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Abstract
We investigate two ways to increase sales and customer loyalty by taking advantage of astore’'s
installed base of current customers. We propose a classification of products into two types.
Products of Type 1 are products for which consumers have aloyalty to a specific retailer and as
far as possible aways shop that retailer for these products. The other products (Type 2) are not
associated with any retailer and are bought at whichever retailer consumers happen to shop when
they plan or remember to buy the product. With thisin mind, we test the potential of two
marketing tools to help retailers increase their share of sales of the Type 2 segment. Using a
category destination program we show that one can successfully transform Type 2 into Type 1
products. Using cross-merchandising promotions, we show that one can increase the sales of
Type 2 products thereby getting a larger share of discretionary purchases than what one would
receive from a straight random allocation. Both series of tests yielded significant increasesin
sales and profits and were deemed successful by the retailers who implemented them.
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Exploiting the Installed Base Using

Cross-Merchandising and Category Destination Programs

Food retailersin the U.S. and Europe face a hostile environment characterized by slow
population growth and excess retail capacity. And as alternative store formats such as mass
merchant discounters (Wal-Mart), warehouse club operations (Price Club/Costco), and category
Killer specidists (PetSmart, Toys’R Us) continue to carve off lines of business traditionally
dominated by grocery stores, the competitive climate intensifies. The question then becomes
whether and how food retailers can profitably grow their sales. The solution, if there is one, must
come from better exploiting the only two strategic resources available to any retaler: (a) timely
and detailed sales data; and (b) unique geographic locations.

Most retailers attempt to profitably grow sales by pursuing some combination of two
generic merchandising tactics: (a) build traffic; and (b) exploit the existing installed customer
base. With traffic building, the retailer attempts to grow store sales at arapid rate while pursing
cost containment. Aggressive loss leader pricing is often employed to bring consumers into the
store and fuel a favorable price/value image that can be leveraged when opening new stores that
steal shares from existing competition. In the U.S. the Home Depot home improvement chain
currently is successfully using this formulato open new stores at a fast enough to compensate for
the diminishing sales rate increases generated by their portfolio of older (> 5 years) store
locations. The chain is projected to grow their sales at a 25%/annum rate through the end of the
century. In recent years food retailers have begun offering costly non-grocery services such as
branch banking, video rental, pharmacy, and even daycare to bring more customers into their

establishments. The mgor rationale for Wal-Mart’ s supercenter concept (grocery and general



merchandise under the same roof) isto exploit of the higher frequency of food shopping as a
means for generating additional weekly traffic for the higher margin, non-grocery side of the
business.

Retailers who pursue the second tactic attempt to sell more merchandise to existing
customers who are already shopping their stores through a variety of merchandising ploys
designed to grab more of the consumers weekly discretionary spending. For example, many
retailers have recently installed frequent shopper programs that give consumers incentives for
increasing their loyalty (share of purchases) to that particular chain. In addition most Hi-Lo
retailers offer a massive number (>1500 items/week) of shallow temporary price discounts that
are unadvertised and therefore can only be bought by customers who have already come into the
store. A comprehensive store brand program also allows retailers to exploit the installed base by
inexpensively positioning their own higher margin brands next to heavily advertised traffic
building national brands (Dhar and Hoch 1996a).

Although many retailing principles work in all format types, food retailing is uniquein
that it involves the purchase of hundreds of mundane, everyday items that must constantly be
replenished. Therefore, for most consumers the frequency of food shopping is high each and
every week. Given the large number of weekly shopping trips, akey to a successful retail format
isrepeated store visits. Every grocery purchase starts with a store visit. A retailer cannot sell
products to consumers who do not visit their stores. A store visit, however, isanecessary but not
sufficient condition for purchase. While visiting a store, consumers might fail to purchase a

needed product for a variety of reasons. They might have habituated to purchasing the product at



acompetitor’s store, find the price in the current store too high, or they might simply not
remember the need to buy the product and |eave the store without it.

Recent research on store choice (Coca-Cola Retailing Research Council 1994) shows that
customer loyalty islow. Although typical shoppers visit supermarkets 2.2 times aweek, they
will visit their regular supermarkets only 0.6 times aweek. This means that an average consumer
shops at three to four different supermarket chains on aregular basis, afinding consistent with
the work of Ehrenberg and colleagues (Kau and Ehrenberg 1984, Uncles and Ehrenberg 1990).
They have documented the very high levels of penetration (>1 visits) achieved by competitive
retailers over the period of ayear. Frisbie (1980) showed that households make an average of
two filler trips per week (defined as any trip where spending amounted to less than 20% of the
weekly average) to food stores above and beyond their major shopping trips. Kahn and
Schmittlein (1989) distinguished quick from regular trips and uncovered two shopper segments:
quicks, the 34% of shoppers who on average make two quick and one regular trips per week; and
regulars, the 66% of shoppers that make one regular trip per week and one quick trip every other
week.

This evidence suggests that not only do households make quite afew shopping trips to
food stores each week, they aso frequent alarge portfolio of different stores. Itisawell-
accepted fact that most grocery related buying decisions are made once the consumer is already
in the store. Surveys of supermarket shopping behavior (Dagnoli 1987; POPAI 1994) have
found that only one third of the purchases are specifically planned before entering the store.

Park, lyer, and Smith (1989) studied buying behavior when consumers shopped at an unfamiliar

store location (though the same chain) than they normally shopped. They found that the level of



unplanned purchasing more than doubled, suggesting a preponderance of bottom-up processing
of in-store merchandising activity. Bucklin and Lattin (1991) found a significant improvement in
thefit of their purchase incidence, brand choice model when they explicitly recognized that
consumers could visit a store and be either in avery “planned” or “opportunistic” state.
Consumers make most in-store decisions very quickly, after minimal search (Hoyer 1984) and
price comparison (Dickson and Sawyer 1990). Analogousto Bucklin and Lattin’s (1991) two-
state planner-opportunist model, we find it worthwhile to divide shopping baskets (see Figure 1)
in two classes of products: (1) products that

are associated with a particular store (e.g., |

Typel Type 2
buy my fresh fruit and vegetables at —— —l—

. . Store A Random allocation
Dominick’sand diapers at Toys'R Us); \ Meat b | on shopping
and (2) all other products that are not \ stt_ori B trips:

Ine, beer
P(A) =#of tripto A
associated with any particular store and are \ Store C ) g
Produce p
randomly bought in each store in direct \ Store D gztrﬁ?;rhaﬁggurey peteroent
Specialty food
proportion to the number of store visits

(i.e., I buy shampoo in whichever store | am O
or plan to go to when | remember that | Figure 1 Typical Shopping Basket
need shampoo).

With this categorization in mind, retailers can try to increase their salesin two ways.
They can try to convert type 2 products into type 1 products. Alternatively, they can work to
increase the probability of purchase of type 2 products above the straight random allocation

procedure. Ehrenberg’ s work applying the NBD-Direchlet model to both store and brand choice



data suggest that in steady-state all products are of type 2 and that neither of the above tactics
will work, at least in the long-run. In equilibrium, Ehrenberg may well be right, but we think of
marketing as responsible for helping firms adapt to a continually evolving set of disequilibria.
With thisin mind we believe that the above objectives can be reached using a variety of
marketing tools including advertising, price promotion, special displays, etc. In this paper, we
investigate the potential of two marketing techniques to achieve these goals. First we test the
effectiveness of category destination programs as a way to convert type 2 products into type 1.
Second, we test the ability of cross-merchandising techniquesto alter consumers' in-store
behavior and thus increase the probability that a product is bought given that the consumer is
dready in the store (i.e., increase aretailer’ s share of type 2 products).

The tests we implemented focused on general merchandise and health and beauty care
products (GM/HBC). We selected these categories because they are an underdevel oped area of
today’ s supermarkets. While supermarkets represent more than 70% of all food and dry grocery
sales, they have only 20% of the GM sales. According to Nielsen, supermarkets share of HBC
went from 37% in 1986 to 34% in 1993, while mass merchandisers enjoyed a steady growth from
18% to 26%. From preliminary analysis conducted on the customer filesfrom aU.S. east coast
grocery chain, we found that about 75% of shopping trips were made without a purchase in the
GM/HBC categories. Y et when consumers did actually purchase GM/HBC products, they spent
an additional $5 to $6, increasing their check-out bill by almost 25%. Hence, GM/HBC isan
area of the store with much potential for increased discretionary purchases if more of the

consumers who walk in the front door can be encouraged to visit this low traffic area. The



situation is analogous to the problem faced by a small store tucked in aremote corner of a
sprawling suburban mall or the top floor of a multistoried department store.

The next two sections of this paper will describe the two studies, starting with the
category destination program, then going on to the cross-merchandising experiments. The last

section of this paper pullstogether manageria implications of the two studies.

Category Destination Programs

Category destination programs are one of many different types of continuity programs.
Continuity programs such as an airline' s Frequent Flyer club or Subway’ s “Buy 10 subs and get
the 11" free” are designed to increase loyalty by rewarding repeat purchases. They create
artificial switching costs through the rewarding of cumulative purchases rather than current
purchases (Banerjee and Summers 1987). The consumers who want to benefit from these
programs are locking themselves into purchasing from a single source since switching to another
source would imply losing the benefits accumulated through past actions.

Category destination programs and continuity programs are similar in that they both try to
motivate customers to return to the same chain multiple times during a specified time period.
They are different however in two aspects. First, category destination programs only reward
purchases made in a specific group of related categories (e.g., ahosiery card at an upscale
department store or a photo finishing rebate program). Most of the frequent shopper programs
offered by food retailers provide incentives on all categories sold in the store, whereas the
category destination program has a more focused identity borrowed from the categories

themselves. Second, they typically have either areal or apparent membership element. These



two characteristics are aimed at creating in the mind of the consumers a direct link between the
program category and the retailer, thereby transforming the destination category from atype 2
into atype 1 category for that retailer.
Program Design

Category destination programs encourage customers to shop a given retailer for a specific
group of products. These programs are particularly aimed at customers who are already shopping
the store, but are only casual shoppers of the target categories. The best destination categories
will be ones that exhibit higher consumer involvement, dollar expenditure, and purchase
frequency because identity creation will be easier. One group of categories which meets these
requirementsis baby products.

Baby related products are an ideal vehicle for a category destination program for a
number of reasons. First, households with newborns have annual expenditures on baby related
groceries (disposable diapers, formula, baby food, wipes, and baby accessories) ranging from

$1,500 to $2,500 (Parents Magazine, Mar. 1994). Second, a newborn increases the frequency of

shopping tripsin most families. Third, when asked what is most important to them in their
shopping experience, new parents are unanimous. combining grocery and baby needs into a one-
stop shopping trip. Moreover, families with infants are less likely to have well-established
shopping patterns, both because of their age and the fact that they are less likely to have resided
at their address for long periods of time. Fourth, the customers who purchase the most baby care

products are more affluent and educated than the general population (Supermarket Business, Dec.

1994). And fifth, the beginning of this decade has seen the highest number of births since the
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baby boom that followed World War Il (Supermarket Business, Apr. 1995). All considered, the

baby care market is very significant to food retailers.

With these pointsin mind, we CHECKOUT COUPON  CHECKOUT COUPON  CHECKOUT COUP
COLLECT AND SAVE EARN “BABY BUCKS”
FOR EVERY BABY | TEM PURCHASED
AT ABCO FOODS
HAVE EARNED BETVEEN NOW AND FEB. 1, 1995

designed a category destination program $.53:98 IN"BABY, BUCKS' B e
“BABY BUCKS"

A $10 ABCO FOODS AND RECEIVE A $10 ABCO FOODS

G FT_CERTI FI CATE G FT CERTI FI CATE
W LL BE | SSUED FOR

that would be simple enough for the BAcH $160 c TRamy Blke: SALES TAX NOT APPLI CABLE

ABCO FOODS.
NOT REDEEMABLE FOR CASH

retailer to administer, and yet would be CHECKOUT COUPON  CHECKOUT COUPON  CHECKOUT COUP
Figure 2: Catalina Coupon

rewarding enough to attract consumers.
Most of the program administration work was done by the Catalina Marketing Checkout
Coupon® system. Customers earned one “Baby Buck” for every dollar spent on baby related
products. When a customer went through the checkout lines, the Catalina system totaled
expenditures (before tax) on baby products and printed a coupon for that customer with the
amount of “Baby Bucks’ earned during that transaction (see Figure 2). When customers
collected 100 Baby Bucks, they could redeem them for a $10 gift certificate valid toward
purchase of any merchandise in the store. Thisreward structureis strictly linear. Customers who
double their purchases will also double the amount of “Baby Bucks’ they earn. There was no
need to use amore traditional convex reward structure (Klemperer and Png 1986) since our
program was the only one of itskind in the test market area.

The program ran for six months (August 1, 1994 to January 31, 1995) at all 70 locations
of ABCO Markets Inc. in Phoenix and Tucson, Arizona. Awareness for the program was
generated by piggybacking onto existing radio and TV commercias, window banners, in-store

signs, both in-aisle overhead signs and shelf talkersin front of all qualifying baby products. The
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program was also featured in ABCO weekly circulars with the message: “ Get afree $10 gift
certificate. Join the ABCO Baby Club. See store manager for details.”
Hypotheses

If a category destination program is to be successful, it must have a significant impact on
the shopping pattern of customers at the retailer offering the program. The most significant
impact will be at the category level with some possible spillover to the rest of the store. First and
foremost, the program should increase the sales of the target categories. We will thus formulate
hypothesis 1 as:

H,:  Total salesin the destination categories will increase during the test program.

The underlying motivation of the destination program is to increase store loyalty by
transforming atype 2 category into atype 1 category. This should induce consumers to shop for
the destination category amost exclusively at the retailer offering the program, resulting in more
of their shopping trips including purchases of the target categories.

Although food retailers have a dominant share of the businessin formula and baby food
(>85%), mass merchandisers have captured a significant share of the salesin the Diapers (40%)

and baby accessories (55%) categories (Supermarket Business, Apr. 1995). Moreover, these

categories represent high ticketed items. Therefore, we expect that not only will customers shop
the target categories more often, they also will spend more on these categories during each
shopping trip. We will then formulate hypotheses 2 and 3 as.
H,:  Thenumber of transactions involving the destination categories will increase
during the test as consumers gradually shift their baby purchases to the target

retailer and newly created parents enter the market for the first time.
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H,:  Thetotal amount of money spent on baby products on each shopping trip
(conditiona on purchase) will increase during the test as consumers become more
familiar with the program.

Lastly, we can look at the impact of the program on store patronage and possible spillover
to other categories. Since the program targeted only a very specific group of products that are of
interest to only afraction of the population, households with infants who were already shopping
at ABCO Foods, we did not expect to see an increase in traffic due to the program. The lack of
an increase in traffic means that categories which are not in the program should not see a
significant spillover effect due to the program. Hence, we will formulate hypotheses 4 and 5:

H,:  Storetraffic will be unaffected by the category destination program.

H.:  The category destination program will not affect the sales of unrelated categories.
Test Results

Sales and traffic data were collected at ABCO during the 6-month test of the Baby Club
program. These data were then compared with data collected during the same time period a year
previous to account for seasonality and any trends over the time series. The use of mass media
promotion precluded us from setting up a group of control stores where the program was not
implemented. Therefore, we have a simple pre-post quasi-experimental design. To reduce
potential interpretation problems, we obtained market level information on baby categories sales
from Information Resources, Inc. and used these data to control for any population growth or
exogenous shocks such as a sudden craze for baby related items that could account for an

increase in sales.
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In terms of baby category sales, the program yielded an overall increase of 25%, with the
largest increase experienced in the baby formula category with 35%, followed by baby food
(18%) and diapers (17%), with the smallest increase in baby accessories and wipes (7%). The
sales data are displayed in Figure 3 where we have plotted ABCO dollar sales versus the rest of
the market in both the pre-period and during the test. The 25% increase obvioudly is statistically
significant, t=-7.46, p<.0001, and validates H,, but more importantly it is economically
significant as will become readily apparent when we examine the profit implications later. In
Figure 3, sales were scaled to a common index of 100 for the pre-experimental period. This
graph provides convincing evidence of the value of the program. Both ABCO and the rest of the
market have the same intercept at the start of the test, but immediately thereafter continue to
diverge throughout the period of the test. We assume that the sales effect would asymptote at
some point, but there is no evidence of peaking out by the end of six months. The two slopes are
quite different, 0.5 for the rest of the market compared to 1.96 for ABCO.

Given the weaknesses that accompany quasi-experiments, we ran a series of tests on the
market and chain level time series to ensure that the sales increase could not be attributed to
external factors. We fitted a series of models to measure market growth, seasonality and
differences in growth rates between market and chain level sales. The analysisrevealed no
significant market growth between the pre-experimental and test periods (t=0.88, p=0.38) for the
total market (ABCO plustherest of the market). However, it revealed growth within each time
period attributable to a significant amount of seasonality. We fitted this seasonality using
straight line OLS; it turned out to be statistically significant (t=3.46, p<0.001). The seasonality

adjustments are not significantly different for ABCO and for the total market area (t=0.83,
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p=0.41). Furthermore, the seasonality adjustments at the market levels are not significantly
different for the two periods (t=-0.72, p=0.48).

To validate hypotheses 2 (number of transactions) and 3 (size of transactions), we
analyzed the data collected by the Catalina system. From the beginning of the test period to the
end, the number of customers buying baby products each week steadily rose by 25% (see Figure
4). At the sametime, store traffic rose by only 5%. The per capitadollar value of each baby
transaction also rose, by 7.5% over the 6-month test period (see Figure 5). Unfortunately, we do
not have transaction data from the pre-period. But taken as awhole, the data tend to support both
hypotheses 2 and 3.

Hypothesis 4 and 5 however were disconfirmed. Store traffic during the test rose by 5%
and total grocery salesincreased by 4%. These numbers are much smaller than those associated
with the baby club; however, they are statistically different from zero, p’ s<.05.

Cost of the Baby Club Program

We have just shown that the category destination program had a positive impact on sales.
However, to be an effective marketing tool, it must be that the rewards from the program far
outstrip the costs of running it. The main cost of this program came from the redemption value
of the gift certificates. (Advertising expenditures essentially are aweekly fixed cost of doing
business; the in-store display materials cost less than $2500.) Baby product sales during the
promotion totaled more than $6 million. With each Baby Buck having a 10¢ face value ($10 gift
certificate for each $100 of purchases), the full promotional liability of the program could have
run as much as $637,250 if all consumers had redeemed 100% of their Baby Bucks. Assuming a

normal category gross profit margin of 25%, breakeven margin arithmetic (Hoch, Dreze, and
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Purk 1994) shows that sales would have

Total Baby Category Sales $6,372,501
had to increase 67% to cover the full Actua Baby Bucks Redeemed $182,650
for $10 Gift Certificate
10% promotion liability associated with (29% redemption of BB coupons)
) ) Gift Certificates Redeemed $146,120
100% redemption. Therefore, with full (80% redemption)

Cost of Goods Sold on Certificate $109,590

redemption the retailer would have lost (25% Gross Margin)

money since the 25% salesgainwasway  Table 1: Cost of Baby Club Program

below the 67% breakeven point.

In our case, however, as shown in Table 1 only 29% of the Baby Buck coupons actually
were turned in, resulting in the issuing of $182,650 worth of gift certificates. Thislow
redemption rate is probably due to multiple factors, including some consumers who did not reach
the $100 threshold and other consumers who “ spaced-out” and lost or forgot about the coupon
after the fact (Hoch 1996). Thislow redemption rate is reminiscent of Dhar and Hoch (1996b)
and further demonstrates the price discrimination advantages of coupons compared to
automatically received off-the-shelf price discounts. Further reducing the promotional liability
was the fact that only 80% of the gift certificates were eventually redeemed, lowering the liability
from $182,650 to $146,120. Finally, if we take into account that the incremental cost of goods
sold is 75% of the full retail price (100% - the 25% gross margin), the net liability ends up to be
only $109,590 (see Table 1).

As apercent of saes, the cost of the promotion was 1.72%. On the reward side, we have
a 25% increase in Baby categories sales of $1,274,500 (see Table 2), which leads to an
incremental gross profit of $318,625. Hence, we can compute the return on investment (Net

Gain/ Cost) for this promotion: 190% increase in profit. A return on investment of this
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magnitude over such a short period is quite impressive. In fact, the program was judged to be

such a success by ABCO that it was reinstated shortly after the results were made available.

One of the reasons why the

Increase in Baby Sales $1,274,500
program was successful is that it managed Due to the Program

Gross Profits on Incremental Sales  $318,625
to keep the costs down. In the mind of (25% Gross Margin)

Cost of Promotion $109,590

many consumers, the program was
Net Gain on Baby Categories $209,035

equivalent to 10% off all baby purchases. Table 2: Rewards from the Baby Club Program

In reality the program cost ABCO less

than 2% of sales. The reasons behind thisare simple. First, consumers were rewarded only
when their expenditures on baby products reach a multiple of $100. This means that casual and
transient shoppers were not rewarded. Second, in order to benefit from the promotion,
consumers needed not only to collect the baby bucks, but also redeem the gift certificates. Third,

the gift certificates were good only for the purchase of new merchandise at ABCO, hence their

cost to the retailer was only 75 cents on the dollar.

Taking Advantage of Existing Traffic

With the Baby Club, we worked on increasing the sales of a category that represented a
high involvement, high volume, frequent purchase for consumersin the target group. The same
technique would probably not work for low involvement, long purchase cycle, or small priced
items. Who would join the Shoe Polish Club? For these “smaller” categories we tried another
approach: cross-merchandising. The basic idea behind cross-merchandising was to take

advantage of the fact that customers are already visiting the store, and induce them to shop a part
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of the store they might not normally think about shopping. We attempted to do so by re-routing
traffic from a Draw category to a Target category. A draw category is defined as a category that
enjoys more foot traffic than the target category. Re-routing was accomplished by running a
promotion on the target item and cross-referencing that promotion with the purchase of the draw
item. For instance, we might promote bar soap (target) and tie-in the promotion with the
purchase of bath tissue (draw). Next to the bath tissue product, we display a sign mentioning that
thereisaspecia dea on soap when one buys the bath tissue. The sign also would appear next to

the soap products.

Program Design

We tested four levels of re-routing: Control, Traditional, In-Aisle, and Traffic Building
(see Table 3). The control situation is used as a base line for the other conditions, and is a case
where no re-routing takes place. The promotion on the target item is not linked to any other
products. In the traditional case, the draw and the target items belong to complementary
categories. Thisisasimple case where we are saying to the consumers: “Why don’t you buy a
toothbrush along with that toothpaste?’ The in-aisle setup requires a bit more effort on the part
of the consumers. In this case, we link two items that reside in the same aisle, but belong to
different non-complementary categories. We might for instance cross-promote toothbrushes with
shampoo. The last level of re-routing, traffic building, links two categories which are not only
unrelated, but also are located far from each other in the store. Here, the draw item might be

disposable diapers, and its associated target item toothbrushes or laundry baskets.
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Test Draw Target Re-routing
Control None Toothbrush ~ None
Traditional Toothpaste  Toothbrush ~ Within Category
In-Aisle Shampoo Toothbrush ~ Within Aisle
Traffic Building Diapers Toothbrush ~ Across Store

Table 3: Levelsof re-routing

To test our re-routing concept, we ran experiments in seven different supermarket chains.
These retailers were geographically dispersed across the U.S. and Canada. Each retailer was
asked to run five tests. However, for implementation reasons atotal of only 29 tests were
successfully carried out. When possible, each test involved 40 stores (10 for each condition) and
ran for one week. The promotion was always advertised next to both the draw and the target
items, and required the redemption of a coupon (see Figure 6) when purchasing the goods. We
used coupons as avehicle for our promotions for two reasons. First, coupons lower the cost of a
promotion by discriminating between consumers who are aware of the promotion and those who
are not (Dhar and Hoch 1996b). Second, coupons act as a constant reminder that the consumers
are taking advantage of a promotion, and in the case of the cross-promotion, that they should not
forget to pick the second product. We should point out, however, that these types of cross-
merchandising efforts could easily be run as — em o e e o o o oy

coupon-less promotionsiif the retailer has a | : A" Vf '- 3 O¢ |

sophisticated enough point-of-purchase

h | stuation. th ON JERGENS SOAP
system. In the control situation, t ecoupon BATH OR PERSONAL SIZE I
I when you purchase Close-Up foothpaste
could be used with the target item only regular, tartar or gel, 100 ml. |
I Limit one pkg. per coupon. Limit one coupon per customer.
Coupon valid until Monday, May 9, 1994 at Loblaws & SuperCenters I

(there was no draw item). In the other e e = e o e e o = = e
Figure 6: Cross-Merchandising Coupon
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cases, the coupon could only be used when

Bath Tissues Envelopes
purchasing both the draw and the target Batteries Facial Tissues
Candles Frames & Posters
products. The draw and target items were Crayola Kitchenware
Diapers Laundry Detergents
selected from 20 different categories (see Film Light Bulbs
Flour Rubbermaid
Table 4), thetarget item alwaysresidinginthe ~ Ora Care Soap
Shampoo & Cond.  Soup
GM/HBC aides. TennisBalls Vitamins

Hypotheses Table 4. Cross Merchandising Categories

We expected al three test conditionsto display a bigger promotion lift (the difference
between promoted and regular sales) on the target item than the control condition. Furthermore,
since the traffic building condition attempts to re-route customers from outside the target aisle,
we expected that condition to have the largest impact on sales. We formulate hypothesis 6 and 7
as:

He:  Theincreasein sales due to the promotion will be greater in the test conditions

than in the Control condition.

H,:  Theincreasein promotion lift will be largest for the traffic building condition.

The main purpose of the promotion, however, was not just to increase the sales of the
target brand, but rather to develop the sales of the target category and the aisle in which the target
category resides. Aswe have previously mentioned, it isworth five to six dollars to make a
consumer peruse the GM/HBC aisles. Since the traditional and in-aisle conditions are only
apparent to shoppers who are already in the GM/HBC aisles, we expect these conditions to

increase category and aisle salesto alesser extent than the traffic building condition. We still do
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expect them to increase sales because they are slowing down the shopping process and cause
consumers to spend more time in the GM/HBC aisles, and actually search for products.

Hg:  All threetest conditions will increase the sales of the target category. The traffic

building condition will increase sales the most.

Hy:  All three test conditions will increase the sales of the target aisle. The traffic

building condition will increase sales the most.
Experimental Results

The data collected during the tests was analyzed using a double control analysis (Dréze
1995) where sales during the test period are compared to both the control condition and to a base
line period of six months prior to thetest. This method alows us to control for seasonality, store
Size, competitive promotions and other confounding effects. Changesin sales between the test
and the baseline periods were calculated using a repeated measure analysis of variance
framework.

The analysis was performed at three levels: target item, target category, and rest of aisle.
Change in sales of the target item is straight forward. Target category sales were calculated as
total category sales minus target item sales. Rest of aisle salesrefer to sales of al itemsresiding
in the same aisle as the target category, but not including the target category. If the draw
category resides in the same aisle as the target category (traditional and in-aisle conditions), it is
not considered as part of the rest of aisle category. The results reported here have been
aggregated across al 29 experiments and are reported using the Control as the baseline condition

with an index of 0.
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In terms of changesin sales at the target item level (Hypothesis 6 and 7), the promotions
run in the control storesincreased sales by 80%. The traffic building condition further increased
the sales of the target item by 15% (see Table 5 for summary numbers and significance level).
The traditional and in-aisle condition however did not significantly increase sales above the

control level. We thus find support for hypothesis 7, but only partial support for hypothesis 6.

Changein Target Changein Target Changein Rest

Condition ltem Sales' Category Sales of Aisle Sales
Traditional +1%" +7% +4%'
In-Aisle +0%' +6% +2%
Traffic Building +15%" +10%" +6%

Table 5. Changesin Sales due to the tests

As expected, al three test conditions had a positive impact on target category sales. The
increase was the largest for the traffic building condition (10%). The traditional and in-aisle
condition increased sales by roughly the same amount with 7% and 6% increase respectively.
Therest of the target aisle’ s sales followed a similar pattern with an increase in sales of 6% in the
traffic building condition, and 4% and 2% for the traditional and in-aisle conditions. We thus

find validation for hypotheses 8 and 9.

70
60
Even though couponswereonly atool  sg

. . 40
in our experiments, we can learn from the 20
redemption pattern across the various test 20

10
conditions (see Figure 7). We will define 0

Control Traditional In-Aisle Traffic
Building

Coupon Redemption

redemption rate as the percentage of target

Figure 7: Coupon Redemption
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sales that were bought with a coupon. Aswe can see, the redemption rates are lower for the test
conditions (average 34%) than for the Control (59%). This can be readily explained by the fact
that the Control transaction was easier to complete than the Test ones (one product to purchase
versus two). One can aso observe that the traffic building redemption rate is amost identical to
the traditional one (38% vs. 41%). Thisisagood sign for our experiments. It means that
consumers are capable of successfully carrying through a transaction that involves two unrelated

categories located halfway across the store from each other.

Conclusion

We started this paper by highlighting some of the challenges facing traditional food
retailers. Customer loyalty in the ninetiesislow. Customers shop often, but they shop awide
variety of outlets without clear preferences for one or another. Rather than being discouraged by
these facts, we saw in them an opportunity to experiment with some relatively novel
merchandising tactics. cross-promotions and category destination programs. As a prelude to our
experiments, we classified products into two types (recall Figure 1). Type 1 products are
products that consumers always purchase at the same store. Type 2 products for which
consumers do not have a preferred store, and buy them at whichever store they are when they
intend or remember to purchase the product. With this dichotomy in mind, we tested two
possible strategies to increase customer loyalty and category sales. Thefirst possible strategy is
to transform a Type 2 product into a Type 1. Thiswas tested using a category destination

program (Baby Club). The second strategy is to increase the probability of purchase of a Type 2
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product above a simple random allocation. This second strategy was tested using cross-
merchandising promotions.

Both tests proved to be very successful. The Baby Club increased sales in the baby
related categories by 25%. It also benefitted other parts of the store by increasing foot traffic by
5% and grocery sales by 4%. The program was so popular that it was reinstated shortly after the
test was concluded. The cross-merchandising tests showed that it is possible to take advantage of
foot traffic and increase sales in under-visited areas of astore. Thiswas done by re-routing
customers from high traffic categoriesto low traffic ones through the linking of the two
categoriesin ajoint promotion. Our tests showed that the two categories need not be
complementary or even related. In fact the best results were obtained when the two categories
were unrelated because in this case the unrelated draw category generated the most traffic due to
its high frequency and volume of purchase.

With these two techniques, we were able to transform the shopping basket of Figure 1
into the one of Figure 8. In this new shopping basket, the baby related products are bought from

asingleretailer (A, the one offering the

Baby Club program). At the sametime, Type 1
~
using cross promotions, the retailer is also Store A Baby | Cross-
Meat Products | Promotions
capable of increasing the probability that \ St_ore B Randorm allocation T
. _ Wine, Beer based on shopping Yy
customers make their discretionary Store C trips: p
Produce e
purchases in the GM/HBC aislesin his Store D P(A)=#oltripto A
Specialty food # of trips 2
stores. One can look at these two &
techniques as being to different forms of Q

Figure 8: New Shopping Basket
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product bundling. The cross promotions we have used are a clear example of mixed-leader
bundling (Guiltinan 1987) where one receives a special bonus on the target item when one buys
the draw item too. The baby Club can be viewed as a special case of mixed-joint bundle where
one receives the incentives after buying a bundle of baby related products that amount to $100.
Thisisaspecia case of bundling in two respects. First, the content of the bundle is determined
by the consumer and not the retailer. Second, the bundling can take place over multiple store
visits.

Of course we might wonder what would happen if everybody had a Baby Club and
everybody used cross-merchandising? One could argue that if everybody were to have the same
category destination program and used the same cross-promotions, we would be back to square
one, with no increase in sales, but sharp increasesin costs. The evidence provided by the
literature on switching costs (see Klemperer, 1995, for a comprehensive review) suggests,
however, that the situation would not be this dramatic. Indeed, in a market where competitors
are capable of inducing switching costs (e.g., with the “Baby Club”), they are able to raise their
prices due to a decrease in competition between firms, and a decrease in price sensitivity on the
consumer side. Thisincrease in prices compensates for the decrease in revenue generated by the
coupons.

We see the retailing world as a dynamic environment where retailers have to continuously
re-evaluate their strategies, testing new ideas, eliminating worn out strategies, and revising those
that work in the face of competitive reaction. Indeed, to build customer loyalty and maintain a
sufficient customer base, retailers constantly have to re-invent themselves and devise better ways

to fulfill consumers needs as a means of extracting consumer surplus. They haveto differentiate
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themselves from their competition in order to give their customers a reason to come back at their

stores.
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Figure 3. Baby Category Sales
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Figure 4: Number of Baby shopping trips
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Figure 5: Amount spend on baby products per transaction
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1.

2.

Indexed to Control condition

T Not statistically significant
*  Significant at p=0.05 level
** Significant at p=0.01 level
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