





NON-BILLABLE HIDDEN SERVICES

Providing information, upgrading software, handling logistics and oftering engineering and other
types of professional services are examples of services that are offered and invoiced by manufacturers
either separately or as part of a total package including physical product components. For most
manufacturers, these and other types of services form a substantial part of their total invoicing.
These services are often outsourced. However, regardless of whether they have been outsourced
or managed internally, firms have started to see their strategic value in the package they offer
to customers, and moreover, can see their potential for the development and maintenance of a
sustainable competitive advantage. These services can be labelled hidden services, because in statistics
they are registered as part of manufacturing’s contribution to GNP and employment.

Hidden services are also hidden in another, mental way. For example, in firms, complaints handling,
invoicing and product documentation are often not considered services to customers, but rather
administrative, financial or technical routines that have to be taken care of. However, if these
activities are planned, implemented and managed without a customer focus, they easily become a
nuisance for customers. They create emotional stress and sacrifice in the form of time spent on
these issues and costs created by them. Complaints handling, invoicing and all other activities that
are implemented without a customer focus — but have an impact on the customer’s preferences
and on his image of the firm, and in the longer run on his buying behaviour — can be turned into
actively implemented services that customers perceive in a positive way. When doing so the firm
will, through these activities, strengthen its customer contacts. For most firms the potential of hidden
services in customer management is substantial. However, as long as these activities are treated as
administrative, financial or technical routines, i.e. as non-services, they remain hidden.

NON-BILLABLE HIDDEN SERVICES

Even the discussion in the previous section, on the importance of services for manufacturers, is
based on a restricted view of the role of services in customer relationships, since it only includes
service components that can be invoiced and calculated as part of total turnover, billable services being
offered to customers. In reality, these form only a part of the service offered to customers. For
example, all customers, individual consumers as well as organizations, note the way a firm handles
invoicing, takes care of quality problems, mistakes and service failures, manages complaints, oftfers
documentation and directions for the use of goods and services, ofters customer training on how
to use machines, equipment and software, handles queries and answers questions and e-mails, pays
attention to customers and their special requests and wishes, keeps promises and delivers promptly,
etc. The clarity and accuracy of invoices, speed and efficiency in managing failures and complaints,
the attention that employees show customers and the promptness with which actions are taken all
influence a customer’s perception of the value of being a customer of a given supplier or service
provider. They either make it easier or more troublesome to be a customer and also frequently
help the customer to save money (these issues will be discussed in subsequent chapters). The
customer orientation of these services contributes to making it worthwhile for customers to continue
purchasing from the same firm, and prevents customers from considering alternative options. Hence,
these normally non-billable types of service components also contribute to the creation of a competitive
advantage.

The problem with non-billable services such as invoicing, complaints handling, documentation
and customer training is that they are seldom perceived as services by management, and therefore
are frequently not designed and managed as value-enhancing services to customers. Instead, they
are managed as administrative routines with internal efficiency criteria and cost consideration as
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the main guidelines. As a result, customers generally do not perceive most of these as support and
value-creating activities. As will be discussed later in this book, the development of value-enhancing
services out of such administrative routines in customer relationships is a powerful way of setting
apart a firm from its competitors and of creating a sustainable competitive advantage. Thus, these
types of service elements are also hidden services, too seldom seen as services by managers and never
seen as such by economists and statisticians.

A CUSTOMER PERSPECTIVE

Customers do not buy goods or services, they buy the benefits goods and services provide them
with.> They buy offerings consisting of goods, services, information, personal attention and other components.*
Such offerings render services to them, and it is this customer-perceived service of an offering that creates
value for them.> In the final analysis, firms always offer a service to customers, regardless of what
they produce.® If service means supporting customers’ activities and processes, which is how service is
understood in this book, all types of solutions, consisting of goods, services or combinations of
them and other elements, are services for a firm’s customers.” The value of goods and services
to customers is not produced in factories or in the back offices of service firms, although the
discussion of how value is created in firms often implies this. Instead, value is created in customers’
value-generating processes, when individual consumers or industrial users make use of the solution
or package they have purchased.® Before that moment only resources, such as physical products,
services, information, employees, technology, systems, know-how and the customers themselves,
exist and wait to be used. In service contexts, customers’ value-generating processes and the process
where the service is created (which is normally called the ‘service production and delivery process’)
take place to a large extent simultancously. Physical products are first produced and only after-
wards consumed or used by customers and create value for them in those consumption or usage
processes.

Customers are looking for solutions or packages which they can use so that value is created for
them. Consequently, firms should provide customers with solutions consisting of all the components
required to function in a value-creating way in customers’ everyday lives or everyday activities.
These daily activities, where customers are looking for external support by, for example, a service
provider, can be called customers’ value-generating processes. Such everyday activities are as much a
household’s cleaning process as a paper mill’s manufacturing process. A high-quality production
machine does not help a customer create value unless maintenance and repair tasks are taken care of
in a skilful and timely manner, and a delicious restaurant meal does not create value in a customer’s
lunch break process if it is served too slowly.

This discussion leads to the following conclusion: customers do not look for goods or services
per se; they look for solutions that serve their own value-generating processes. To take this one
step further, whatever customers buy should function as a service for them. Sometimes this service
requirement can be offset by a low price. Sometimes it can be offset by imaginary factors surrounding
the physical product or service; for example, when consumers — because of the brand name — choose
button-fly jeans over jeans with zippers, which are much easier to use. Sometimes a technologically
advanced core solution is preferred, although it may be difficult or expensive to use. When firms
choose a strategic perspective they should carefully analyse their customers’ everyday activities and
value-generating processes and know what their customers are doing. Generally speaking, customers
always benefit from firms that consider a service perspective; however, for various reasons, this is
not always the case.






THE SERVICE AND RELATIONSHIP IMPERATIVE: MANAGING IN SERVICE COMPETITION

Taking a price perspective means that the firm considers a continuously low price to be the major
means of competition. If a sustainable cost advantage can be achieved and maintained, this is a
possible perspective to take. The firm may still obtain an acceptable profit margin so that it can
invest in its future. However, if the cost advantage is lost, a strategic approach based on a price
perspective becomes dangerous. Prices are pressed further down by the competition, and the firm
loses its chance to develop for the future.

An image perspective will make the firm use predominantly means of marketing communications
to create imaginary values in addition to the value of the core product. For some types of goods
and services — for example, fashion products such as designer clothes and perfumes, some consumer
packaged goods such as soft drinks and some services such as fast-food restaurants — an image approach
has been effective. Such a strategic approach requires there to be an attractive and functioning
core product as a starting point. The package also easily becomes very dependent on the imaginary
extras created by the firm’s marketing strategy. If the firm stops reinforcing them, the oftering may
eventually deteriorate to just another physical product or service in the marketplace. Therefore,
pursuing a strategy based on an image perspective demands continuous heavy investment in marketing
communication. If the firm cannot afford this, the product (consisting of a core physical good or
service and a weakening support) will lose its attractiveness and competitors who can continue to
invest extensively in marketing communication will take over.

A service perspective means that the role of service components in customer relationships is seen as
strategic. The core solution, whether a physical good or a service, has to be good enough to provide
a competitive advantage, but this is not enough for success in the marketplace, or in the electronic
or mobile marketspace. What creates a sustainable competitive advantage is the development of
every element of the customer relationship, including all types of services discussed in the previous
section, into one overall package. The driving force is the service perspective, according to which
customers are served with goods and services of a core solution, additional separately billable
services and other non-billable services, such as invoicing, complaints handling, advice and personal
attention, information and other value-enhancing components. This situation can be described as
service competition.'’ This is a competitive situation where the core solution is the prerequisite for success, but
where the management of a number of services, together with the core solution, forms a total service offering and
determines whether or not the firm will be successful. This book is about how to manage an organization
and its customer relationships in service competition.

The central requirement of management in service competition is to appreciate the service per-
spective as a strategic approach and understand how to manage the firm in order to develop a
total service offering. This is called service management, and can be seen as an alternative manage-
ment approach to scientific management, geared to the demands of service competition.'' Service
management as a management focus will be discussed in detail in a subsequent chapter.

A firm can choose any one of the perspectives discussed above. Following this choice it will develop
a strategic approach which differs from the approach that would have been taken if another strategic
perspective had been adopted. Choosing one strategic perspective does not mean that aspects of the
other perspectives are not important. However, the choice of a perspective determines the way a firm
will develop resources and competencies. For example, choosing a service perspective as the main
strategy does not mean that less attention than otherwise will be paid to production technologies and
the technical quality of the core solution. On the contrary, because of strong competition in most
industries and in most markets, firms are required to develop a better core product platform for a service-
based competitive advantage. Elements from other perspectives will, however, always be geared to the
requirements of the dominating perspective. The fine-tuning of a strategic approach varies, of course,
but Table 1.2 shows in a simplified way the strategic orientation of the four strategic perspectives.



TABLE 1.2

THE SERVICE PERSPECTIVE COMPARED WITH OTHER STRATEGIC PERSPECTIVES

Characteristics of strategic perspectives

Strategic
perspective

Characteristic of a corresponding strategic approach

Service
perspective

Core product
perspective

Price
perspective

The firm takes the view that an enhanced offering is required to

support the customer’s value-generating processes, and that the
core solution (a physical product, service or combination of

goods and services) is not sufficient to differentiate the offering
from those of competitors. Physical product components, service
components, information, personal attention and other elements of
customer relationships are combined into a total service offering.
The offering is labelled a service offering, although the core
solution may be based on a physical product, because all elements
of the offering are combined to provide a value-generating service
for customers. Developing such a total service package is seen to be
of strategic importance and therefore given highest priority by
management. Hidden services, both billable and non-billable, are
considered part of this offering and supportive to the customer’s
value-creating processes. Price is considered less important for
customers than long-term costs. A firm that adopts a service
perspective will consider itself a service business.

The firm concentrates on the development of the core solution,

whether this is a physical product or a service, as the main provider
of value for the customer’s value-creating processes (the customer’s
use of solutions to create value for himself or for an organizational
user). Additional services may be considered necessary but not of
strategic importance, and therefore they have a low level of
priority. Hidden services, especially non-billable ones, are not
recognized as value-enhancing services. The firm differentiates its
package from others through providing an excellent core solution.

The firm takes the view that price is the dominating purchasing

criterion of its customers, and that being able to offer a low price is
a necessity for survival in the marketplace. Price is seen as the main
contribution to the customer’s value-creating processes. The
provision of additional services is not considered value-enhancing
and is therefore of lower priority than the capability to offer a
low-price solution. Price is considered more value-enhancing than
the long-term cost effects of a solution. The firm is differentiating
its offering by being the cheapest alternative available, or one of
the cheapest.
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TABLE 1.2
(continued)

Strategic Characteristic of a corresponding strategic approach
perspective

Image The firm differentiates its offering by creating imaginary extras
perspective (a brand image) around its core product. Such extras are mainly
created in the minds of customers by advertising and marketing
communication. The core solution is seen as a starting point for the
development of customer value, but the brand image that is
created by marketing is considered to be the major contribution to
the customer’s value-creating processes.

A CUSTOMER RELATIONSHIP PERSPECTIVE

Services are inherently relational. A service encounter, where a customer, for example, is a restau-
rant guest or makes a telephone call, is a process. In this process the service provider is always
present, interacting with the customer on a broad base, as in a restaurant, or providing the process
infrastructure, as a telephone operator does. Even a single encounter includes elements by which
a relationship between the service provider and the customer can be built. If several encounters
follow each other in a continuous or discrete fashion, and if both parties want it, a relationship may
emerge. If a customer feels that there is something special and valuable in his contacts with a given
firm, a relationship may develop. Perceived relationships are not enough to make customers loyal,
but they are a central part of loyalty, and loyal customers are normally, but not always,'? profitable
customers. Hence, at least as a ground rule, managing relationships with customers is a profitable
approach for service firms and manufacturers providing services as part of their package.

Relationship marketing has emerged, or rather re-emerged, as a marketing paradigm.'* Marketing
and management based on customer relationships is seen as an alternative to focusing on transactions
or exchanges of goods and services for money. Firms choosing a service perspective as their strategic
approach almost inevitably have to focus on relationships with their customers and other stakeholders,
such as suppliers, distributors, financial institutions and shareholders. Thus, understanding relationship
marketing or marketing based on customer relationships becomes a necessity for understanding how to manage
a firm in service competition. Hence, the approach to managing in service competition taken in this
book is geared towards a customer relationship-based view as a dominating marketing perspective.
In the next chapter this approach will be discussed in detail.

THE IMPORTANCE OF INTELLECTUAL CAPITAL

Ever since the interest in service marketing research started to grow more than two decades ago,
everyone, academics and practitioners alike, has claimed that employees form the most important
resource of a firm. Without knowledgeable, skilful, motivated people committed to good service
the firm will not perform well. In spite of this, in reality employees have been treated as before; that
is, as a cost that can and should be eliminated as soon as possible. By and large, the declaration of
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the critical importance of employees has remained lip service. And as Reichheld observes, during
the previous decade the high turnover of employees, due to downsizing and sometimes forced early
retirement, has had a negative effect on the intellectual capital of firms."

Intellectual capital can be defined, for example, as all the assets of a firm except those in the
balance sheet, or the total value of a firm minus its book value.'> Most of this capital is due to people:
managers, supervisors and other employees throughout an organization, as well as network partners
and customers in consumer as well as business-to-business markets. The new, more comprehensive
ways of taking into account the assets of a firm'® have clearly pinpointed the long-term value of
intellectual capital as at least an equally important determinant of success as short-term financial
capital.'” However, as the long-term success of a firm eventually is dependent on its financial
performance, the intellectual capital has to be managed so that it is turned into economic results.
As Gummesson says, ‘the issue is to recognize the long-term importance of intellectual capital
for the generation of financial capital, and to gradually convert intellectual capital into financial
capital’."®

Intellectual capital can be divided into individual and structural capital.' Individual capital con-
sists of employees, network partners and customers with their individual knowledge, behaviour
and network of relationships. Structural capital is part of company culture that can be retrieved
and used by a newly appointed employee. It is embedded in the corporate culture and thus
transferable to new people, employees, network partners and customers alike. Individual capital is
destroyed when a person leaves a firm, whereas the structural capital stays and can be utilized in the
future.

For service providers, as for any type of organization, it is critical to keep the individual intellectual
capital on a managerial as well as on an operational level, or to transfer as much of it as possible to
structural capital. Some can be stored in databases, but a substantial part of it cannot be secured when
an employee or a customer leaves. A vital part of the intellectual capital is of course knowledge,
which can be either migratory or embedded knowledge® Embedded knowledge is part of structural
capital. Knowledge, not pure information, that can be found in databases and put to use by almost
anyone, is an example of such knowledge. Embedded knowledge is also stored in images and brands
as well as in strong relationships with network partners and customers, which are not dependent on
a given employee. The more embedded knowledge there is, the better off the firm is. The more
migratory knowledge there is, the more vulnerable the firm is to employee turnover, because when
employees leave this kind of knowledge migrates with them.

In conclusion, employees on a managerial as well as on an operational level are critical to the
success of service providers, as they are to any firm. Keeping skilful, motivated and committed
employees is of vital importance. However, knowledgeable and demanding customers and network partners
are also a valuable asset that has to be treasured. They not only, as customers, bring the service provider
business and, as network partners, make it possible to provide customers with competitive solutions,
but they also support the development of new ideas, service concepts, solutions, technologies and
operational systems by sharing their requirements, visions and knowledge, and simply by being
demanding.

SHAREHOLDER VALUE AND THE SERVICE AND
RELATIONSHIP PERSPECTIVE

As a ground rule the service perspective requires a relationship approach. Value is created for
customers in long-term customer relationships. In a going-concern situation, where the firm is well
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managed and customers are provided with the quality and value they are looking for, profits should
be continuously accumulating, and the firm can be expected to produce value for its owners and
shareholders on a continuous basis. However, when times are turbulent and strategic or other changes
have to be made, it may take time before customer relationships have been developed so that the
results in terms of profits and shareholder value are seen to rise. In situations like this, shareholders
and owners have to be patient. Shareholders who are looking for quick growth in volume and
profit prioritize short-term sales over the development of long-term relationships. The long-term
relationships with customers and partnerships with suppliers, distributors and other network partners
that may be needed, cannot be established in a sustainable way if the firm has shareholders who are
reacting on quarterly results and, in so doing, make management focus on short-term value-creating
decisions.*!

In the final analysis, shareholder value comes from a profitable customer base, not from the
stock exchange. However, many investors are blinded by the opportunity of making short-term
profits, without realizing that this probably damages the firm’s chances of making money in the long
term. Therefore, the firm also has to manage its relationships with shareholders, and with financial
institutions and stock analysts who advise shareholders on investment decisions. The firm should,
if possible, deliberately look for responsible shareholders who are committed to long-term growth
and profit. Long-term shareholders are a critical asset for firms that want to develop their capability
to cope with service competition and manage customer relationships successfully.??

Managing relationships with shareholders may be as critical to long-term success, and some-
times more critical, as the management of relationships with customers, employees and other
network partners. According to Reichheld, US firms lose half of their investors and owners in
just one year, they lose half of their customers in five years and half of their employees in four
years.”> At least as far as shareholders and customers are concerned, the situation may be similar
in Europe and Australasia. As one option, Reichheld even suggests that firms should withdraw
from the stock market and become private companies.?* Indeed, there are examples of large
and successful firms that have chosen this option. Ingvar Kamprad, the founder and president of
the IKEA furniture chain operating in a large number of countries, has said that he could not
think of introducing his firm on the stock market with investors crying out for short-term prof-
its when his goal is to develop a growing and sustainable business.® It could not be said in a
clearer way.

THE LOGIC OF SERVICE COMPETITION

Service competition is nothing new. Service firms such as banks, hotels, restaurants and transportation
firms have always faced the situation where competing with services is critical to success. They
have not always realized what this requires of them, and therefore, for example, may have fallen
into a price trap or over-emphasized marketing communication. However, firms in more and
more industries, regardless of whether they are traditionally categorized as service or manufacturing
industries, now find themselves in a situation where the core product only offers a starting point for
the development of a competing advantage, but does not guarantee a competitive advantage any
more. In such a situation a service perspective offers an approach to the strategic reorientation of
the firm. The development of the core product into a service oftering, including value-enhancing
billable and non-billable service components, may make the firm competitive again. Service competition
has become a reality for most firms. Without adopting a service logic such firms will be in trouble.
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