no mechanism for learning. The objective is to develop a
knowledge base culture, as illustrated in Figure 8.3. Not only does this require an
investment in the processes and tools to capture data and turn data into knowledge,
but there must be a company culture that appreciates the value of being knowledge
based in establishing and maintaining competitive advantage.

The question is: what price should be placed on data? Owing to the much reduced
cost of capturing and storing data, it is tempting to take every opportunity to collect
and hold as many data as possible. But every decision has an opportunity cost, and
this applies just as much to customer-related data as to other areas of the business.
In addition, organizations are often faced with alternative strategies for obtaining
data — they can be built up over time from contacts between the organization and
its customers (internal), or the organization might be able to obtain data more
quickly, but at a much higher cost, from a data vendor (external). Figure 8.4 shows
an extension to the data value chain process that attempts to put a value to the busi-
ness of a data item and thereby helps decide whether it is worth collecting, and
which route, internal or external, is the more cost-effective.
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Knowledge enables the enterprise to
anticipate events

Information enables the enterprise to
respond to events

Data enables the enterprise to record
events

Source: Kelly (1997)

Figure 8.3 The value chain of data, information and knowledge

DATA » INFORMATION » KNOWLEDGE
Internal
data
Data Analysis Demand
Data . ) :
£ cost e e - processing/ (‘Information > for
prep storage factories’) information
External
data .
£ cost + £ cost £ value £ benefit
value creation

Figure 8.4 Information supply chain

In effect, the process is all about building a business case for obtaining data, in
terms of the value that data can provide. It is unusual for this value to be simply
extracted from the item on its own,; it is usually obtained from its association with
other data items through data analysis and modelling.

The following hypothetical scenario illustrates the key points in the above model.
The marketing department of a car breakdown service organization decides that
retention could be improved by factoring in the number of cars in the household.
This would enable a differential pricing strategy to be introduced and additional
upsell opportunities to be introduced into the retention cycle. It would also help
segment customer value more effectively, which would be reflected in reducing the
marketing effort directed at low-value customer segments. Marketing therefore
creates a business case for collecting the data by estimating the increased financial
contribution to the business, comprising additional revenue and reduced costs.
Against this revenue are offset the estimated costs of obtaining the data and the
costs incurred in turning the data into knowledge. In this case, the business had the
option of either purchasing the data from a lifestyle database company or collecting
the data internally through, for example, contacts made with customers through the
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call centre call and revised application forms. Owing to the significant costs by
either route, a test is quickly set up using a small quantity of external data. This test
identifies that the figures in the business case are achievable, and the decision is
taken to collect the data internally. Owing to having developed a business case, the
impact on the current productivity levels of call handling can be shown to be a
relatively small price to pay compared with the positive overall return to the organ-
ization. This helps ‘sell’ the new requirement to call handling management.

The key message is that data acquisition must be business led. The process also
identifies the metrics to check whether the cost—benefit analysis forecast was in fact
achieved.

In applying business case techniques, companies may find it useful to separate
marketing investment for longer-term goals (eg building brand or customer equity),
requiring evaluation over an extended period of time, and marketing operations
costs directed at shorter-term results (eg acquiring new customers).

The points in the model where linkages can be established are shown in Figure
8.5. The term ‘gearing’ is used, as the objective is not simply to look for incre-
mental uplifts in outcome, but to identify situations where a particular insight
gained from the segment and impact factor analysis has a disproportionate impact
on competitive advantage.

The next template in this chapter (Table 8.9) captures the expected impact of
implementing the actions for the impact factors for a segment of customers. The
information contained in the template covers:

e qctions (by impact factor or strategy): as identified in the earlier analysis;

e metric: how the effect of implementing each action will be measured;

e current: what the current level of performance is, if applicable or currently
known;

e change: what is expected to be the impact of the action;

‘gearing’ ‘gearing’

corporate Segment Impact Actions
revg outcomes: factor budget
profitg sales, GM, MS

Clarify and quantify linkage assumptions in stages
eg x% increase in CAF = y% increase in sales in
segment A

Figure 8.5 Metrics model with explicit linkages



Table 8.9 Expression of linkages (impact factors to segment performance)

Impact factors | Metric Current Change Segment Current Change
and actions performance
metric
Qualifying factors: actions
Improve data e Visible 10% Reduced to 4% | Customer 40% +10%
quality address errors retention
e ‘Gone away’ 15% Reduced to 5%
returns
Competitive advantage factors: actions
Web-based 24/7 | e Volume visits N/A e 2000 PM e Market share 50% + 5%
support to site (50% of e Customer 40% +10%
e Reduced segment 3 retention
volume calls N/A visits PM)
to call centre o —40%
Productivity factors: actions
Payment via CC | e Migration rate N/A e 10% e Market share 50% + 5%
on website e Transactions N/A e 300 PM e Customer 40% + 5%
e Revenue per N/A e As per other retention £xxx £xxx+
customer channels e Segment
e Cost to N/A e —50% profitability 30% GM 35% GM
support/

maintain

¢0c m
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e segment performance metric: which segment metric will be expected to be influ-
enced by this action;

e current: the current level for this segment metric;

e change: the change expected in this segment metric as a result of the action
being taken.

The expected impact on the segment metric will probably be an estimate agreed by
the team, unless there is a previous example to provide more accurate guidance.
The example shown in the template illustrates the type of information that might be
included.

Under qualifying factors, the example shown is the need to improve data quality,
which is considered to be below expected standards. The impact is that an unac-
ceptable proportion of mailed items are returned by the Royal Mail marked as
‘gone away’ (the person the item is addressed to no longer lives at that address).
Two metrics are shown to judge performance plus the current level of performance
and the impact on the levels of address errors and ‘gone away’ anticipated by taking
action. Finally, there is the metric of customer retention levels, which will be used
to judge the impact at segment level, plus the current level of retention and the
expected change resulting from improving data quality. Similarly, the impacts for
examples of actions under competitive advantage and productivity factors are also
shown. In terms of the productivity factors, the costs are expressed in terms of the
favourable impact on gross margins.

A similar template (Table 8.10) can be used to record the linkages between the
actions and impact factors.

Table 8.10 Expression of linkages (actions to impact factors)

Action Metric |Current |Change |Impact |Current |Change
factor

Marketing actions

Other actions




B 204 MARKETING ACCOUNTABILITY

8.5 In conclusion

e Marketing should be responsible for implementing the strategies/impact factors,
but this is likely to be with collaboration from other parts of the company, so all
relevant actions must be identified.

e All significant internal and external actions should have costs attached to them,
in terms of expenditure and/or time.

e Quantifying the assumptions made helps communication, clarification of expec-
tations, decision making and learning. There can be no good reason for not
doing so.

e (ollecting data on expectations and actual outcomes does not necessarily lead
to understanding cause and effect but, even so, capturing observation will help
to make better predictions in the future.

e Expressing linkages should be possible, but determining the most relevant
metric could be more problematic.

e Insome cases the expectation is that a targeted metric will not change, but action
may nevertheless be required to sustain it, for example advertising that main-
tains a presence in the market rather than leading to incremental sales from
existing customers or new customers.
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Delivering accountability
— finalizing the metrics
strategy

What is important, and what is easy to measure, are not always the same thing.
(Binet and Field, 2007)

Measurement is the first step that leads to control and eventually to improve-

ment. If you can’t measure something, you can’t understand it. If you can’t

understand it, you can’t control it. If you can’t control it, you can’t improve it.
(H James Harrington, Ernst & Young)

Summary

This chapter describes how to finalize a metrics strategy, the final step in the process.
This brings together the metrics from all the previous stages of the Metrics model
developed in the three workshops. Key to finalizing the process is to decide those
metrics that will be included and those that won’t and, also, who will see the
different metrics in the final list in order to develop subsets for different levels of
management within the organization and for different functions and teams. The
stage in the overall Metrics model process is shown in Figure 9.1 (Workshop 4).
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Workshop 4 Finalize set of metrics

Figure 9.1 Marketing Metrics model process: finalizing the overall metrics
strategy

The grey arrows within the model show the process for identifying the metrics,
whilst the blue arrows show the application of these in measuring performance,
changes in the market, etc. This also provides the link back to the start point of the
model process — the organization’s corporate goals.

9.1 Developing metrics that matter

In compiling the final list of metrics, it is vitally important to ensure they are “fit for
purpose’. The following is a checklist of points to consider in order to develop a
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metrics strategy that provides reliable information for management decision
making:

e Beware of spurious correlations: correlation is not the same as causation. As
Binet and Field (2007) point out, correlations between brand performance and
exposure to a campaign are often used as measures, but other factors may be
disguising the true picture, such as seasonality.

e There is no single measure: the trend, especially for board-level data, is to reduce
the number of key measures to the absolute minimum. However, there is no
single ‘golden’ metric that on its own provides a sufficient understanding of the
impact of marketing on achieving corporate goals. Each objective needs its own
measure or measures.

e Don’t focus on intermediary measures: the impact of marketing is too often
measured through changes in ‘awareness’, ‘beliefs’, attitudes’, ‘intentions’, etc.
These are called ‘intermediary objectives’, as they do not tell you whether or not
changes at this level have influenced actual purchasing, or retention behaviour.
However, the real objective of marketing is to change people’s behaviour, and
therefore metrics should focus on measuring the extent to which this has actu-
ally happened. Positively influencing the intermediary measures may be a key
objective of marketing activity, but if successful it should lead to action, and that
is what should be at the heart of the metrics strategy.

e Be market focused: market share is a key metric in measuring the performance
of marketing. However, market share within each segment is far more useful
than simple share within the overall market, as this does not help assess whether
the defined strategy is influencing behaviour by the groups of consumers the
organization is targeting. Focusing on market share also means that the organi-
zation is taking into account trends in the market and the performance and
actions of competitors. The InterTech example shown in Chapter 1 illustrates
the need to focus on the position of the organization within the market rather
than simply focusing on internal measures of performance such as sales and
spend.

e Apply the tools: as mentioned earlier, econometrics provides a useful method-
ology for identifying the contribution of each element in the marketing mix.
There are also methods for helping to identify groups of customers that are
potentially at risk from the predations of competitors, or those of their customers
that might be interested in a new supplier (eg the Conversion Model — Hofmeyr,
1990). The same applies to measuring the value of intangible assets such as
brand or customer value, as described in Chapter 4.

e Market position versus market growth: some marketing expenditure is simply to
retain current market position, whilst other expenditure is to grow market share.
It is important to try to distinguish between the two and ensure that the metrics
used enable this to be achieved.

e Be comprehensive: by using a tool such as the value chain described in Chapter
7, all the areas that can have an impact on delivering the promise made by
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marketing to consumers can be identified. From this analysis, a comprehensive,
pan-organization set of key metrics can be developed.

9.2 Auditing for success

In addition to providing a method to identify the strategy, actions and metrics for
each key market segment, the model also provides a useful audit process, or check-
list, for organizations to ensure all the key issues have been identified and covered
in developing an appropriate strategy and associated measures. A summary of the
main points that should be covered is shown below. All of these points are covered
in detail in previous chapters:

Is the team developing the metrics strategy sufficiently representative and
empowered to ensure that the outcomes will be actioned?

Does the process have a senior management sponsor and support at board
level?

Which corporate goals could be influenced by marketing strategy?

Is the definition of marketing used by the organization sufficiently broad to
include all points of contact with consumers?

Is there a detailed segmentation of the market (not just the organization’s customers
— the acid test here is that the segments would still exist even if your company was
no longer in existence), and have the key segments of consumers been identified
that the organization is most interested in within future strategy?

Does the segmentation analysis include profiles of the relevant consumers, and
has it identified their detailed needs?

Are the company’s aspirations or goals for each segment clearly defined?

Are there strategies in place to deliver these aspirations?

Has the company identified the baselines necessary for successfully operating in
each segment (qualifying factors)?

Does the company know what consumers expect from a market leader provider
in each segment (competitive advantage factors)?

Has the company identified how to meet market needs as efficiently as possible
(productivity factors)?

Have all the necessary actions been identified in order to deliver the strategy for
each segment?

Have all the necessary teams been fully involved in developing the actions, and
are they included in their plans?

Have the resources — internal and external — needed to deliver these actions been
assessed and costed?

Can the impact of the actions on market performance be assessed?

Have all the necessary metrics been identified at each stage of the process?
Does the final list of metrics identify who will see each metric and who is respon-
sible for taking any necessary corrective action?
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9.3 Bringing it all together

The core sets of metrics, and how they link together to enable the final set to be
identified and agreed, are diagrammatically represented in Figure 9.2. The objec-
tive is to bring together the sets of metrics identified in the previous stages of the
model, covering:

corporate goals (Workshop 1);
market segments (Workshop 1);
impact factors (Workshop 2);
actions and budgets (Workshop 3).

However, before the appropriate template can be completed, there needs to be a
reality check conducted on the full lists derived in the earlier stages of the analysis
process. This is necessary, as the overall strategy will probably need to be phased
in over time. In addition, some of the data, or metrics, might be readily available,
whereas in other cases a plan to collect data and derive the metrics will be needed,
for example where a new activity is part of the strategy. In some cases, it may prove
very difficult to collect the data, or the level of investment required may be deemed
unacceptable relative to the benefit. The information supply chain described in
Chapter 8 and illustrated in Figure 8.4 can also be used to help decide whether it
was worth investing in collecting data to provide a particular measure. For example,
the only suitable methodology might be to commission a market research company
to set up an annual survey. However, there might be other benefits derived from
such a survey that would make it a worthwhile investment. One benefit from the
Metric model process is that, by identifying all the necessary metrics needed to
track performance over time, a more holistic approach to developing a measure-

Segments: Segments: Segments:
Identification Profiling Metrics

Impact Impact Impact
factors: factors: factors:
Listing Prioritizing Metrics

Flnallgmg <——_»
metrics

Corporate
goals

Actions: Actions: Actions: Actions:
Listing Prioritizing Budgets Metrics
Key [l Workshop1 [ Workshop 2 Workshop 3 [l Workshop 4

Figure 9.2 Finalizing the metrics
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ment strategy is possible, enabling the return on the investment in new data sources
to be maximized.

One organization used the following framework to categorize the full list of
metrics:

‘Things we are implementing’: these are metrics that are already in place or
being developed. These mainly consisted of the measures that were being used
to track the performance of the business — primarily derived from market
research, customer satisfaction, internal financial measures and industry data.

e ‘What we know we want to have’: these are metrics identified in the model
process considered essential to monitoring key strategies and market changes
that were not currently being collected. For example, whilst a company may
monitor the market overall, the data are not collected at segment level. The
necessary metrics would be developed as part of the strategy implementation
process.

e ‘What we don 't do but probably should’: these were metrics that, whilst helpful,
were after detailed consideration not considered essential or worth investing
resources in for the time being. Reviewing the need for these would be included
as an action at appropriate stages in the future plans.

e ‘What we don't know and probably won t’: the final category covered metrics

that would be either very difficult or relatively expensive to collect in terms of

the value derived from undertaking the measurement. These would be the subject
of further investigation, or a business case.

An alternative format used with another organization was a four-box matrix, as
shown in Figure 9.3. This plots the value, or importance to the overall strategy, of
implementing a metric by the level of difficulty in collecting the necessary data to
generate the metric.

In the examples shown, creating consumer profiles for each segment has a high
value, and would be easy to achieve — simply undertaking a cluster analysis of the
results from a monthly market research survey using data already collected in the
questionnaire. Also, in working through the Metrics model, measuring the impact
of the overall marketing strategy on either customer or brand equity was judged an
important measurement. However, measuring the impact on customer equity seems
to be easier to implement than for brand equity and therefore is probably the
measure to implement. In comparison, collecting the sales of a key competitor on a
monthly basis is difficult, and not of major value. Maybe it would be easier to
collect the data at less frequent intervals, perhaps only annually. Finally, although
it will be fairly difficult to measure the impact of developing a website on customer
retention, its importance suggests that this will need to be addressed in the metrics
strategy.

Plotting all the proposed metrics in this way will help prioritize the metrics
strategy.



FINALIZING THE METRICS STRATEGY 211 W

ment level profil
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Figure 9.3 Taking a reality check

The final, and key, template is shown in Table 9.1. This summarizes the agreed list
of metrics for each segment, covering:

e segment metrics;

impact factors;
actions.

For each metric, the key questions that need answers are as follows:

How will it be measured, and what is the source? For example, it could be any
specific market research survey, internal management information system, etc.
Are the data that provide the metric collected now, or will they be collected in
the future? 1f they are to be collected in the future, when will measurement
commence?

When, and how frequently, will the measure be made? For example, market
share and segment profiles might be measured from a quarterly survey of
consumers; average time to calls being answered from call centre data; or
customer satisfaction from a monthly survey.

Is the metric to be a raw measure, or will it be derived or modelled from one or
more data sets? Econometrics-based models might be used to help identify the
most appropriate mix of advertising channels to use; index scores might be
calculated from customer satisfaction survey data; customer equity might be
constantly recalculated depending on the product mix used by customers; and
market share might simply be the answer to a brand usage question in a survey
of consumers.



Table 9.1 Final metrics list

Segment title: SMEs with up to £1m TO per annum

Metric | How measured/ | Collection Frequency Formula Who measures | Who sees Who acts
(title) source (now/future)
Segment metrics
Segment | Industry market |To be collected | Monthly Grossed up from | Market research | Marketing Marketing
size research survey |from end April sample survey | dept director/
2008 data management
Market | Industry market |Collected now | Monthly Volume/value | Market research | Board (quar- Marketing sales
share research survey calculated from |dept terly), marketing | teams
% and average management
weighted value
per sale
Sales Transaction data | To be collected | Weekly Compiled from | Marketing Marketing and | Sales team
at segment level extended profile | database team | sales manage-
from end Oct data on ment
2008 customers

Clc |



Table 9.1 continued

Metric | How measured/ | Collection Frequency Formula Who measures | Who sees Who acts
(title) source (now/future)
Impact factor metrics
Day after | Logistics stats | From Sept 2008 | Daily Derived from Logistics dept | Operations, Operations,
order Customer From May 2008 | Quarterly delivery stats Market research |logistics, logistics
delivery |satisfaction From May 2008 | Quarterly Direct (%) dept marketing,
(CAF) survey Direct Market research |sales, customer

Mystery shop- dept services

ping management
Action metrics
24/7 e Required From imple- e Quarterly e Customer e Market IT operations, |IT and opera-
website standard mentation e Daily survey and research dept |sales, marketing |tions depts

e Site visits e Daily mystery e Operations

e Orders e Monthly shopping sales teams

e Costs per e [nternal stats

order

mclc
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e WWho is responsible for collecting or deriving the measure? Establishing respon-
sibility is vital — does this lie within the marketing team or other areas of the
business, and has this responsibility been agreed?

e Who sees the metrics? It is important to identify who within the organization
sees each agreed metric, and in what form. For example, is it an input to a
balanced scorecard or board-level dashboard, or is it used only by the marketing
team to measure a particular activity, such as an advertising campaign? Whilst
marketing may use a suite of metrics to measure the effectiveness of advertising
and promotional campaigns, the board may see only a quarterly report on market
share.

® Who is responsible for taking action? 1t is also vital to identify who has respon-
sibility for taking action if the metric shows that one or more targets set for the
strategy are not being achieved.

The example shown in Table 9.1 shows three metrics for monitoring the changes at
segment level: the overall size of the segment, the market share of the company and
main competitors, and sales volumes. Market share is the one shown that is reported
at board level (quarterly).

One impact factor example is shown — next-day delivery, identified as a compet-
itive advantage factor for this segment. This shows that responsibility for correc-
tive action lies outside the marketing team, whereas the measurement process is
splitbetween the internal logistics team (delivery statistics) and externally conducted
market research (customers’ view of the service) commissioned by the market
research department. This is because, whilst the logistics team measures orders
leaving the warehouse, it does not measure the performance of the third-party
delivery company from a customer perspective.

Finally, one key action is shown — introducing website ordering to support the
next-day delivery service. Again, this is split in terms of who measures and who
needs to take corrective action.

This final list should be used as the master list, feeding into other existing
management information reports, such as balanced scorecards, as mentioned above.
Key to finalizing the metrics strategy is the need to define those who should be
exposed at board level — this is a key reason why the Metrics model process needs
a senior manager as sponsor, preferably at board level.

Obviously, this will always be an iterative process, as the strategies and actions
defined at any given moment in time will need to be updated to ensure continuing
competitiveness in terms of market needs and actions of competitors, and to remain
in tune with changing company priorities.
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Why data quality can
make or break
accountability

Information systems are like buildings. Some are elegant, functional, inte-
grated and low maintenance. Others are jerry-built amalgams of bits and
pieces that have been added on in a haphazard fashion.

When we speak of poor data quality it is often understood only to mean
inaccurate data, or missing data or inconsistent data. But very often the data
failures of organisations have their roots in a failure to understand the value
of data.

(Kelly, 20006)

Summary

The two quotes above are from the chapter entitled ‘Achieving an intelligence
capability’ in Kelly’s book and provide two key reasons why organizations fail to
effectively manage the flows of data available within an organization, or a market,
and turn them into knowledge. The responsibility for this failure lies at board level,
at the very top of the organization. This chapter describes why organizations need
to develop a company-wide data management strategy, championed at board level,
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as a key building block in achieving accountability. Data that are ‘fit for purpose’
are a vital foundation for marketing strategy and in ensuring that the Metrics model
provides an accurate picture of the market and in measuring the performance of the
organization in meeting its goals.

The final section of this chapter describes how to develop a data strategy to
underpin the Metrics model, and why this is a vitally important foundation if the
marketing strategy is to be successful and performance in achieving goals is to be
accurately measured. This has become an increasingly important issue in marketing,
owing to the increasing use of technology applications such as customer databases,
data warchouses and CRM systems.

10.1 The importance of data quality

One of the key challenges faced by marketers in developing an effective metrics
strategy is to ensure that the quality of the data used as a source for the measures is
appropriate to provide reliable information.

A data quality workgroup consisting of members of the Cranfield University
Marketing Measurement and Accountability Forum (MMAF) identified the
following as constituting ‘best practice’ in data management to support marketing
strategy:

e An enterprise-wide data strategy is essential in achieving high levels of data
quality. Marketing strategy is often supported by data managed in other parts of
the business, for example in operational areas such as customer service centres,
underlining the importance of having an enterprise-wide strategy.

e FEarlier research undertaken on data management at Cranfield University by one
of the authors (Mouncey and Clark, 2005) indicates that a company-wide
strategy is still a rare situation.

e Data need to be collected with the wider needs of the enterprise in mind, rather
than being collected for a single purpose (as is often the case).

e Data definitions (metadata) need to be consistent.

e A business case for data quality is essential to identifying and quantifying the
real costs and lost opportunities.

e Data quality needs to be ‘owned’ by business units, not IT.

e Overall data strategy needs to be ‘owned’ at board level and made the responsi-
bility of a dedicated team.

e ’Soft’ and ‘derived’ data are becoming increasingly important in developing
competitive advantage, and pose particular challenges within a data manage-
ment strategy.

e Data quality must be viewed as an iterative issue, requiring constant attention,
its own defined metrics framework, continual investment and regular auditing.

e Communication is an essential component within a data management strategy to
ensure commitment.
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The case for developing an effective data management strategy for marketing is
described in the following sections.

10.2 Are data the weakest link in your marketing
strategy?

The Cranfield research study (Mouncey and Clark, 2005) on data management
strategies referred to above found that practices within organizations were polar-
ized. In some organizations data management was defined as the weakest link in
their strategy, in others their core strength. The following quotation underlines the
importance of good data governance practices within one area that has grown to be
of significant importance for marketers in recent years and required large-scale
investment in new processes, hardware, software and capabilities within many
companies — customer relationship management (CRM): ‘Managers wishing to fail
at CRM or sabotage a CRM project need look no further than “Data” to find the
weakest link in the CRM project.” This quotation from Carving Jelly, a guide to
CRM project management by Nick Siragher (2001), is equally appropriate to any
investment in marketing activity, especially as CRM systems and associated data-
bases have become increasingly important sources of information to measure the
performance of marketing.

Taking marketing communications as an example, one of the key reasons why
entries to the IPA Advertising Effectiveness awards fail to impress the judges is that
the evidence to link expenditure on advertising to any impact on business results is
either lacking or deeply flawed. The quality of the data used to support the case is
also often suspect (Institute of Practitioners in Advertising, 2006).

The above quotation from Siragher also implies that some employees may
have a hidden agenda and see this as a way to frustrate or derail the ambitions of
their organization, or may be seeking to justify or defend a course of action that
does not in reality represent a good investment for the enterprise’s scarce
resources. In either case, it underlines the need to ensure that the strategy being
developed by marketing has the full support of all other areas of the organization
that are necessary to implementation. This commitment also needs to be at all
levels in the organization.

10.3 Data and competitive advantage

When responsibly managed and creatively used, data to support and facilitate
marketing-related activities (including sales and customer service activities — as
contained in the definition of marketing used in this book) can provide organiza-
tions with significant differentiation from competitors and transform their relation-
ship with the marketplace. However, by failing to develop and implement effective
strategies for data management, organizations are likely to underachieve within
their sector and suffer from higher, and costly, levels of customer churn. Their
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ability to accurately measure outcomes and progress in achieving goals will also be
significantly compromised.

The availability of data to support, facilitate and measure the impact of marketing
has grown exponentially in the past decade. Sean Kelly (2006), a leading expert on
data management in marketing, describes today’s world as the era of ‘data wars’,
where the competitive success of organizations is increasingly dependent upon
their data management competencies in supporting marketing. Kelly has also
described the rise of ‘information intermediaries’, as illustrated in Figure 10.1,
organizations within the overall demand/supply chain that have recognized the
competitive advantage of customer-related data as a key weapon in controlling
marketplaces. For example, in the FMCG sector, a retailer with a sophisticated
customer loyalty programme can decide to charge its suppliers for access to this
valuable store of data, thereby potentially limiting suppliers’ knowledge of
customers and the market, or increasing the cost of being able to access the data.
This has obvious implications for organizations that rely on intermediaries for
access to end-users and their ability to identify segments in the market and collect
data about them and their needs. In Kelly’s view, it is very difficult for a single
organization to effectively exist on both sides of the dotted line (see Figure 10.1).

The availability of data on customers and the granularity of the data, coupled
with the opportunities to use the data to create differentiated value propositions
for different types of customer, were highlighted within a further Cranfield
research report (Clark, McDonald and Smith, 2002). Understanding the data
flows available to an organization is a key factor in identifying, firstly, viable
marketing-related strategies for an organization and, secondly, the most appro-
priate strategies to adopt.

‘I’ owns customer relationship and focuses
Cust on: managing customer data — trusted
L= adviser role (understanding customers and
4 consumer need), marketing, procurement

Flow of
information

A
‘II” denies information n q q
on customers to Intelligent intermediary

product producers (eg Tesco)

Identify which
side of the line
organization

is on, or will be on

Flow of
products
‘Schizophrenia
will kill you’

Manufacturers will cease to ‘own’
the relationship with the end-user
— focus on b2b relationships

After Kelly (2006)

Figure 10.1 The rise of the intelligent intermediary
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One energy company believes that data quality creates a differentiation from
competitors, especially as its strategy is based on creating a single view of the
customer. For example, customer services can resolve queries at the first call.

A leading engineering company identified that, owing to multi-numbers for the
same part plus difficulties in identifying the geographic source of a product, order
delivery times and distribution costs, and therefore prices, had become uncompeti-
tive. By integrating product codes and source data in the data warchouse, the part
could be sourced direct to the customer, leading to a cut in delivery times from 15
to 5 days and a significant reduction in distribution costs.

10.4 Data literacy

Larry P English (1999) provides ample evidence of the cost, often highly signifi-
cant, to organizations of poor data management. It is not simply that organizations
have no, or an inadequate, strategy for managing their data; it is much more funda-
mental than that. It is as if these organizations suffer from poor ‘data literacy’, a
type of ‘black hole’ within their culture — and ‘data literacy’ is a prerequisite for
marketing in today’s world. For example, poor quality of data was cited by respond-
ents within a survey conducted by Strathclyde University for the Institute of Direct
Marketing (IDM) (Mouncey et al, 2002) as the key factor that inhibited the value
and application of their customer databases. Any organization that has substantial
numbers of customer records that cannot be included within marketing programmes
because of data quality issues, or that are inaccurate, leading to poor targeting, is
sacrificing substantial future flows of revenue — rather like having half the produc-
tion line out of action, or the shop shut at times of peak demand. An illustration of
the cost to an organization of poor data quality is given in section 10.10. Records
that are inaccurate or lack key data items lead to dissatisfied customers, inappro-
priate offers being made, and invalid metrics, and could potentially contravene the
fourth principle within the UK Data Protection Act 1998 requiring personal data to
be both accurate and, where necessary, up to date.

10.5 Challenges to data integration

In addition to struggling with data quality issues, organizations also quickly
discover that the allied challenge of integrating data captured through a disparate
range of sources also creates numerous problems. For example, how can (if at all)
data collected through traditional market research surveys, a rich source of customer
profiling and the essential ‘why’ (attitudinal and behavioural) information, be
combined with the narrowly focused transaction records commonly the main basis
for a customer database? And what are the legal and ethical boundaries that organ-
izations face when attempting to integrate personal-level data obtained from a
variety of internal and external sources? The challenge increases exponentially as
organizations implement increasingly complex multichannel strategies, particu-
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larly if ‘real-time’ information becomes essential. Organizations also tend to forget
that data are generated through business processes, and process mapping therefore
needs to be a key competency in the marketing data strategy toolbox.

A report on data management strategies (Information Age, 2005) included a
comparison between the mobile phone manufacturer Nokia and Barclays Bank.
The report cited the 120 separate databases within Nokia containing customer data
— ‘a patchwork built up by its different divisions for their own purposes (legitimate)
as the company has grown at breakneck speed’. The structure includes, for example,
individual data marts for:

e analysing the performance of mobile operators;
e tracking third-party resellers;
e logging end customers who registered their product.

Overall the situation had led to high levels of data duplication, effort and confusing
‘multiple versions of the truth’! It means that Nokia had problems answering such
questions as:

e How many active customers are there (rather than phones shipped)?
e Who are the most profitable customers and what are their profiles?

e How loyal are Nokia customers?
e Which sales are primarily for business use?

Barclays, on the other hand, took three years to solve similar problems by building
an enterprise data warehouse to improve the interaction with its 12 million
customers. This led to a saving of £10 million in its annual marketing budget by
improved targeting. Barclays also claims other economies, as there are fewer
systems to support or maintain — estimated as around £1.1 million per mart within
a large organization (including software licences).

The objectives for an enterprise warehouse were cited as:

a single version of the data;

a single view of the customer;

improved data quality (one source for cleansing and ensuring accuracy);
accessibility by users throughout the organization;

a quicker response to changing business needs;

more frequent updates;

an enhancing of regulatory compliance.

These are all issues faced by many organizations.

Data quality issues simply become magnified when data integration projects are
attempted, leading to potentially severely flawed decision making and contact
strategy, and major challenges in accurately measuring the performance of
marketing.



WHY DATA QUALITY CAN MAKE OR BREAK ACCOUNTABILITY 221 M

10.6 Creating a business case (return on
investment) for data quality

A further dilemma faced by organizations is that they have no real framework for
identifying the return on investment (ROI) for the data that they hold or need.
Whilst individual items of data can be stored at relatively low cost, to this must be
added the more substantial ongoing investment in collecting or acquiring the infor-
mation, and keeping it up to date. Organizations need a framework that can identify
the core data essential to achieving their business goals (including performance
measurement), and that also enables them to demonstrate the added value created
by the data. Tools such as the information supply chain or the Benefits Dependency
Network, described in Chapter 8, can also be used to help organizations build a
convincing business case to address this issue.

Corporate priorities can play a major role in addressing data quality issues. For
example, a leading international manufacturer based in the UK was able to estab-
lish the real contribution to the overall business of accurate data once finance real-
ized the importance of the data warchouse as a key source of management
information and took control of this asset. This example also underlines the different
data standards within an organization. As finance wanted to use the data to provide
accurate and up-to-date information to help improve the operational management
of the business, they introduced more stringent requirements compared to those
previously applied for marketing purposes.

10.7 Creating insight

Organizations increasingly talk about ‘customer [or consumer] insight’ instead of
market research, but unless there is a structured approach to knowledge manage-
ment then real insight will be extremely difficult to achieve in practice. Customer
segmentation is a key tool in deriving insight, but this needs to be tailored to the
data available to the organization, and the market sector, and to be multidimen-
sional. In some sectors, such as travel and personal computing, a customer-managed
segmentation may be more appropriate. The real high-fliers, from a data manage-
ment perspective, have moved beyond this and into the mass customized zone —
practising ‘one-to-one’ or ‘segment-of-one’ marketing. However, some of the
biggest challenges facing any organization developing a segmentation-led strategy
include a lack of data, the level of granularity relative to that necessary for decision
making, and the poor quality of available data.

Some insight data can be defined as ‘hard’ (factual) data (eg name and address,
transaction details, etc) and others as ‘soft” data, such as attitudes and behaviour.
Data captured through internal financial systems are usually ‘hard’ data, whereas
traditional survey research-based data are classed as ‘soft’. Most customer data-
bases and data warehouses contain primarily ‘hard’ data. A third category used to
support marketing needs is ‘derived’ data generated through analysis (eg customer
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value) and modelling software, such as propensity models that are used to generate
selections for direct marketing campaigns. Whilst of considerable value to
marketers, derived data that, for example, attempt to predict the value of a customer
to the organization over some projected period of future time (lifetime value) do
not usually find favour with management accountants. Finance management are
generally more comfortable with ‘hard’ data, whereas marketing tend to rely quite
heavily on ‘soft’ data, such as advertising awareness and recall and responses to
mailings, rather than actual transactions, etc, or ‘derived’ data. Similarly, despite
pleas from leading exponents of the customer equity concept, there is as yet no
recognized accounting methodology that allows the customer base, and the knowl-
edge held about it, to be treated as some form of ‘capital’ asset, in the same way that
brands can be valued on a company balance sheet.

Key data for most organizations include data that can identify the customer,
together with some form of transaction information. Typical customer-related data
that are critical to marketing are shown in Table 10.1. The primary type of each data

Table 10.1 Categories of data

Data Hard Soft Derived

Customer contact details X

Geodemographic code X
Segment

Sales/transactions (all channels/products)
Product/service usage

Payment methods

Retention/churn

Loyalty

Contacts (and reason) (all channels)

T B o I

Campaigns
Satisfaction
Channel preference

Profile

“ e M e v e <

<X X <

Acquisition source/cost

=

Current value/profitability

“ e M e«

Future value/profitability
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item is shown by an ‘X’, and subsidiary types, used to create the derived data, by
‘y’. This indicates the importance of, firstly, analytical/modelling tools and associ-
ated competencies in order to create the ‘derived’ variables and, secondly, ‘soft’
data in gaining a comprehensive picture of customers.

One leading IT company also divides data by appropriateness: static — how well
the data provide an accurate description of a customer; and dynamic — whether the
data are suitable for predicting future behaviour, and whether the data match the
strategic future needs of the organization.

10.8 Technology

There is obviously the role of technology throughout the ‘information supply
chain’, which facilitates data capture, provides a store to hold the data, and includes
the tools to extract value and further tools that facilitate the deployment of the
knowledge gained from the data within the organization. Customer data, the data-
base platforms, data warchouses and integration systems, tools and deployment
technologies are all now key components within the core infrastructure of many
organizations. These tools require constant investment in order to keep them up to
date — ‘best practice’ data management is a complex, enterprise-wide, iterative
journey rather than a one-off, functional project, with ‘data’ at the core. But ‘garbage
in, garbage out’ will be the result unless data quality issues are addressed as part of
the overall strategy.

Data need to be viewed as a key corporate asset if the continual investment in the
necessary infrastructure and application tools is to be readily accepted at board
level. The data asset therefore needs a long-term strategy all of its own.

10.9 Success factors

Evidence from the rich databank compiled by QCi, part of the Ogilvy Group,
comprising audits of over 5,000 companies using their CMAT benchmarking tool
(Woodcock, 2000) clearly indicates however that, despite the undoubted impor-
tance of information, technology and processes, the three key factors that make the
difference within customer-related strategy are to do with the people (culture,
training, etc), measuring what happens, and the customer management practices
devised by the organization. QCi advise that these three should be the priority for
attention, and that these should be developed to support the overall business model
—not the other way round. They conclude that: ‘Companies who manage customers
well using sensible, observable, well-implemented business practices are likely to
be best-in-class performers. Conversely, companies who do not set up good
customer management practices are likely to be poor performers’ (Mark Say,
QCi).

A global survey of 600 CIOs and IT directors undertaken in 2001 by Pricewater-
houseCoopers posed six questions that CEOs need to consider in deciding whether
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the organization is paying sufficient attention to data issues and at the right level
within the company structure:

e Have we suffered significant problems, costs or losses in any area because of
data quality?

e Intwo years’ time will more of our business depend on automated decisions and
processes based on electronic data?

e Are we paying sufficient attention to data issues at board level?

e Who is ultimately responsible for the quality of our data?

e Do we have a data management strategy — or just a series of fragmented
policies?

e Do we trust the quality of our own data — or of anyone else’s?

The same survey showed that effective data management had led to the following
important benefits for companies interviewed:

reduced processing (59 per cent of companies interviewed);
increased sales through improved prediction (35 per cent);
winning a significant contract (32 per cent);

increased sales through better analysis (43 per cent).

10.10 Identifying the cost of poor data quality

As illustrated earlier on in this chapter, many organizations have to date either
underestimated the importance of data quality or failed to address this as an enter-
prise-wide issue. As described earlier, a survey of companies commissioned by the
IDM (Mouncey et al, 2002) found that data quality was the top mentioned barrier
that limited the role of the customer database, even in those organizations claiming
to be gaining high value from their database.

According to QCi, 39 per cent of organizations have no data quality standards in
place, and 56 per cent have no capability for tracking whether their data quality is
improving or not. QCi have several examples within their ‘Data Roll Call of Shame’
that illustrate the consequences of inadequate standards of quality:

e In a mailing of 20,000 mugs, 5,000 were returned as undelivered or ‘gone
away’.

e A holiday company specializing in holidays for women did not include a title
field in their file sent to a mailing house, which inserted a default of ‘Mr’.

e Counter staffat a bank used the name field to flag customers whom they suspected
of fraud by adding ‘(Care fraud)’ after the surname. As the direct marketing
team were unaware of this practice, a mailing was sent out including letters
addressed to customers with ‘(Care fraud)’ printed after their name.
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These types of errors will inevitably have impacted on customer retention and other
revenue streams and have incurred additional costs in rectifying the problems. In
addition, there are also likely to have been negative consequences for brand image
— more of an issue today because of the rise of ‘culture jamming’ (Lawes, 2007)
through blogging on the internet.
Similar problems also occur in the public sector — owing to an incorrect look-up
table, court offenders were sent letters requesting payments for the wrong offence.
In terms of personal data held about customers, examples such as those above
could lead to these organizations having breached the Data Protection Act 1998
principles covering accuracy and the holding of up-to-date personal data. Privacy
Laws & Business, an advice service on data privacy, believe from their survey data
that many leading organizations are failing to take this legislation seriously enough,
with a significant minority transferring personal data to third parties without the
permission of the data subject (Privacy Laws & Business International, 2004).
The cost to business of inadequate data quality is high — some experts put this as
being between 15 and 25 per cent of operating profit (Cooper and Murray, 2004).
The following example, based on a real calculation made in the late 1990s, may
not be up to date but provides a graphic illustration of the revenue lost as a result of
poor data quality. Table 10.2 shows the predicted loss of revenue in two categories
(future sales of the core product, cross-/upsell opportunities) from the inability to
contact customers through direct mail methods for three reasons:

e ’Gone away’ markers attached to the record — records suppressed for mailing
owing to mail having been returned by the Royal Mail marked as ‘No longer at
this address’ (ie no up-to-date address for that customer).

e ’Do not mail’ markers — records suppressed because of Mail Preference Service
markers, other requests not to mail, or poor internal processes that lead to such
markers being applied for other non-related reasons.

Table 10.2 The cost of poor data quality

Value of lost gross revenue Number of customers

1,000 100,000 1 million
(revenue over (revenue over
one year) five years)

£ £ £
Sales of core product 80,000 800,000 4,000,000
Lost cross-/upsell opportunities 4,000 400,000 2,000,000

Total lost revenue 84,000 1,200,000 6,000,000
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e Missing or incorrect data items — markers indicating that key personal identifiers
or product holding details are missing from the records, or records known to
contain inaccurate data or suspected of being incorrect.

Rigby and Ledingham (2004) underline the point that perfect data comes at a cost
— in terms of processes, systems and the actions that may be necessary to respond
to the data. The extra accuracy may deliver little or no real incremental added value
to either the company or its customers. They describe why a leading global printer
equipment manufacturer opted for real-time information to stem a growing tide of
customer dissatisfaction with the service provided by its call centre. The article
describes the impressive results in terms of increased call centre productivity, lower
training costs, reduced call waiting times, lower product returns, and increased
insight into customer needs and behaviour that can be used to target customer
communications more effectively. The key point is that the pay-off could be meas-
ured and that the benefits were more widespread than initially anticipated. This
article also includes a framework for identifying the true value of information and
addressing the key questions:

How good is the information?

What is it good for?

What are the costs (of keeping/putting it right)?

Which business results matter most (and therefore where are accurate data
vital)?

10.11 Data management strategy

The Gartner Group, which has published several estimates of CRM project failure
rates, has cited ignoring customer data as the number one reason for the failure of
CRM investment (Nelson and Kirby, 2001), echoing the quotation from Siragher
(2001) earlier in this chapter. The survey conducted by PricewaterhouseCoopers
(2001) mentioned earlier found that only 40 per cent of ‘traditional’ (excluding
dotcoms) organizations had a formal and board-level approved data strategy, and
57 per cent of boards only occasionally, rarely or never discussed data issues.

According to QCi (QCi Assessment, 2002), organizations implementing CRM
tend to invest heavily in technology without sufficient investment in data manage-
ment. Out of the 260 best practices covered by the CMAT audit process used by
QCi to audit organizations’ customer management capabilities, no fewer than 140
required evidence of the effective management and use of customer data (Foss et
al, 2002). Organizations are acquiring increasing quantities of data, but the objec-
tives for doing this are often unclear and, in addition, the problem of how to main-
tain the data is not being adequately addressed. The result is what QCi call ‘data
chaos’. Based on their in-company assessments, ‘best practice’ customer-focused
companies:
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e have recognized the implications of EU data privacy legislation and are
improving the accuracy and understanding of the data they hold;

e are increasing the visibility of customer-related data and making it accessible to
customer-facing staff, business partners and intermediaries;

e are displaying a more trusting and mature attitude towards their customers by
increasing the visibility of customer data, thus enabling these customers to gain a
measure of control over their relationship with the organization and maintain the
information held about them (usually resulting in a higher level of accuracy).

Only 9 per cent of the organizations assessed through the CMAT audit process in
2002 had developed effective business cases for customer strategies that would
enable progress to be tracked over time. This has major implications for the extent
to which issues to do with data are recognized and actively addressed within the
overall strategy (‘What gets measured gets managed’).

A key problem facing organizations is that existing processes and data are
fragmented and uncoordinated across and between traditional business silos or
functions — sales, marketing, customer service, call centres, retail outlets,
websites, etc. Front-office and back-office systems are not effectively linked
together. For example, the call centre support system may not be directly linked
to the customer database and therefore agents are denied access to contacts and
transactions through other channels — or these updates are not sufficiently frequent
to provide a ‘real-time’ picture. Local systems may be designed to meet purely
local needs. In addition, organizations are often dependent upon ‘legacy systems’
as key sources of data, where the processes and definitions used for data may be
poorly documented.

The key question is the extent to which organizations have strategies for data
management in place that can help resolve these types of issues and support the
overall marketing strategy. The evidence from earlier research investigating
customer-focused strategies indicates two fundamental factors that lead to data
quality issues inhibiting progress: 1) Any strategy for data tends to lag behind the
decision to implement customer strategies (Mouncey and Clark, 2005). 2) A
comprehensive, enterprise-wide data strategy is rare. QCi believes, for example,
that few organizations (4 per cent in 2002) have an enterprise-wide information
strategy or plan.

Data to support marketing may be sourced from many different points within the
organization. Data may also be obtained from external sources, such as business
partners or information providers (eg research agencies, advertising/media agen-
cies, etc). Overall, this diversity creates problems of ensuring consistency, inte-
grating the different feeds, and overcoming resistance from data owners and
conflicting business objectives across the enterprise. Company mergers and acqui-
sitions cause further problems in confidently identifying individual customers
through problems with integrating data from different systems and data manage-
ment regimes.
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10.12 Why an enterprise-wide approach to data
management is vital

Issues that arise in this situation can include the metrics that drive operational units,
such as customer service/contact centres, where any emphasis on productivity
metrics conflicts with requirements from other areas of the business in either
updating existing customer data or collecting new data items. These issues can be
resolved only either by having an enterprise-wide strategy for data, where everyone
understands the importance of accurate and comprehensive data in achieving busi-
ness goals, or where there is a process in place that requires a cost—benefit case to
be made, identifying the enterprise-wide opportunities that particular data might
provide — and then measuring the results.

A case study based on a leading telecommunications company (Reid and O’Brien,
2005) describes the outcome where inadequate processes and data quality issues
had not been addressed, leading to the initial attempt by the organization to build a
single customer view as having ‘failed to model anything close to a real-world
customer entity’. The authors conclude that:

e Organizations should not assume that data held in dispersed databases will be of
a similar format.

e Data from secondary sources may be out of date.

e Organizations need to engender a culture where data are viewed as being for the
greater good of the whole enterprise rather than for the exclusive use of a busi-
ness unit or in a single operational process.

For example, within the organization where the emphasis in strategy is focused on
customer retention, owned within part of the sales and marketing team, difficulties
could be experienced whenever this team tries to gain the support of other teams
who collect and process customer data — such as the call centres. In an Asian
company, where strategy hinges on the accuracy of the data collected within a
questionnaire completed in-store by new customers (Mouncey and Clark, 2005),
there are specially trained customer service staff within each shop who help ensure
that the necessary information is obtained, by focusing on the subsequent benefits
that can be enjoyed by customers and their households. Despite this emphasis,
there are still residual data quality issues.

Within an international telecommunications company, the responsibilities for
customer strategies have been devolved into the business units, and there is no
longer a board role with this title. However, despite there having been a senior
champion in the past, the initial strategy did not lead to a truly ‘data literate’ culture
across the constituent parts of the overall business unit. To help address this ‘black
hole’, an information management steering board was formed with the responsi-
bility for creating a corporate data strategy covering this business (Mouncey and
Clark, 2005).
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External pressures can sometimes act as a catalyst for change, especially if the
pressure comes from an industry regulatory body. For example, despite the emphasis
on the customer within a leading UK mutual financial services organization,
marketing has historically been carrying the metaphorical torch for data quality as
a group-wide issue. However, the changing external regulatory framework for the
industry sector as a whole is now driving data strategy on to the corporate agenda.
New standards for integrating and reconciling data have been introduced, and the
increased requirement for ensuring quality may well lead to a main board member
having data strategy added to his or her portfolio of responsibilities.

10.13 Developing an enterprise-wide information
strategy

English (1999) describes one method to assess the current state of information
management within an organization and the associated criteria for measuring
progress, the Information Quality Management Maturity Grid, adapted from the
methodology for assessing quality management devised by Philip Crosby. This is
illustrated in Table 10.3.

This methodology maps five stages in information strategy maturity against six
measurement criteria, describing the factors for each cell within the matrix. Such a
framework can help senior management identify the current position, develop an
effective strategy and then measure progress towards the defined goals. Definitions
or rules need to be agreed for factors such as:

accuracy (including the level of confidence);
matching/integration;

updating;

archiving;

discarding;

compliance (with any sector regulations or legislation);
fit with business goals;

setting markers covering usage.

Within one leading energy company, ‘data’ are viewed as an integral part of the
corporate planning cycle, as illustrated in Figure 10.2.

A process like this moves data quality to the top of the corporate agenda by
establishing a clear link between data quality and its vital role in achieving strategic
goals. This process helps reduce the risks to marketing strategy, as data quality is
viewed as a strategic issue for the whole organization.



Table 10.3 Information Quality Management Maturity Grid

Measurement  Stage 1: Stage 2: Stage 3: Stage 4: Stage 5:
categories Uncertainty Awakening Enlightenment Wisdom Certainty
Management No comprehension  Recognize a problem; Learning about Understand absolutes IQ essential activity.
understanding  of info quality as unwilling to allocate  quality management: of IQ management;
and attitude management tool. resources. more support and recognize personal

Blame IT/admin. help. role.
1Q organization Emphasis on correct- Main emphasis still ~ Structure for 1Q 1Q management Main focus is
status ing bad data; quality on correcting bad exists and advising reports to CIO; full prevention.

hidden within data. applications. involvement with

departments. business areas.
Information ‘Firefighting’; no Short-term ad hoc Problems faced and Early identification 1Q problems prevented
quality problem definitions; blame ‘fixes’; no long-term  resolved openly and of issues; open parti- except in exceptional
handling culture. thinking. communicated. cipatory culture. situations.
Cost of info Reported: No Reported: 5% Reported: 10% Reported: 8% Reported: 5%
quality as % of Actual: 20% Actual: 18% Actual: 18% Actual: 10% Actual: 5%
revenue
Info quality No organized Trying obvious short- Implementation of Beginning to 1Q improvement the
improvement activities or under-  term efforts. structured 1Q optimize solutions. norm.
actions standing could be programme; issues

organized. understood.
Summation of  ‘We don’t know why ‘It is absolutely ‘Problems being resolved ‘I1Q problem ‘We know why we
company info  we have problems  necessary to always  through IQ improvement preventation is don’t have 1Q prob-
quality posture with DQ.’ have problems with ~ and management routine.’ lems.’

1Q.° commitment.’

Source: English, 1999
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Strategy
Where would we
like to be in the
future?
HPerforlllnance Business . Planning .
ow well are we ow are we going
really doing? cycle to get there?

Operations
What do we need

to do to make it
happen?

Figure 10.2 The planning cycle

10.14 Data governance

Developing a strategy for data management is only the starting point. The contin-
uing challenge is to ensure that the agreed policy and defined processes are
adequately actioned throughout the organization at an operational level. As a key
part of their strategy, organizations therefore need to audit formally the extent to
which information is being effectively managed to support marketing strategy,
identify the gaps, develop an improvement plan and measure progress over time.
Without this they will be unable either to pin down the costs of poor quality or to
quantify the benefits that will flow from a programme of improvement. This anal-
ysis will also help scope the budget necessary to achieving the level of quality
required to achieve business goals. Where data are critical to measuring the perform-
ance of key business functions, the board could agree to this responsibility being
given to the internal audit function.

Defining what is meant by data quality is a key issue. ‘Fit for purpose’, rather
than absolute quality, should be the aim. For example, some gaps and inaccuracies
may be acceptable within a dataset used for modelling, but the standard would need
to be much higher where transactions data and records of customer contact history,
through all channels, are used in real time to support a service call centre or a self-
service website.

‘Fit for purpose’ may also be defined by needs to meet regulatory requirements
(eg Basel 2 requirements within financial services organizations) and legal require-
ments (eg European data protection legislation — keeping data accurate and up to
date; meeting subject access requirements; being able to differentiate between
SMEs and domestic customers or differentiate personal data from non-personal
data held about business contacts, etc; safety legislation, such as being able to
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contact car owners to recall vehicles to rectify safety defects, etc). According to a
survey conducted by Privacy Laws & Business International in 2004, many organ-
izations are failing to take data privacy issues seriously, and QCi (QCi Assessments
Ltd, 2002) found that only 37 per cent of the companies they had assessed had
adequate plans in place to meet the requirements of the 1998 Act. Finally, ‘fit for
purpose’ considerations also apply to the issues affecting the capture of source data
and the user situation. For example, the competence of employees involved in the
capture of data and those who have access to it needs to be taken into account.

Data quality also covers the need to ensure that critical data items are identified
and appropriate strategies are developed to ensure that any deficiencies are
addressed. A US insurance company (Pula, Stone and Foss, 2003) identified that
‘roof year’ (the date that a new roof is put on a building) was a key data item in
assessing risk within buildings insurance. Subsequent analysis of its database
showed that:

e Seven per cent of records contained a null value for this item.

Many records held ‘default’ years — 1900 or 1908.

e Nearly two-thirds of values were for 1997 as a result of a major data file conver-
sion in that year, as any record with a null value or a roof year equal to the build-
ing’s date of construction was assigned the 1997 default to ensure policyholders
were not penalized because of incorrect information.

e There were varying and inconsistent business rules for assigning a ‘roof year’.

e There was an assumption (proved wrong) that the system introduced in 1997
was built and maintained to a higher quality in terms of data than earlier systems.
In fact, it was discovered that no data cleansing of source files for the new
system had been undertaken as part of the migration process.

Similarly, the data quality programme at the Bank of Scotland (Clark, 1998) discov-
ered that a very high proportion of customers were shown as being the same age as
the century. This was due to 1900 having been used as the default for this field if
the date of birth was unknown!

Other examples of poor data definitions include 12 different spellings of the
colour ‘beige’ (Automobile Association roadside services database) and 37 reasons
for cancelling an insurance policy (Pula, Stone and Foss, 2003)!

An energy supplier has implemented a data quality audit process with the
following objectives:

e to develop a data quality scorecard and supporting framework;

e to explain clearly the methodology so it can be replicated;

e to answer the key question: ‘How accurate is the information held about
customers?’;

e to produce a detailed data quality audit report, including data quality metrics and
business rules;

e to assess the cost to the business of data quality issues;
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e to describe clearly the methodology behind the costing model;

to document recommendations and the value to the business of improvements;

e to provide a framework to support the data governance strategy and input to
future work programmes;

e to identify and highlight the value of ‘quick wins’.

The scorecard covers: completeness, conformity, accuracy, consistency and dupli-
cation. The governance strategy is managed within the customer insight team, with
commitment at board level and from senior finance management. A specialist
consultancy undertook the initial data quality audit, with a remit as a partner in
achieving, and embedding, best practice within the organization. The strategy has
created a much more open and transparent approach to discussing data issues — not
just about applications. It has enabled data flows to be identified within the company,
and the impacts caused by inadequate data quality. Workshops are used to identify
priorities, including the cost and revenue implications.

This is against a background within the company where there was a perception
that data quality was poor, but with no responsibilities for addressing the problem,
no policies, no impact assessments and no clear understanding of the costs to the
business of poor data quality. In addition, there was the probability that the situa-
tion infringed legal and regulatory frameworks. The strategy is now firmly posi-
tioned to identify and communicate the cost to the business of poor data quality,
especially from a customer relationship perspective. Communication is a vital part
of the strategy, together with a ‘no blame’ approach, engendering a passion to
improve and engagement across all parts of the business through a cross-functional
flexible approach.

The leading international manufacturing company described in section 10.6 has
also included data quality in its scorecard and board-level dashboards as part of its
corporate performance management strategy. As mentioned earlier, board-level
interest in data quality was fuelled by finance taking over the responsibility for the
company’s data warehouse.

A key initial step in the quality process is to audit all the ways that the organiza-
tion collects particular types of information, for example auditing the processes for
collecting information from new customers or prospects — application forms, call
centres, websites, and third parties such as agents, retailers, business partners, data
providers, etc — to ensure that a common format for collecting core customer details
is in place. One organization found that basic data on customers were recorded in
32 sources, but there was no consistent approach to the format used, for example
sometimes collecting full forenames but on other occasions only one or more
initials, recording date of birth in some sources but age in others, and treating some
data as optional in one business area and essential in others.

A further step in the overall audit process is to ensure that checks are regularly
undertaken to ensure that agreed standards are being adhered to and that processes
deliver the required level of quality. For example, a leading mutual organization
commissioned a market research agency to undertake a survey of members to



B 234 MARKETING ACCOUNTABILITY

assess the accuracy of data held about them prior to demutualization in order to
estimate the likely extent to which voting papers would be received by only those
entitled to vote. The results of this survey could have been used as evidence if any
member had challenged the validity of the voting process. Regularly auditing
customer data in this way should be part of a best-practice data management
strategy.

Particularly in the early stages of implementing strategy, there needs to be a
dedicated data quality team. Within a telecommunications company interviewed in
earlier research (Mouncey and Clark, 2005), this responsibility was a defined role
within the central customer insight team, which reports to the marketing director.
The Bank of Scotland (Clark, 1998) appointed a manager and supporting team to
solve the problem of data quality at branch level when developing a central customer
database to support marketing activities. An engineering company has ‘data cham-
pions’ in all its business units round the world. These are not data specialists; gener-
ally they are experienced managers in a variety of roles, but with a common
appreciation of how good-quality data are an essential foundation to creating an
efficient, well-managed business.

The responsibility for defining and implementing a data strategy must be busi-
ness unit owned, rather than being left to the IT department. The same applies to
any team put in place to manage data quality — this must represent business inter-
ests and be managed from a business perspective. The tools described in this and
other chapters are designed to be used by business units. The IT specialists will
play an important role in supporting the business units to achieve their goals, and
have tools and solutions available to help facilitate the implementation of the agreed
data strategy. In addition, the data quality programme must be business led. The
key criteria for the data quality business case should include:

e productivity improvements (eg shorter-duration phone calls);

e reduced costs (eg reduced errors in the order process, fewer complaints to
resolve);

e increased revenue (eg cross-/upsell, improved customer lifetime value);

e reduced customer churn.

Proving the business case for the improved quality of information over time may
also be incorporated into the measurement of the incremental value generated by
marketing activities. For example, Vauxhall Motors measured the incremental
effectiveness of its overall CRM programme (Boothby, 2002) by having a repre-
sentative control cell of 10 per cent of the overall customer and prospect base who
received no communications from the company. Control samples could also be
applied to measuring the value of improved data management processes in terms of
the impact on revenue, customer satisfaction and image.
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11.1 Introduction

What is higher brand awareness actually worth — or, for that matter, higher recom-
mendation levels, more website visits or greater customer satisfaction? Over the
last decade, marketers have come under ever more pressure to quantify the value of
their activities across all channels, not to speak of the value of their very existence,
to the business. The need for some form of sales function is less directly ques-
tioned, but its efficiency is coming under intense scrutiny as low-cost competitors
— often based on lower-cost channels to market — make inroads in many industries,
resulting in widespread pressure to lower the cost of sale.

The heavy investments made over the last few years in CRM software have
served only to shine a further spotlight on the efficiency of marketing and sales
functions. CRM systems may have made considerable progress towards the ‘single
customer view’ that is a prerequisite of many customer management initiatives, but
this infrastructure does not of itself deliver benefits. The pressure to deliver ROI on
these systems is rightly leading to attention to such issues as the financial link
between service levels, customer satisfaction, retention and profit that often formed
the rhetoric behind the original purchase.

Another major opportunity enabled by CRM systems, though, is that they allow
true multichannel strategies to be developed: not just multiple channels for different
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customers, but working together to perform complementary roles in the same
customer relationship, and sharing information via the unified customer database.

Marketing and sales communities haven’t always worked well together, but such
multichannel strategies form an opportunity for both parties to gain in efficiency
and in accountability. An example of the latter, which we will discuss later, is the
use of marketing measurement techniques such as control groups to evaluate not
just marketing campaigns but also the relative impact of different sales channels.

So there is a need in both B2B and B2C markets for more proactive and sophis-
ticated metrics to track the journey taken by our customers as they traverse today’s
complex multichannel route to market. To do this, marketing and sales profes-
sionals need to refresh their metrics in four areas, which form the subject of the
following sections:

1. Breaking down measures of marketing and sales effectiveness by the stages of
the buying cycle. With an essentially stand-alone channel such as a traditional
direct sales force, we can measure how well the channel contributes to market
share by monitoring its rate of conversion of leads to customers, and hence its
cost of acquisition. But, if the role of the channel is to take customers on to the
next step in the buying cycle and hand them over to a different channel for the
purchase itself, we need to monitor more specifically the conversion efficiency
and the cost of moving customers along that specific step. So the whole buying
cycle might involve several efficiency ratios and corresponding costs.

2. Implementing ‘marketing’ measurement techniques across a wider organiza-
tional base, such as the units responsible for sales and CRM (which, intrigu-
ingly, is often under separate control from either marketing or sales). These
techniques, which cover both situations where the individual customers are
known and can be tracked and those where they can’t, include control groups
and econometric modelling.

3. Managing the overall return on investment holistically across channels. Meas-
uring channel effectiveness in isolation — the profitability of the website, the
sales force, the retail store or the call centre — is meaningless if the customer
hops between several channels during the sales process. Holistic measures such
as the overall expense-to-revenue ratio are therefore needed.

4. Bringing multichannel metrics into the boardroom. How can a multichannel
marketing and sales organization develop a single set of metrics for regular
review by the marketing director or indeed the board?

Asking managers to measure what they do better is never the most popular message,
and there is some unavoidable complexity in this area that makes it even more
daunting. But do not be fooled: scary at first sight it may be, but here lie consider-
able riches for those prepared to press on.
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11.2 Breaking down conversion metrics by the
buying cycle

It is good practice to develop staged metrics to evaluate the efficiency of the sales
process at each stage of the buying cycle, and many organizations do this to a
greater or lesser extent. Figure 11.1 shows an example for the call centre channel,
taken from a British Gas service centre that also has a cross-selling role. The process
and the metrics that support it are focused on this issue of cross-selling efficiency.

But metrics design becomes more complicated when multiple channels are
involved in the customer relationship. To illustrate this, we will discuss a high
street chain’s website. Earlier to market than most of its competitors, it began with
the typical dotcom vision of a ‘pure-play’ internet channel. Customers would be
recruited via banner advertisements to the website, where they would place their
order, which would then be fulfilled via a delivery from a store. But it soon discov-
ered that this single-channel model was flawed. It calculated soon after launch that
the cost of acquisition was £1,600! Clearly, much needed correcting. With some
help from the web designers and the search engine hosting the banner ads, it calcu-
lated the ratios shown in Table 11.1 to help it analyse what was going wrong. (Data
and strategy details have been amended to protect confidentiality.)

This breaking down of conversion metrics by the stages of the buying cycle was
essential for the company to diagnose what was going wrong, and to evaluate the
various possible solutions. The company found that more careful placing of adver-
tisements and paid search made some difference to the locatability/attractability

Table 11.1 Efficiency of a banner ad campaign

Ratio Calculation  Notes

Awareness efficiency 40,000 =20% Banner ad campaign increased this

(aware customers/target 200,000 metric from 15% to 20%. Cost

market size) £50,000.

Locatability/attractability 3,000 =7.5% 3,000 unique visitors to website

efficiency (visitors/aware 40,000 during campaign (from 1 million

customers) page impressions). Cost per visitor
£16.

Contact efficiency 600 =20% 600 visitors stayed beyond home

(active visitors/visitors) 3,000 page.

Conversion efficiency 30=5% 30 purchases from click-throughs

(purchasers/active visitors) 600 from banner ads. Cost per

purchase £50,000/30 = £1,600.

Retention efficiency Not known Not known at time of evaluation.
(repurchasers/purchasers)
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Figure 11.1 Tracking conversion ratios: British Gas

Process
Calls analysed through remote monitoring following process shown.

Opportunity definition
For the purpose of this exercise an opportunity was defined as being:

Any call where the customer currently holds less than a full
complement of products/services and is likely to benefit from further
British Gas products and services.

An opportunity generally exists within a call where the CSE has built
rapport with the customer and ‘earned the right to sell’ through
provision of quality service.

The resolution of certain types of complaint calls may also provide an
opportunity.

Non-opportunity calls

The customer has called to make a complaint and it is clear that any
sales promotion is likely to cause further damage to the customer
relationship with British Gas.

Certain calls cannot be promoted on, eg third party, deceased, etc.

Data collection
An electronic data capture form was developed and used.
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ratio but not enough. Its promotional e-mails to the customers of a related business
(being careful to ensure that the e-mail came from the business on whose website
the customers had already registered, to avoid accusations of spamming) provided
a much better ratio, as did its reciprocal arrangements with other online retailers
with complementary product ranges, providing links to each other’s sites in one
case and a co-branded site in another.

Most successful of all, though, were offline promotions. The company made a
big difference at virtually no cost — except considerable political perseverance by
the internet division’s chief executive — through prominent displays of the website
address on stationery, store signs, vehicles and so on. It tried handing out promo-
tional leaflets in shopping centres, finding this a much more cost-efficient approach
than banner ads. And it tried offline press advertising (with a promotional code
offering a discount on first purchase, to ensure trackability). For the first time, it
could compare advertising costs online and offline, as it had worked out the impact
of its banner ads not just on sales but also on awareness levels.

The company also paid attention to achieving a higher conversion rate once leads
had been generated. Some simple changes to the home page improved the ‘contact
efficiency’, while continuing usability testing ensured that customers weren’t need-
lessly lost through user interface glitches.

The resulting strategy involved a mix of promotional approaches, and is
constantly evolving. This strategy involved much closer working between channels
than the company had initially anticipated. Therefore the company began to develop
cross-channel conversion metrics, which can be annotated on what we call a
‘channel chain diagram’, as shown in Figure 11.2.

Figure 11.2 shows what channels are available for each stage of the customer
relationship, supplemented by lines indicating the common routes from one channel
to another. On the whole, customers who first spot an item in the store will continue
to buy it from there. But, as we mentioned earlier, the company was surprised to
discover that, of those customers who looked at an item on the website and went on
to buy it, only a quarter did so online, the rest going into their local store.

This presents the problem of tracking this cross-channel customer behaviour.
How can the impact of a paid search campaign with a search engine be measured if
it is as likely to generate traffic to a store, sales force or call centre as to a website?
How can the impact of a direct mail campaign be tracked if it generates website
traffic as well as direct responses? We will discuss some of the ways of disentan-
gling the effects of multiple marketing and sales initiatives next.

11.3 Tracking cross-channel behaviour

How can we measure the impact of multiple sales and marketing initiatives that cut
across multiple channels? There are two broad cases to consider.

The first is the case where the individual customer’s journey can be tracked. The
ideal approach is to follow the individual customer or prospect as he or she hops
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from one channel to another. Techniques for observing customers as they channel-
hop include: different telephone numbers on different advertisements; special web
pages as different entry points to a website depending on the promotion; coupons
and special offer codes linking to a specific advertisement; asking website visitors
to register; and so on. At US mobile telephony business Nextel, callers are tracked
as they pass through all stages of any transaction whatever the voice channel. This
enables their response to dealing with an automated channel — as opposed to an
agent — to be monitored and Nextel to put in place appropriate strategies for both
high- and low-value customers. Loyalty cards, and the B2B equivalent of encour-
aging customers to identify themselves and ‘register’ whatever the channel, can
also be extremely useful here. By integrating loyalty card data across both stores
and the web, Tesco can track when someone has browsed online and then purchased
the same product in the store.

The second case is the one where the individual customer cannot be identified.
The problem with many situations, though, is that we cannot directly tell what
stimuli customers are responding to, or what channels they have looked at prior to
purchase. Here, such methods as econometric modelling that look at the impact of
overall spend across different channels or media may be the only option.

The relevant techniques to support these different situations have flourished in
pockets of marketing practice — such as direct mail and television advertising — for
quite some time, but their usefulness extends far beyond these areas. We will there-
fore explain the basics of two approaches, control groups and econometric model-
ling, and illustrate their applicability to the evaluation of multichannel
effectiveness.

11.3.1 Control groups

A very useful technique for measuring the ROI of individual activities within a
complex multichannel route to market is control group measurement or experi-
mental design (Almquist and Wyner, 2001). Control groups or control cells are
used to track the impact of any specific activity over and above all the general noise
the customer may hear. They are used to identify the specific impact, for example,
of a direct mailshot. Instead of mailing all of the target customers, a subset of the
customer base or ‘control group’ is set aside at random and not mailed, with the
remaining ‘action group’ receiving the mailing. The only difference between the
action and control groups is the receipt of the mailing, so any difference in the two
groups such as different purchasing rates can be attributed to the mailing (once
random variation has been accounted for statistically).

An example is a retailer that evaluated the impact on sales of a new customer
magazine for its loyalty card holders. It compared the performance of the mailed
customers with a control cell who were not sent the mailing. The results, shown in
Table 11.2 (with amended figures and some figures omitted to protect confidential
data), showed a significant increase in sales in the mailed group.



Table 11.2 Control cells — customer magazine impact

Customer behaviour before and after the mailing period was analysed to understand the impact of the magazine mailing

per member

Performance pre-mailing* Performance post-mailing* Increase over pre-mailing* Out-
period (%) performance
Mailed Control Mailed Control Mailed Control ﬁf;::;ii‘:
members cell members cell members cell
Active +6.8
members
Spend +23.7
Visits +7.4
Transactions +15.1
Average
transaction +11.8
value
Avera.lg‘e spend +16.8
per visit
Average spend +19.8

* Pre-mailing period is 25 Sept 2002 to 13 Nov 2002. Post-mailing period is 20 Nov 2002 to 9 Jan 2003.

74
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The company also wanted to know whether an e-mail campaign to the loyalty card
holders was effective. So it subdivided its customers further, one group receiving
e-mails as well as the magazine and another receiving just the magazine. Another
control cell analysis, shown in Table 11.3, teased out the additional sales that were
being generated by the e-mail campaign as against the magazine alone. When
compared against the costs of media production, mailing and e-mailing, this anal-
ysis enabled the company to conclude that both the magazine and the e-mail
campaign were well worth maintaining.

Sometimes, a campaign or set of activities naturally falls into a sequence of
stages, in which case a multi-stage control group design can be used. A B2B service
provider tracked the effectiveness of a direct mail campaign by looking both at the
effect on an initial mailing, and also at the incremental effect of a follow-up mailing,
as illustrated in Figure 11.3.

While the technique is mostly applied to marketing activities, it is equally useful
for assessing different sales channels. British Telecom’s Major Business Division
used control groups to evaluate the effectiveness of a pilot programme introducing
desk-based account managers. The action group had a small team of desk-based
account managers supporting field-based sales people, while the control group
continued to use just field staff. The experiment found that the action group had a
considerably lower cost of sale and achieved higher customer satisfaction, as well
as generating incremental revenue (Wilson, Street and Bruce, 2008).

Another example of the use of control groups to evaluate the success of a whole
programme is General Motors’ multichannel CRM initiative. General Motors set
out to build long-term relationships with prospects through direct mail, e-mails and
magazines, constantly tailoring these communications by asking for customer data
on expected car renewal date, models of interest and so on. By setting aside a
control group who were not included in this programme, General Motors has been
able to assert with some confidence that its pilot programme with the launch of the
new Vectra generated over 10,000 additional car sales.

Care is needed, though, to get the design right. A European services company
evaluated a promotion to its loyalty card holders using control groups, which
seemed to show that the promotion was generating an extra 10 per cent of revenue
from the action group. On closer inspection, though, it was found that the control
group was actually bringing in up to 5 per cent more revenue than the action group
before the promotion even started, so the uplift was probably less than the company
initially thought — see Figures 11.4 and 11.5. This kind of problem is often caused
by an allocation into action and control groups that is not truly random.

11.3.2 Econometric modelling

When trying to disentangle the effect of several different marketing initiatives,
another approach is to look simultaneously at the impact of all of them through
econometric modelling. This uses the statistical technique of linear regression to tease
out the relative impacts of several ‘independent variables’, such as advertising spend



Table 11.3 Control cells — impact of e-mail campaign

Performance pre- Performance post- Increase over pre- Out-
mailing* mailing* mailing* period (%) performance
(members
Magazine Magazine + Magazine Magazine + Magazine Magazine + recel\jlng
only e-mails only e-mails only e-mails magam.ne *
e-mails)
Active
members +4.7
Spend
+5.9
Visits
+0.3
Transactions
+2.2
Spend per
active +1.4
member

* Pre-mailing period is 25 Sept 2002 to 13 Nov 2002. Post-mailing period is 20 Nov 2002 to 9 Jan 2003.
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Figure 11.3 Multi-stage control groups
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* This promotion was an
offer to active loyalty
programme members,
resident in one country.

* About 40,000 customers
were invited, by malil, to
register for the campaign.

e A further 4,000 customers
were placed in a control
group.

» Customers were offered
bonus points for a specific
activity after registering.
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The following analysis had been
completed:

¢ The customers who registered for
the campaign flew an average 16
single flights (segments, where
return = 2 segments) more than
the control group during the
promotion.

* Therefore the 3,000 customers
who registered flew an additional
24,000 return flights.

.Customers who registered for the
campaign

DControI group

+16 segments

50 A

40 A

20 A

Average activity per customer

Campaign period

Figure 11.4 Control group evaluation in services company (1)

* But the control groups did not match the action

groups...

* The action group had 10.4% more activity than the
control group during the promotion.

* But the action group also had a little more activity
before the promotion started.

* So the promotion probably increased activity by less
than the 10.4% calculated.

[ Action group

...but there is also some

|:| Control group

evidence that the action
group had more activity

than the control group

before the promotion

50 7 started

+4.7%
30 A

20 A

Activity (thousands)

+5.2%

+1.7%

50 7

N
o

1 +10.4%

wW
o
!

Activity (thousands)
N
o

—_
o
!

Campaign period

During the campaign period, the
action group had over 10% more
activity than the control group

+10.4%

1998 Q1

1998 Q2

1998 Q3

Campaign period

External factors will affect both the control group and the action group, so any remaining differences must be
caused either by the promotion or by random variation.

Figure 11.5 Control group evaluation in services company (2)
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across a number of media, on a ‘dependent variable’ such as sales. Used extensively
to evaluate the efficacy of TV advertising, the technique can be used across a range
of other applications.

As an example, a major website used the technique to evaluate its promotional
spend across a number of media. Values for a range of independent variables, such
as promotional spend in TV, radio, newspapers and online, were entered for each
month over the last few years, along with the dependent variable of the number of
visitors to the website that month. (So this example shows that econometric model-
ling can be applied to any stage of the sales process and not just the bottom-line
sales figure.) Independent variables were also entered for such other factors as the
level of competitive advertising — see Figure 11.6.

A statistical package then separated the impact of these various variables and
produced the conclusions shown in Table 11.4. This showed that each pound of
advertising spend was generating 2 visitors from television advertisements and 4
from online spend, but 5.5 from radio and 13 from press advertisements (while
competitor advertising spend had a negative effect, as one would expect). The
company naturally adjusted its spend towards greater weighting on press coverage.

We believe that this technique, which is in use mainly in some FMCG markets,
could be much more widely applied to other sectors, and in particular that it offers
the potential to evaluate the effectiveness of some multichannel campaigns that
cannot otherwise be properly assessed. It does require a fair amount of historic
data, though, which often rules it out.

11.4 Assessing the overall performance of the
route to market

Techniques such as control groups and econometric modelling, then, can be invalu-
able for assessing the contribution of specific activities. But how can we assess the
overall performance of the multichannel route to market?

Variables:

B Own advertising H Seasonality
°TV * Days of the week
* Radio * Months of the year
* Newspapers * Weather
* Online

B Competitor advertising M Events

¢ Christmas holidays
* Bank holidays
* Queen’s Jubilee

H Market growth

Figure 11.6 Variables in an econometric modelling study
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Table 11.4 Econometric modelling to assess media effectiveness

Channel Unique users Half-life
TV 12,000,000 10 wks
Radio 250,000 1 wk
Press 3,000,000 3.5 wks
Online 1,200,000 3 days
Competitor ~1,000,000 5 wks
activity

The British Telecom pilot of the introduction of desk-based account managers,
which we referred to earlier, is a good example of how to do this in a holistic way,
as it incorporated not just revenue and profit measures but also customer satisfac-
tion and employee satisfaction ones.

But there is one metric that deserves some specific further attention: how to
measure the profitability or contribution of marketing channels. It is common for
organizations to track channel performance, and to reward channel management,
on the basis of the contribution of each channel, typically measured in terms of
revenue minus channel expenses — or, to put it another way, the ‘expense-to-revenue
ratio’ of expenses as a percentage of revenue.

This works well if each channel operates independently, but if more than one
channel is involved in the purchase process the measure is clearly imperfect. If the
high street chain’s website that we discussed earlier generates four times as much
revenue for the stores as it takes online, then its overall contribution to the business
is clearly greater than its own expense-to-revenue ratio would suggest.

There are two ways round this problem. The first is to allocate a financial value
to the leads being passed to another channel — the approach we discussed in section
11.2. But it may prove impractical to track all of this channel-hopping behaviour in
detail. Another interesting approach adopted by BT and IBM amongst others is
therefore to focus on the overall expense-to-revenue ratio not for a single channel
but for a group of customers irrespective of channel.

Figure 11.7 illustrates this for BT Business, the part of BT Retail that sells to
small and medium-sized companies. BT calculates the expense-to-revenue ratio for
each channel — field sales, desk-based sales, two categories of intermediary and
BT.com — comparing these with benchmarks representing a best-practice organiza-
tion. But it focuses primarily on the overall expense-to-revenue ratio across all
channels (shown at the right of Figure 11.7). By targeting sales managers on this
overall ratio for the set of accounts for which they are responsible (as well as on
account revenue, of course), it ensures the managers are motivated to make sensible
use of lower-cost channels and to get the channels working together effectively,
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Closing channel expense-to-revenue ratio (E/R) versus benchmarks

35%
30%
25% 7]
20% 7
15% 1
10% 1
5%
[]
FTF Desk IC BLTB BT.com Overall
® Most costly o Customer ®Must be ®Must be ©24/7 access  ®Reliance on
sales preference integrated integrated to customer- FTF and
resource into into specific data high partner
® Capable of fulfilment fulfilment costs were
® Must align to closing 2/3 process to process to ® Greatest inflating E/R
high-value of product achieve E/R achieve E/R value as in
ops line value value pre- and
post-sales
®|nteracts
with other ® As such,
channels E/R really
difficult to
gauge until
. EV of sales
Indicative figures stages
established

Figure 11.7 Expense-to-revenue ratio — BT Business

while leaving them empowered to work out exactly how this can best be done in
each account. Because profits ultimately come from customers and their lifetime
value, this represents one of the most successful models we have seen for moti-
vating behaviour in sales channels that aligns with the organization’s interests.

11.5 Metrics for the multichannel boardroom

We have seen that, particularly where the organization is structured around channel
silos, ways must be found of ensuring that the channel barons who head them up
are motivated to act in the best interests of the customer and the company, rather
than maximizing the sales and minimizing the costs of that particular channel. This
means developing a single set of metrics for the multichannel route to market as a
whole.

At this point one might ask: ‘So what is the best top-level set of metrics for a
multichannel company? What metrics should the boardroom be seeing?’ Unfortu-
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nately, this is a bit like asking what is the best car: it all depends on whether you are
a family of four with a dog looking for the right vehicle for the weekend, or an
image-conscious single person looking to impress. If what you measure is a key
lever for achieving strategy, then good metrics sets are as individual as the strategy
itself — and no one ever tells us that their strategy is identical to that of the competi-
tion. So there is no way round the time-consuming process of determining the right
metrics for the circumstances. Although the end result we are looking for is a
reasonably parsimonious set of key measures to steer the customer-facing parts of
the business by, to arrive at this important choice correctly takes a fair amount of
work.

If we can’t present a universal answer, then, we can at least give an idea of how
to ask the question. We will give a flavour of what is involved by describing the
development of a top-level metrics set for a multichannel retailer, using a well-
oiled IBM process for the development of balanced scorecards, which we have
found in Cranfield to be an effective, pragmatic approach. This example is a fictional
one, albeit based on a composite of our experience of several multichannel organi-
zations.

11.5.1 Understanding cause and effect

This well-established company comes from a bricks-and-mortar background, but
over the last few years has added a transactional website as well as traditional
catalogue-based home shopping. It has also diversified into different store formats.
While its target segments vary in their price sensitivity, its positioning can be
broadly described as differentiated rather than price focused. Its switch to a
multichannel strategy was accordingly driven by the desire to provide a convenient
set of options covering a range of purchase situations, and thereby to increase share
of wallet, rather than by any hope of reducing costs through a switch to lower-cost
channels.

The IBM process draws on long experience of the ‘systems thinking’ tradition
that provides the best underpinning to metrics design. It first involves the creation
of a ‘driver tree’ showing cause-and-effect relationships between the objectives of
the multichannel strategy and the key drivers influencing them. Developed over
several workshops with a small team of managers, the driver tree for the retailer is
illustrated in Figure 11.8. This tree is clearly much too complex to use on an
everyday basis, but this complete picture of potential measures provides a neces-
sary precursor to selecting a manageable subset for a multichannel balanced score-
card, such as that shown in Figure 11.9 covering the ‘Channel attractiveness’ branch
of the tree.

The model begins with the key objectives of the multichannel strategy, towards
the right-hand side of the diagram. For this retailer, these are primarily focused on
customer satisfaction and revenue generation and protection: for example,
increasing ‘share of wallet’ by extending the product line and the range of shopping
occasions, as well as increasing customer market share through improved geograph-
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Figure 11.9 The ‘Customer attractiveness’ branch of the driver tree

ical coverage. The retailer also set an objective of ‘sweating the existing assets’: for
example, it makes more sense in terms of return on capital to serve home-shopping
customers through existing stores rather than invest in dedicated picking centres.
This formed part of the small area of the network concerned with cost (at the top of
the tree): we would expect a price-focused retailer, by contrast, to have a particu-
larly well-worked cost-focused branch.

The overall financial objective is of ‘multichannel contribution’, a measure of
revenue minus direct product costs and costs of running the channels. The company
considered the use of customer lifetime value here, but concluded that this would
leave flighty, low-spending 18-year-olds at the top of the pile, and anyone much
over 45 at the bottom, and result in excessive ‘robbing today to get tomorrow’.

As well as the objectives themselves, the model includes the key drivers of these
objectives, which are defined as variables with a high impact on one or more objec-
tives and over which the organization has high influence. Their direct or indirect
impact on the objectives is shown with lines on the driver tree. (Where a driver
impacts on several different variables, all but one of its appearances in the chart are
shown in brackets.)

Some of these drivers relate directly to the customer experience, such as
‘Customer time to achieve purpose’, which in the case of placing an order is around
5—-10 minutes for an experienced web customer, as against 20—25 minutes to place
a telephone order. Others are enablers of this experience, such as IT integration, a
crucial influence on such variables as the customer’s perception of an integrated
experience across channels, and the quality of the company’s integrated view of the
customer.

The often long and painful process of IT integration also, perhaps surprisingly,
aids with channel innovation rather than being in tension with it. One of the reasons
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why Tesco.com pulled ahead of its rivals was that, from an early stage, its loyalty
card data were integrated across channels. This enabled greater personalization on
the website, as customers could pick from a list of their previous in-store purchases
as well as their online ones, and spend loyalty points through either channel —
service innovations that key competitors took some time to match.

11.5.2 Choosing key metrics for a scorecard

This driver tree looks complex, and generally they are. The fact is, though, that
successful multichannel strategies depend on many factors, relating to people,
processes, technologies and customer perceptions as well as products and physical
assets. And this complexity needs to be understood if we are to choose the right
metrics to follow.

But, if we were routinely to track every variable on the tree, we would be in
danger of creating a measurement industry and burying ourselves in complexity.
And, what’s more, this complexity of metrics would be quite unnecessary. At its
simplest, if A influences B, which in turn influences C, it will probably suffice to
measure just A, or perhaps A and C. So by adopting this kind of thinking we need
to define a sensible subset of the variables by which to steer our strategy. We want
a small list or scorecard that will, with sufficient confidence, enable us to track
progress towards our strategic objectives. How will we know if we’ve got the
scorecard right? If the directors responsible for channels to market will willingly
link half their salary to it!

Broadly, this choice involves making a selection of variables that achieve the
following:

e They cover the tree horizontally, incorporating a mixture of objectives and their
drivers. The drivers are important because they show why the objectives are —or
aren’t—being achieved. They can also act as an early warning system: a decrease
in staff satisfaction may not show up in the financials for some months or even
longer.

e They cover the tree vertically, so important branches of the tree (such as the
branches relating to ‘Effective staff” and ‘Quality of customer experience of
channel’) are represented.

e They can be viably measured.

The scorecard for the retailer is shown in Figure 11.10. This example scorecard
divides into the standard sections of ‘Results’, ‘Core processes’, ‘Customers and
stakeholders’ and ‘People and knowledge’ — though these are not set in stone. Many
of its items might equally appear in a single-channel organization, for example
revenue, customer satisfaction, price and staff satisfaction. Others, though, reflect
the multiple means by which customers deal with this company.

Consider, for example, ‘Degree multichannel sells up’ in the ‘Results’ quadrant.
A major driver of profitability in the low-margin retail sector is the proportion of
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Results (6)
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e Multichannel contribution
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» Customer propensity to defect
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» Customer perception of added value
* Integration of customer experience

People and knowledge (4)

* Staff satisfaction

* Appropriate behaviours ‘living the brand’
* Willingness to diversify/extend the brand
* Knowledge of target customer

Figure 11.10 Multichannel scorecard for retailer

sales of higher-margin products, such as Tesco’s Finest range. So a key benefit of
new channels sought by this retailer is increasing this proportion — through higher-
margin top-up shops on the internet, for example.

This emphasis on upselling contrasts, for example, with much of retail financial
services, where, because of the high cost of customer acquisition, cross-selling can
be the key to getting more lifetime value from the customer. First Direct says that
those of its customers who use both online and telephone channels have double the
number of product holdings of those who use only the telephone — and have lower
defection rates too. The retailer of our example also considers cross-selling vital,
but has decided to focus on upselling, as it believes it has more scope for improve-
ment in this area.

Defection rates are an issue for this retailer, too, so early warning of the custom-
er’s propensity to defect is polled regularly and included in the scorecard. Another
vital customer measure is ‘Customer perception of added value’— whether customers
feel the multichannel proposition provides something that they want or need that
they cannot get from the previous model. Amazon’s book and CD recommendation
facility based on past purchases is a case in point.

Achieving a channel mix that provides this added value and increased customer
revenues is not cheap, however. From new formats such as metropolitan mini-
stores to heavy investment in its web channel and supporting logistics, our retailer
has been incurring significant capital expenditure as it rolls out its channel strategy,
as well as ongoing maintenance costs to keep this infrastructure up to date. To keep
an eye on this, the ‘Results’ quadrant includes a measure for ‘Multichannel infra-
structure costs’. These can of course go down as well as up, through outsourced or
consolidated call centres, for example. In the case of loyalty cards we are seeing
movement in both directions, with some retailers outsourcing to save costs, while
conversely Tesco has taken a stake in its key supplier dunnhumby.

‘Productive channel usage’, a key variable driving market share, needs some
explanation. With an essentially stand-alone channel such as a traditional direct
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sales force, we can measure how well the channel contributes to market share by
monitoring its rate of conversion of leads to customers, and hence its cost of acqui-
sition. But, if the role of the channel is to take customers on to the next step in the
buying cycle and hand them over to a different channel for the purchase itself, we
need to monitor more specifically the conversion efficiency and the cost of moving
customers along that specific step. So the whole buying cycle might involve several
efficiency ratios and corresponding costs.

11.6 Steering by the stars

Measuring the effectiveness of marketing and sales was never easy, and today’s
multichannel, multimedia world makes it even more complex. Techniques such as
control groups and econometric modelling are not new, but their application
throughout the buying cycle, across multiple channels and outside the control of
marketers within areas such as sales is comparatively immature. With a bit of fore-
thought, marketing campaigns and changes to the sales approach can be evaluated
rigorously — a great bonus when the case for a wider roll-out of a new approach
needs to be made.

One company is currently using control groups, for example, to assess whether
a field-based sales force or a call centre is more appropriate for various categories
of sale. By allocating 1,000 leads at random into two piles, one going to the sales
force and one to a call centre, the company will soon have clear data to confirm or
if necessary modify the managers’ intuition. Meeting the accountants halfway has
to be better than retreating behind the half-truth that the value of a happy customer
cannot be measured.

Metrics are of course only the beginning, and we need a proper process for
developing multichannel strategy in the first place. For such a process, the reader is
referred to Wilson, Street and Bruce (2008). But, if our channel decisions are to be
more rational than those we saw in the dotcom boom, the choice of metrics plays a
crucial role. Most organizations have reasonably developed metrics for individual
channels, but extending this metrics set to allow for today’s channel-hopping
customer requires some fundamental rethinking. It is essential, however, if we are
to steer by the stars and not by the light of passing ships.

Acknowledgements

We acknowledge with gratitude the contributions to the material in this chapter of
a number of current and former consultants at IBM Global Services: Jennifer Love,
Mike Bazett, lan Bowden and Rod Street.



MEASURING EFFECTIVENESS OF MULTICHANNEL STRATEGIES 257 W

References

Almquist, E and Wyner, G (2001) Boost your marketing ROI with experimental design,
Harvard Business Review, October, pp 135-51

Wilson, H, Street, R and Bruce, L (2008) The Multichannel Challenge: Integrating customer
experiences for profit, Butterworth Heinemann, Oxford



H 258

Valuing brands

BRAND-FINANCE ®

David Haigh, CEO, Brand Finance plc

12.1 Introduction

Peter Drucker once said that “What gets measured gets done.’

Marketing people have historically been good at counting market share, sales
and top-line revenue. Marketing accountability and reward systems have promoted
such measures, often with a long-term horizon. By contrast, financial people have
historically been good at counting detailed costs and cash flows in the short term.
Finance directors are rewarded on how prudently they run the company and save
money. They have therefore tended to focus on ‘counting the paper clips’, with a
very short-term horizon.

Neither approach is right. Modern marketing accountability systems need to
combine both revenue and cost measures, viewed in the short, medium and long
term. Ideally such measures need to come together into one overall measure of
corporate value so that favourable variances can be tracked through to overall
enterprise value — the value of the business and its brands to the shareholders.

There is now widespread acceptance that brands play an important role in
generating and sustaining the long-term financial performance and value of busi-
nesses. With high levels of competition and excess capacity in virtually every
industry, strong brands help companies differentiate themselves in the market
and communicate why their products and services are uniquely able to satisfy
customer needs.

In an environment in which the functional differences between products and
services have been narrowed to the point of near invisibility by the adoption of total
quality management, brands provide the basis for establishing meaningful differ-
ences between apparently similar offers. Competitive advantage now depends on
being able to satisfy not just the functional requirements of customers but also their
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more intangible needs. It means understanding not just what specific products can
do for them, but also what they mean to them.

Brands are ideally suited to this task because they communicate on a number of
different levels. Brands have three primary functions:

1. Navigation — brands help customers to select from a bewildering array of
alternatives.

2. Reassurance — they communicate the intrinsic quality of the product or service
and so reassure customers at the point of purchase.

3. Engagement — they communicate distinctive imagery and associations that
encourage customers to identify with the brand.

Branding is the process of transforming essentially functional assets into relationship
assets by providing the basis for a psychological connection between the brand and the
customer. This ability to endow a product, service or company with an emotional signif-
icance over and above its functional value is a substantial source of value creation.

However, this value that ‘brand’ and other intangible assets create can only be
truly leveraged once you have an understanding of its actual worth. This chapter
aims to provide an insight into the significance of the value of intangible assets and
brands and introduce a process for maximizing shareholder value through intan-
gible assets including brands.

12.2 Intangible assets: driving corporate value in
the 21st century

Traditional accounting focused on tangible assets, including working capital, plant,
equipment, land and buildings. Intangible assets were ignored, and accountants
treated any excess value arising on acquisition as ‘goodwill’. Then towards the end
of the 20th century it became apparent that the ‘goodwill” values arising were so
high the issue had to be addressed.

A recent Brand Finance plc analysis of the world’s 35 largest stock markets
reveals the scale of the problem (Figure 12.1). The ‘Global Intangible Tracker
2007’ study analysed 11,000 companies with a total market capitalization of $41
trillion (and a total enterprise value of $47 trillion). This represented 99 per cent of
all quoted companies in the world by value. The study revealed that 63 per cent of
all enterprise value is made up of intangible assets. Only a small proportion was
disclosed and explained in published accounts.

However, accountants are being forced to react to this rapid rise in the value of
intangible assets. As Baruch Lev, Professor of Accounting and Finance, Stern
School of Business, New York University, commented recently, ‘In the past few
decades, there has been a dramatic shift, a transformation, in what economists call
the production function of companies — the major assets that create value and
growth. Intangibles are fast becoming substitutes for physical assets.’
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Global enterprise value ($ billion, 2001-06)
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Figure 12.1 Global enterprise value over time

The extent of intangible assets varies significantly by sector. Figure 12.2 indicates
that in the technology, media, telecommunications (TMT) and pharmaceutical
sectors the degree of intangible value is far higher than in traditional metal-bashing
industries and utilities.

12.2.1 Intangible asset types

The most obvious manifestation of how accountants are responding was the
publication and adoption in 2004 of International Financial Reporting Standard 3
(IFRS 3). IFRS 3 was introduced with the objective of promoting the identifica-
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Figure 12.2 Value of intangible assets by sector
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tion and disclosure of specific intangible assets on acquisition. It recommends the
valuation of individual intangible assets. The residue paid on acquisition will in
future be referred to as ‘residual goodwill’. IFRS 3 also required greater transpar-
ency and annual ‘impairment reviews’, based on discounted cash flow (DCF)
valuation techniques, on each intangible asset including ‘residual goodwill’.
IFRS 3 spells out five main categories of intangible asset in addition to ‘residual
goodwill” (Figure 12.3).

By way of illustration, examples of individual assets included in each intangible
asset class are as follows (Table 12.1):

® marketing related: including trade names, trademarks and trade symbols, domain
names, design rights, trade dress, packaging, copyrights over descriptors, logo-
types, advertising visuals and written copy;

e customer related: including retail listings and contracts, distribution rights,
licences such as landing slots, production or import quotas, government permits
and authorizations, and raw materials supply contracts;

e contract based: including assembled workforce, contracts with key employees,
know-how, including manufacturing and operating guides and manuals, and
product research, including product trials data and information databases;

® technology based: including computer software codes, manufacturing process
controls, patents for both products and processes, templates and castings, recipes
and secret formulas;

e artistic related: including plays, operas, ballets, books, magazines, newspa-
pers, musical works, pictures, photographs, videos, films and television
programmes.

Residual goodwill

Artistic intangibles

Marketing intangibles

Intangible
assets Customer intangibles
Enterprise Contract intangibles
value Technology intangibles
Working capital
Tangible ;
assets Plant and equipment

Land and buildings

Figure 12.3 Categories of intangible assets
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Table 12.1 Classes of intangible asset
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12.3 What do we mean by ‘brand’?

One of the great challenges in marketing is that there is no uniform definition of
‘brand’. The term is used differently by different people. In our experience there
are three different concepts, all of which are sometimes referred to as the ‘brand’.

12.3.1 A logo and associated visual elements

This is the most specific definition of brand, focusing on the legally protectable,
visual elements used to differentiate one company’s products and services from
those of another to stimulate demand for those products and services. The main
legal elements covered by this definition are trade names, trademarks and trade
symbols.

In order to add value, trademarks and trade symbols need to carry ‘associated
goodwill” acquired by providing high-quality products and by giving good service
over a long period to add value. For trademarks and trade symbols to go on
conveying value to licensees, high-quality products and good service need to
remain associated with the trademarks or trade symbols.

There are two broader definitions of brand, which are frequently used by
academics and practitioners.

12.3.2 A larger bundle of trademark and associated
intellectual property rights

Under this definition, ‘brand’ is sometimes extended to encompass a larger bundle
of intellectual property rights. Marketing intangibles such as domain names, product
design rights, trade dress, packaging, copyrights in associated colours, smells and
sounds, descriptors, logotypes, advertising visuals and written copy are sometimes
included in the wider definition of ‘brand’.

Many of these legal rights can be registered or protected in different trade classes
and territories. If registered or legally owned, such rights can be traded, transferred,
sold or licensed. When licensing a brand, an agreed bundle of these rights is usually
included in the legal agreement between the licensor and the licensee.

Some commentators have interpreted the intellectual property rights included in
the definition of brand very widely indeed. In fact, tangible as well as intangible
property rights have been referred to as integral components of brands. Some argue
that the Mercedes brand would be incomplete if it were separated from the other
tangible and intangible assets used to build Mercedes products.

The reason some argue that a larger bundle of intangibles should be included in
the definition of brand is that consumer loyalty is created over a long period by
many touch points and consumer experiences. This ‘360-degree’ experience may
require the presence of any or all of the unique intangibles noted here to maintain
brand quality and integrity.
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Protagonists of a more holistic definition of brand ask whether the Mercedes
brand would command such fierce loyalty and such a price premium without the
benefit of Daimler Benz design, engineering and service. Similarly they argue that
the Zantac brand would be incomplete without the Ranitidine patent. The Guinness
brand would not be Guinness without the genuine recipe and production process.
This more holistic view is consistent with the opinion that brand is a much broader
and deeper experience than either the ‘logo and associated visual elements’ or even
the full range of ‘brand and relationship intangibles’ referred to here.

12.3.3 A holistic company or organizational brand

The determination of which intellectual property rights should or should not be
incorporated into the definition of brand often leads to the view that brand refers to
the whole organization within which the specific logo and associated visual
elements, the larger bundle of ‘visual and marketing intangibles’ and the ‘associ-
ated goodwill’ are deployed.

A combination of all these legal rights together with the culture, people and
programmes of an organization provides a basis for differentiation and value crea-
tion within that organization. Taken as a whole it represents a specific value propo-
sition and creates stronger customer relationships.

Based on these three definitions, for the purposes of this chapter we refer to the
first definition as ‘trademark’. The second definition we refer to as the ‘brand’. The
third definition is the ‘branded business’.

12.4 The approach to ‘brand’ and intangible asset
valuations

Figure 12.4 illustrates a basic project approach Brand Finance adopts when valuing
brands and intangible assets, whether it be for technical or commercial purpose.
This model will provide the framework for the rest of this chapter to help you
understand different brand metrics in brand and intangible asset valuations.

12.4.1 The brand audit

Before any brand and intangible asset valuation can take place, an in-depth study
into the current situation of the branded business is necessary. This includes an
understanding of:

e the quality of brand management;

e existing products and channels to market;
e new product development plans;

e current pricing strategy;

e current distribution strategy;
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Figure 12.4 Brand Finance approach

key competitors in current and potential areas;
available market research;

available financial data;

key ratios and assets-employed analysis;
information on licensing strategy;

brand registration and ownership.

Based on the brand audit you can form an initial impression of the overall strengths
and weaknesses of the branded business as well as an understanding into the poten-
tial opportunities and threats within the industry.

The brand audit forms part of the initial phase of understanding the brand equity
drivers of the branded business.

12.4.2 Brand equity measurements

12.4.2.1 What is ‘brand equity’?

‘Equity’ is a financial term that has been adopted by marketing people to reflect the
fact that the brands they manage are financial assets that create significant share-
holder value.

However, while ‘brand equity’ is often talked about it is seldom clearly defined.
Tim Ambler, of the London Business School, defines ‘brand equity’ as a marketing
asset ‘between the ears’ of consumers, trade customers, staff and other stakeholders,
which stimulates long-term demand, cash flow and value. He uses the analogy of a
reservoir that needs to be topped up if the outflow of water is to be maintained at a
constant or increasing rate. If the ‘brand equity’ reservoir is depleted, revenues and
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cash flows may remain strong for a period, but eventually the reservoir empties and
cash flows dry up. This is a great visual analogy, but we need to really understand
the flow process.

In order to better understand the process in which ‘brand equity’ increases the
financial value of a branded business, Brand Finance defines ‘brand equity’ as a
measure of ‘the propensity of specific audiences to express preferences which are
financially favourable to the brand’. This is illustrated in Figure 12.5, which high-
lights the effect ‘brand equity’ has on each stakeholder group’s behaviour, which
ultimately leads to increased financial value.

A classic example of how brand equity translates into better financial perform-
ance can be seen in the cola market. In blind tests Pepsi Cola consistently outper-
forms Coca-Cola in terms of consumer taste preference. But when Coke-branded
packaging is revealed, initial preference completely reverses. When still tap water
is branded Highland Spring, the price shoots up. Branding persuades consumers to
behave irrationally, adding value to otherwise functionally identical products and
services. Thus strong brands with high ‘brand equity’ possess the ability to persuade
people to make economic decisions based on emotional rather than rational
criteria.

12.4.2.2 How to measure brand equity

When building brands, marketers need to emphasize key benefits and attributes to
consumers. The brand identity and the functional and emotional benefits that lie
behind it serve as the basis for long-term differentiation and customer loyalty.
Marketers must decide within the set of functional and emotional attributes asso-
ciated with their brands in which ones they should invest to maximize revenues and

Brand Brand equity Increase in
equity measures financial value

Increased acquisition

Customers rates, volume and Revenues
values

Better terms of
Suppliers business, and higher Direct costs
discounts

Drives down staff
Staff expense and Overheads
increases efficiency

Drives down equity
Financial and borrowing Cost of capital
costs

Source: Brand Finance plc, 2008

Figure 12.5 The financial effect of brand equity on each stakeholder group



VALUING BRANDS 267 W

profits. The number of brand attributes at play and the way in which emotional and
functional attributes are interrelated make this assessment complex. However, in
order to simplify this complex process you can develop a brand equity measure-
ment system that isolates and analyses the attributes that explain changes in propen-
sity and helps predict future financial behaviour.

An example of a brand equity measurement system is Brand Finance’s Brand
Value Added® (BVA®) drivers of demand analysis, which reveal the major drivers
of demand and a brand’s performance relative to that of competitors against each
driver. The analysis is divided into two areas: 1) driver importance/brand contribu-
tion; and 2) driver performance/sensitivity.

Driver importance/brand contribution involves identifying the key drivers of
demand by different segments and determining the brand contribution to each
driver. This helps brand managers answer the following questions:

Which drivers have most influence on overall ‘brand preference’?

Which ones can we influence?

Where should we focus our communication?

What brand image adds to the business?

What is the argument for additional investment in the brand?

Where does image have a strong influence and where should the organization
focus?

Driver performance/sensitivity involves determining how a brand performs
compared to competitors on key drivers of demand and determining the elasticity
of each attribute. This helps brand managers answer the following questions:

Where are we performing poorly against competitors?

What should we emphasize?

Where do we need to improve?

How can we understand the impact of changing the customer rating on a partic-
ular attribute on overall ‘brand preference’?

e What is the sensitivity of changes in customer behaviour (and hence business
performance) to changes in brand preference?

Based on this analysis you can determine the elasticity of changes in brand prefer-
ence and changes in customer defection and acquisition, which will ultimately
influence the financial performance of the branded business.
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Case study 12.1: Hovis - leveraging off historical ‘brand
equity’

In 1886, Richard ‘Stoney’ Smith invented a way of retaining wheatgerm in
flour. In 1887 the brand was created in a newspaper competition, in which a
student called Herbert Grimes won a £25 prize for the best name — Hovis,
which he derived from the Latin phrase hominis vis (strength of man). In
1987 Hovis became the first major brand to be valued in the Rank Hovis
McDougall takeover defence against GFW of Australia. This started an inter-
national debate about accounting for brands.

In 2000 Hovis was owned by Doughty Hanson, a private equity company.
Hovis had operated for 115 years as the quintessential wholemeal loaf, but
now operated in the £1-billion-plus wrapped-bread market. But the problem
was that the market segment was declining and the Hovis brand was
becoming a ‘loss leader’ for retailers.

Everybody still loved the Hovis brand, but it was too strongly associated
with the traditional wholemeal (brown) product. Consumers were being
driven to buy other bread brands such as Kingsmill or Warburtons, as they
supplied both white and brown bread.

To escape declining growth, Hovis decided to relaunch by going back to
the brand'’s foundations and leveraging off its historical brand equity as the
experts in delicious, high-quality, everyday bakery products that are all good
for you.

With 53 per cent of its success attributable to econometric modelling
work, Hovis relaunched with new packaging. In addition, it developed a new
innovative product, Hovis ‘Best of Both’ — ‘soft white bread, with all the
natural goodness of brown’. Hovis ‘Best of Both’ re-engineered category
value by adding genuine value for consumers and provided them with a real
reason to buy Hovis.

As a result of leveraging off their historical ‘brand equity’, Hovis’s wrapped-
bread category increased by over 32 per cent. Every £1 spent generated
£1.67 extra profit. Sales rose from £150 million in 2002 to £285 million in
2005. The financial value of the Hovis brand increased by over 31 per cent in
the first year and 60 per cent after two years.

12.4.3 Value mapping

It is vital not only to have an understanding of the drivers of value amongst all the
stakeholder groups of a business but also to have a sufficient understanding of
where value is being created in the entire value chain of the branded business. In
order to help understand this you can undertake a value mapping study. Value
mapping is a process of developing a thorough understanding of the key resources
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and assets in the business together with an appreciation of the linkages between
these through the business value chain.

Value mapping is based on data collected during the brand audit and manage-
ment and/or other stakeholder interviews. From these data the project team will
establish a value map of the business, which should be presented in a conceptual
framework highlighting what it is that key resources and assets of the branded busi-
ness are driving, for example volume, price or the growth of the entire business
(Figure 12.6).

Value mapping becomes an excellent tool at the start of any valuation to identify
key tangible and intangible assets in the business and ultimately guides the valua-
tion, scorecard and/or dynamic modelling process.

12.4.4 Brand valuation and sensitivity analysis

The brand audit, brand equity measurement analysis and value mapping analysis
provide in-depth insights into the entire branded business, from which valid
assumptions can be made in the brand valuation model. A brand valuation model is
a framework that allows for optimal resource allocation and strategy selection
across all market segments.
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Figure 12.6 Brand value mapping (retail fuel)
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There are two critical questions to answer in brand valuation. The first is:
exactly what is being valued? Are we valuing the trademarks, the brand or the
branded business? The second important question is: what is the purpose of the
valuation?

An important distinction can be made between technical and commercial valua-
tions. Technical valuations are generally conducted for balance sheet reporting, tax
planning, litigation, securitization, licensing, mergers and acquisitions and investor
relations purposes. They focus on giving a point-in-time valuation that represents
the value of the trademarks or of the brand as defined above. Commercial valua-
tions are used for the purposes of brand architecture, portfolio management, market
strategy, budget allocation and brand scorecards. Such valuations are based on a
dynamic model of the branded business and aim to measure the role played by the
brand in influencing the key variables in the model.

We recommend that the starting-point for every valuation — whether technical or
commercial — should be a branded business valuation. This provides the most
complete understanding of the commercial context of the brand. A branded busi-
ness valuation is based on a discounted cash flow analysis of future earnings for
that business discounted at the appropriate cost of capital. The value of the branded
business is made up of a number of tangible and intangible assets. Trademarks are
simply one of these, and ‘brands’ are a more comprehensive bundle of trademark
and related intangibles.

There are a number of recognized methods for valuing trademarks or brands as
defined here.

You can look at historic costs — what did it cost to create? In the case of a brand
you can look at what it cost to design, register and promote the trademarks and
associated rights. Alternatively, you can address what they might cost to replace.
Both the historic cost method and the replacement cost method are subjective, but
we are often asked to value this way because courts may want to know what a
brand might cost to create.

It is also possible to consider market value, though frequently there is no market
value for intangibles, particularly trademarks and brands.

Generally speaking the most productive approach to brand valuation is to employ
an ‘economic use’ valuation method, of which there are a number.

First, there is the price premium or gross margin approach, which considers price
premiums or superior margins against a ‘generic’ business as the metric for quanti-
fying the value that the ‘brand’ contributes. However, the rise of the private label
means that it is often hard to identify a ‘generic’ against which the price or margin
differential should be measured.

Economic substitution analysis is another approach — if we didn’t have that
trademark or brand, what would the financial performance of the branded business
be? How would the volumes, values and costs change? The problem with this
approach is that it relies on subjective judgements as to what the alternative substi-
tute might be.
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The difficulties associated with these two approaches mean that the two most
useful ‘economic use’ approaches are the ‘earnings split’ and ‘royalty relief’
approaches.

Under a ‘royalty relief” approach you imagine that the business does not own its
trademarks but licenses them from another business at a market rate. The royalty
rate is usually expressed as a percentage of sales. This is the most frequently used
method of valuation because it is highly regarded by tax authorities and courts,
largely because there are a lot of comparable licensing agreements in the public
domain. It is relatively easy to calculate a specific percentage that might be paid to
the trademark or ‘brand’ owner.

Under an ‘earnings split’ approach you attribute earnings above a break-even
economic return to the intangible capital. This involves four principal steps. The
first is an appropriate segmentation of the market to ensure that we study the brand
within its relevant competitive framework. The second step is to forecast the
economic earnings of the branded business earnings within each of the identified
segments. These are the excess earnings attributable to all the intangible assets of
the business. The third step is to analyse the business drivers research to determine
what proportion of total branded business earnings may be attributed specifically to
the brand. The final step is to determine an appropriate discount rate based on the
quality and security of the brand franchise with both trade customers and end
consumers.

Regardless of which method is used, the valuation usually will require a sensi-
tivity analysis in which one flexes each of the assumptions made in the analysis one
at a time to demonstrate the impact changes in each variable have on the overall
valuation. However, this is a simple mechanical exercise intended to show which
assumptions the valuation is most sensitive to. The valuer’s dilemma lies in trying
to determine which of the key assumptions is most likely to change and how, which
is where all the brand audit data and brand equity measures become significant.

In our experience, it is very important to express the final valuation number in
context. This means explaining exactly what has been valued, using what method,
and what the key insights are as to the influence of the brand on the key operating
variables of the business. This emphasizes the importance of developing a valua-
tion model that is presented in a user-friendly manner to help management make
crucial decisions around marketing and branding strategy objectively and with a
high degree of financial rigour.

One way in which you can effectively express a valuation model in a simple
format to help answer key marketing and branding investment decisions is a brand
scorecard.

12.4.5 Brand scorecards

Marketers are increasingly being challenged by their boards and chief financial
officers to answer key questions:
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e How much should we invest in marketing and branding?

e Which markets, customers, brands and channels will generate the highest
return?

e Which strategy will generate the greatest value?

e How are our brands performing relative to competitors and targets?

In order to answer these vital investment decision questions, brand managers should
consider developing brand scorecards to inform brand management decisions
before the finance department does it for them.

The success of a brand scorecard relies on the synergy between financial, market
and customer analytical data. This integration of data allows organizations to gain
greater commercial insight, improvements in the collection and utilization of data,
and better value from data held in silos.

All relevant data collected from the brand audit, brand equity analysis and value
mapping analysis and brand valuation are fed into the building of the scorecard.

The development of the scorecard is dependent on who will be predominantly
using it. As you can see from Figure 12.7, different management levels will use the
scorecard for different purposes. As a result it becomes imperative that all relevant
stakeholders that will be involved in using the scorecard are identified to ensure it
is tailored accordingly and includes the brand metrics. In addition, you will need to
identify what resources are required to build and maintain the scorecard and which
audiences will be tracked.
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* Setting marketing budgets for business lines and brands
» Tracking performance across brands
* Preparing market-based financial plans
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Figure 12.7 Users of the brand scorecard
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Typically there are four main components included in a brand scorecard. First,
there is the top-level dashboard, which provides an in-depth summary of financial
and brand health trends. It acts as a traffic-light system alerting the relevant users
of the scorecard to any threats and opportunities that may become apparent in the
present marketplace.

Second, there is the competitive benchmarking component. This consists of
numerous charts and data tables that will provide the user with an in-depth tracking
of competitive performance over time. Based on this analysis, brand managers are
able to make more informed decisions.

Third, there is the brand valuation model component (Figure 12.8). This will
track value changes over time, as well as reflecting the expected impact of
different strategies on the value of the branded business. For example, hypo-
thetically in the telecommunication industry you will be able to determine the
expected increase in mobile phone subscriber value to the branded business as a
result of rebranding.

Last, there is the statistical analysis component of a brand scorecard. This
involves quantifying the relationship between marketing activities, brand equity
and market performance. This analysis provides the brand manager with a signifi-
cant amount of valuable relationships that can form the basis of assumptions driving
marketing and branding decisions.

These four components provide a holistic perspective of the branded business by
connecting the relevant marketing metrics to financials. This allows for an optimal
brand investment analysis together with a dynamic scenario analysis of best-case
and target scenarios to be conducted.

The scorecard is ultimately linked into the business processes to ensure that
it becomes essential and actionable. It can then be used to drive decisions
relating to:

LIN [ [_l\ 3

Actions Perceptions Behaviour Performance [ Financials

Activity Brand equity Performance Value & financial
measures measures measures measures

Brand scorecard

Figure 12.8 Components of a brand scorecard
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e business performance, which includes investment and priority decisions;

e personal performance, which includes linking manager and team objectives,
key performance indicators and reviews and compensation;

® share performance, which involves the inclusion of marketing as part of analyst
briefings and annual reports;

e brand performance, which includes improving strategy and planning, perform-
ance tracking and marketing accountability.

An example of a completed brand scorecard is shown in Figure 12.9.

Another effective manner in which brand/marketing managers can determine the
relevant amount of investment required to achieve optimal marketing return on
investment is through a statistical analysis called marketing mix modelling.

12.4.6 Marketing mix modelling

Marketing mix modelling is a statistical analysis to isolate and quantify the impact
of different marketing activities. It is a model that guides the mix and combination
of future marketing activities, making it a highly complex analysis that cannot be
fully covered in depth in this chapter.

The model can be developed only if there is an understanding of what the sales
and profit objectives to be achieved by the marketing department in the financial
year are. These objectives should be based in terms of customers, average transac-
tion value, frequency, penetration rates and product range. The objectives will form
the basis of determining the optimal marketing budget using a demand driver
approach.

The demand driver approach requires you:

1. to know the product sales potential by customer segment;

2. to know the bottlenecks preventing increased product penetration;
3. to know the impacts and returns from differing marketing levers;
4. to use the most cost-effective communication channels for the task.

All these four steps will require a thorough econometric analysis into the most
effective marketing activities to achieve the required objectives.

In order to determine the relevant payback of each activity the model will iden-
tify the difference between strategic and tactical marketing spend. Strategic
marketing spend is geared to supporting long-term brand values such as image and
awareness and covers a payback period of approximately three years, which gives
a reason for consumers to buy a brand — a ‘pull’ strategy. In contrast, a tactical
marketing spend is targeted to stimulate immediate sales promotions and distribu-
tion drives with a payback period of around 12 months, which gives the consumer
an incentive to buy — a ‘push’ strategy. Often you will find that not all marketing
spend is strategic, but all of it needs to pay back at some point.
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Completion of the model will help improve brand and marketing managers’ under-
standing of factors that influence short-term sales. It should also provide them with
strategic insights that will shape overall business planning as the external environ-
ment changes and evolves, as well as providing key insights and understanding of
why campaigns perform better in some situations than others.

It is often useful to flex all valuation models in order to determine the effect of
varying brand strategies on financial performance.

12.4.7 Dynamic scenario analysis

The word ‘scenario’ is a literary term meaning ‘an outline of the plot of a dramatic
or literary work’. While a literary scenario might be credible, it is inevitably imag-
inary, and there may be alternative plots or sub-plots. Brand planning can be much
the same.

The original literary term has been adapted by commerce to describe ‘a possible
set of future events’, ‘an outline or model of an expected or supposed sequence of
events’ or ‘a postulated sequence of possible events’. Because all scenarios describe
the future they are inevitably hypothetical and uncertain. Some postulated scenarios
may be quite implausible. To be taken seriously they must be logical, internally
consistent and credible.

In Michael Porter’s words a scenario is ‘an internally consistent view of what the
future might turn out to be — not a forecast, but one possible future’. Therefore,
when one talks about scenario analysis it involves an in-depth evaluation into the
future possibilities of a brand, which can be derived from flexing a valuation model
in order to estimate the impact of alternative strategies on business value and brand
value. As a result of such an analysis, a brand or marketing manager will be able to
assess the short-term profit and long-term value implications of a range of potential
strategies.

Scenario analysis forms a pertinent part of brand managers’ responsibility. The
credibility of a brand scenario needs to be explored and tested using consumer and
trade research and market, marketing and financial due diligence. If deemed
consistent and credible the value impact can be tested with a brand valuation model.
If the new scenario implies that greater value will be created through it than through
the pre-existing scenario then it should be actively pursued. This can be demon-
strated in a case study of the brand Courvoisier.

Case study 12.2: Courvoisier — scenario debate

In 1999 there was a debate within the global brand management group in
Allied Domecq as to whether the Courvoisier brand should be classified as
a ‘core’ brand or whether it should be divested, given its poor financial
performance and declining net present value (NPV). The problem was that
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the previously preferred scenario for the Courvoisier brand, which was
based on high-end cognac product sold to high-net-worth individuals in
Asia, Europe and the East Coast of the United States using traditional
marketing and distribution at a premium price, wasn’t working. Given the
high cost of production, high stockholding costs and the low rate of sale
the brand had a low and declining NPV.

Market research indicated that lower-end cognac, sold with contempo-
rary marketing techniques in different bottle sizes to mid-market ethnic
consumers in the heartland of the United States, would radically change the
value of the brand.

The two scenarios were modelled, and the latter approach indicated a
higher level of profits and cash flows, with lower capital investment and a
faster rate of sale. Variables were flexed, but even allowing for changed
assumptions the net present values of the two scenarios were quite different.
This led to a change in brand strategy and a rapid improvement in financial
performance of the Courvoisier brand. In the recent acquisition of Allied
Domecq’s brand portfolio by Pernod Ricard, Courvoisier was referred to as a
key brand.

In this example the two scenarios for Courvoisier implied radically different
capital values for the brand, the higher of which was actually realized when
the altered scenario was implemented.

12.5 Conclusion: financial implications for brands

This chapter has described the process for identifying branded business value and
the specific value of intangible assets including trademarks or brands. While it is
important to know the financial value of a trademark or brand within a branded
business, the most important thing to know is the value of the branded business as
a whole and how it can be maximized.

The ‘brand valuation’ framework described indicates how to understand the
impact of each audience on the financial model, and how to map value, track brand
equity, report performance to managers via scorecards and then plan business and
brand value enhancement strategies using all the information. The approach is
holistic because it incorporates both marketing and financial measures, all stake-
holder audiences and both short- and long-term perspectives. It is both a historical
measure of performance and a prediction of future performance.

In our view this all-encompassing framework is a vital tool for brand managers.
It empowers them to manage their brands just as CEOs manage the wider business.
In fact, brand managers who have trained and operated with such accountable and
strategic measurement frameworks have a higher-than-average propensity to
become CEOs!
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Any questions relating to the methodologies outlined in this chapter should be
directed to d.haigh@brandfinance.com. Brand Finance plc is one of the world's
best-known and longest-standing organizations specializing in the valuation of
brands.
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Econometrics

Bryan Finn and David Merrick,
Business Economics Limited

A.1 What is econometrics?

Econometrics is the application of statistical techniques to the study of economic
relationships. It uses data to quantify the relationship between a set of variables that
describe an economic system. Econometrics is a widely used technique across a
range of businesses. In particular, it is used as an aid to decision making in marketing,
where it provides the methodology for marketers to make predictions about the
impact of marketing activity on a company’s sales, profitability and shareholder
value.

A.2 How is econometrics carried out?

In our experience, many organizations collect substantial amounts of data about
their business — often at considerable expense — but these data are not always
analysed fully and consequently do not play their full role in informing business
decisions. Econometrics is one technique that can assist evidence-based decision
making.

At heart, the concept is simple. Econometrics allows you to test which variables
(called ‘independent variables’ or ‘drivers’) have a significant effect on a variable
in which you are interested (called the ‘dependent variable’). For example, the
dependent variable may be sales volume, and the independent variables may include
price, advertising, bank holidays, the weather, competitor prices, competitor adver-
tising, public relations events, economic indicators, etc.

Not only is econometric analysis able to tell you which of a long list of possible
drivers is important and which is unimportant, but for those that are important it is
able to quantify the magnitude of their impact on the dependent variable in which
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you are interested. This ability to select the significant variables and to quantify the
magnitude of their impact enables a predictive model to be constructed. This can
then be used to explore scenarios for various decisions that can be made by the
business and sensitivities to external factors beyond the control of the business.

In order to do its work, an econometric analysis needs to look at variations in the
dependent and independent variables. Unlike the case with other types of statistical
analysis, these variations are not usually planned as controlled experiments in an
econometric analysis but just happen as a result of changing circumstances and the
reactions of the business to the environment in which it operates. The types of varia-
tion that are analysed fall into two main categories: 1) variations over time (called
‘time-series analysis’); and 2) variations at a point in time between different groups
or categories (called ‘cross-sectional analysis’). These two forms of variation can, of
course, be combined in a single analysis, sometimes called ‘panel data analysis’.

Although powerful and widely used, econometrics is a specialist subject. Large
organizations may well have a dedicated in-house team to carry out econometric
analyses. Smaller organizations usually outsource this type of analysis to consul-
tancy firms.

There are a number of other techniques that marketers can use to quantify the
impact of their activities, in addition, or as an alternative, to econometrics. These
include conjoint or ‘trade-off” analysis, which interprets market research on how
consumers value various product or service attributes, including price; statistical
control experiments where comparisons are made between the behaviour of
consumers, some of whom have been exposed to a marketing stimulus and others
who have not; and judgemental modelling techniques, which rely on management
and expert experience to quantify key marketing relationships.

A.3 Examples of what econometrics can do

Econometrics is of interest to business in general and marketing in particular
because it provides a rational and often insightful framework for decision making.
A few examples of marketing issues on which it is frequently applied are:

e demand forecasting;

e cvaluating the effectiveness of advertising, promotions and other marketing
activities;

e identifying key drivers of market changes and trends;

e quantifying price sensitivities;

e identifying and quantifying the impact of competitor behaviours.

A number of detailed statistical tests are available to test the validity and reliability
of'an econometric model in order to have confidence that it can be used as a reliable
basis for planning and decision making. In addition, however, we can look at how
well the model is able to describe the existing data. A typical comparison between
the model predictions and actual sales volumes is shown in Figure A.1.
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Figure A.1 Actual sales compared to model predictions

However, econometrics can do more than just provide an equation that can be vali-
dated against historic data and used to prepare estimates for the future. It can also
break out the various factors that have contributed to variations in the past and
thereby provide insights and understanding. A simple example in which sales are
broken down between base demand, demand created by TV advertising and demand
created by direct mail is shown in Figure A.2. This shows the extent to which TV
advertising and direct mail campaigns have contributed to sales over the period.

A.4 Summary and conclusions

Econometrics is a powerful technique that is able to inform business decisions by
providing evidence-based analysis. The analytical techniques required are special-
ized but, even so, are widely used because of the insights that they are able to
provide. Of course, in order to deliver robust conclusions, econometric analysis
relies on good data being available. Often the data are available but, when this is
not the case, asking what data would be needed for an econometric analysis can be
a valuable prompt for improved data capture.
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Figure A.2 Impact of promotional activity on demand
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marketing strategies /22
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template 773
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impact 243
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cost of poor data quality 225
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media effectiveness 249

efficiency of banner ad
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factors contributing to risk 65
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impact factors: analysis by
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information quality management
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InterTech’s five-year market-based
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market) 32, 134
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profit risk, sub-components of 86
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segment budget template (impact
factor-based version) /97
segment budget template (strategy-
based version) /98
segment metrics: needs/wants/
attributes template /60
segment performance metrics: ‘us’
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segment profiles 759
share risk, sub-components of 84
target-driven culture 1619
targets, destructive nature and tyranny
of 1617
Tesco 76, 105, 255
Thornton, J 144
three-level marketing accountability
framework (and) 55-72, 62
accounting value 59-60
customer value 59
linking activities and attitudes to
outcomes 67-71,71
and Ansoff matrix/critical success
factors 68-70, 68, 69, 70
micro measurement 71
marketing expenditure  56-58
measuring marketing
effectiveness 61-67 see also
main entry
shareholder value added
(SVA) 58-60
three distinct levels for measuring
marketing
effectiveness 61-67
three-level marketing accountability
framework 56-61
value added 58
value chain analysis 58



INDEX 293 W

Unilever 19, 120
value added 58-60, 104, 133-34
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asset valuations 264-77, 265
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main entry
brand scorecards 271-74 see
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analysis 269-71

dynamic scenario analysis/case
study: Courvoisier 276-77
marketing mix modelling 274,
275
value mapping 268-69, 269
brand audit 264
and brand concepts 263—-64 see
also brands and definition(s) of
valuing intangibles 75
Virgin 9, 129

Wal-Mart 129, 130
Walters, D 59, 72

Ward, K 10, 21, 103
Wilson, H 56, 244, 256, 257
Woodcock, N 223, 235
Wyner, G 242, 257
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