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Introduction--Signals and Signaling

The phenomenon of signaling can be seen everywhere.    Demographics provide a signal to health and auto insurers. Grades and test scores act as signals for college admission boards for what is not known until after admission.  Doctors make diagnosis based upon symptoms as signals of possible illnesses. Employers hire workers based upon such signals as education, job experience, and references because the individual applicant's productive capabilities are often difficult to determine before hiring. Demographics and credit information act as signals for banks in determining whether or not to make loans or provide credit cards to applicants. In the absence of the amount-of-education signal (or the creditworthiness signal), the employer (bank) would be  deterred from distinguishing among individuals on the basis of their likely productivity levels which would then lead to market inefficiencies.  It is in the interest of all parties to follow signaling strategies that eliminate the potential for inefficiency and misunderstandings.


Signals are present in many business disciplines. In finance, applicants with high-quality projects signal by accepting larger loans.   Market signals appear in advertising (higher advertising expenditures signal high quality products since products with high quality sell in higher quantities and high quantities allow advertising expenditures to be spread across more units)  and pricing theory-- higher prices signal high quality goods since if consumers are willing to buy the product at that price, the product must be worth the price asked. Marketing signals are bits of information sent (or provided by) one firm to other firms in an industry; In a general sense, then, marketing signals constitute data from which a firm can draw inferences about its competitors’ behaviors.  

     Marketing Signals

A marketing signal is a marketing activity that provides information beyond the activity itself  and  which   reveals insights into the unobservable, the message within the message.  

A signaling  activity could be a price reduction, a new marketing campaign, or the building of a new plant. The signal could indicate the intent of the firm to pursue an aggressive strategy of market penetration or to enter into another market segment. A marketing signal alerts competitors to those features of a marketing activity which communicates the  firm's  direct or indirect  indication of its intentions, motives or commitments to either competitors, suppliers, or customers. Marketing signals possess information content. They also can convey information concerning the product quality, reputation or intentions of competitors. Competitive market signals are announcements or previews of potential actions intended to convey information or to gain information from competitors.

*
  *   * *


Before an action can be considered a true signal, it must meet certain criteria.  First, someone who has the ability to alter the nature and intensity of the communication must be the transmitter.  Second, a signal is not part of a product itself, but a piece of information about the product that a user can search out, obtain, and process with minimal effort and energy, that is,  an easy-to-acquire, extrinsic informational cue. Third, the communication must be able to be used to form inferences concerning quality and value.  Since it is not an intrinsic part of the product and  it does not contain detailed information about the product, a signal can only provide the basis for making inferences about the product’s true features.  It cannot tell buyers the absolute truth about those intrinsic features.  Consequently, a signal could lead some users to infer  a product is high in quality and value, while leading other customers to infer the opposite.


The advantages of signaling are many. A sender can  selectively "leak" information to its competitors via the signaling act. The competitor can then improve its reaction by better understanding the sender’s intentions and the reasoning behind its marketing action.  Each firm in an industry can interpret the other's actions, motives or commitments and  improve its own choice of actions. If the sender is credible, the competitors’ reactions  will be timely and consistent with the signal sent.The competitor can then assess and evaluate these signals easily, accurately, and respond quicker.  Signaling, therefore,  allows efficiency and ease of communications between firms, whether they be competitors, suppliers, or customers.


Potential costs to the signaling firm could include  competitive cuing (revealing intentions to competitors which can shorten lead times or initiate spoiler actions in marketplace), product-line cannibalization (customers delay purchases of the existing product line while waiting for the signaled action such as a new product),  loss of face if the firm has subsequent difficulties in delivering the preannounced product as promised, and potential antitrust implications (collusion). 
 


 The use of signaling enables firms which signal and the industries which the firms comprise, to gain additional profits than if signaling were prohibited or limited. A study of antitrust and collusion arising from the electrical equipment markets during the 1950's indicated it was not conspiratorial meetings but price signaling which appeared to have raised turbine generator profit/sales ratios .  A review of the U.S. antitrust suit against IBM indicated that signaling was a major factor in IBM's success at obtaining high level of profits. Ford Motor Company, on Wednesday, July 15, 1992 announced price increases of 4 to 6% on most of its 1993 models.  This increase, analysts believe, was Ford’s way of using its new-found status as the industry’s pricing leader to signal to rivals that now is not the time to start a costly war for market share.


  The receiving firm’s interpretation process depends on the characteristics of the signal sent.  These include clarity (unambiguous and known cause is a clear signal which  can be read quickly and with minimum error by reacting firm; may also desire signal to be unclear to gain information from competitors by encouraging competitors to reveal possible future reactions), consistency (of previous signals sent; consistency checks) and aggressiveness of the signal (receiver’s perception of the signal’s perceived aggressiveness).  Cooperation  may result or mainly does so from a threat of retaliation in case of non-cooperative behavior. 


Signaling is a learning process. A receiver reads the signal, interprets it in the light of  experience, and reacts accordingly. The receiver adjusts his interpretation based upon the history of the sender and the previous transaction. This feedback loop fine tunes the process and the next time a signal is encountered the receptor can with more confidence judge the latest (next) signal.




*

Overt versus Covert Signaling


Overt signaling refers to the conscious  (active) communication of a position by a firm within an industry--an announcement to the press at annual report time, reports to analysts,  speeches at industry conferences, press releases as part of new product introductions, or any public statements. Covert signaling occurs when no verbal signals are given, when it is the action or activity alone that must be evaluated by the receiver.



  The competition will understand the firm’s covert message of  toughness in protecting its turf; however it will take many repeated encounters for the toughness to become common knowledge and all the competitors or customers to understand the actions explicitly. On the other hand, the same firm can expedite the reputation building process by providing verbal (overt)  signals of its intentions and then following up with actions when necessary.  Thus, overt signaling is more efficient via its inexpensive  and timely nature. The advantage of covert signaling is in the very fact that an action must be started: this states a commitment to the signal due to the possible high level of expenses required for the action. Covert signals although more expensive, longer to achieve, and possibly ambiguous in their meaning have a more lasting and powerful effect due to its very disadvantage: the higher costs and commitment inherent in  any activity and hence the lower likelihood of a firm failing to follow through an action.


A price reduction by one firm could be interpreted in various ways by other firms in the industry.  The price reduction itself could be in response to an excess inventory situation.  But the competitors could respond as if it were a steal market share signal. In lieu of overt signals, ambiguity and inefficiency could result.  If, instead of the action alone, a press release were issued with the explicit rationale behind the price reduction, the ambiguity will disappear and the recipient  firms can more accurately decide their reactions. 


This should be especially evident in the case of overt signaling since overt signaling is more efficient, less costly, and more timely than covert signaling. If this is so, than the greater the number of overt market signalers, the more information available to the industry, the closer the scenario of incomplete information should approach one of complete information. The more the number of overt signaling firms, the higher the profitability that should result for all the signaling firms as well as the industry as a whole. A firm determines its final option based upon its alternatives, its competitors' alternatives, and its own perception of the competitors' reputation and credibility.  The competitors' signals impact a firm's  decision.  Competitive reactions are affected by market signaling.  Credibility and reputation building should be easier when overt signals  (verbal announcements) are sent.  If overt signals are not sent, the noting of trends and accumulation of a history is more difficult.  Profits should be higher for those firms that overtly signal then those who must rely on actions alone for their signals (covertly).



Overt signals are more efficient than covert signals;  the dissemination of information is more inexpensive and timely with less possible confusion to the receptor through overt signaling.  Industries that tend to promote overt signaling should reach equilibrium faster and have a greater overall industry profit than if covert (no verbal) signaling was the only vehicle permitted. 

*
         *

*

Reputation and Signals

An important element that determines, to a large degree, if communication through signaling will be effective, is the signaling firm’s reputation. The value of a firm's overall reputation can be easily seen in its relationship to a firm's revenues: as a firm’s reputation increases, so does its sales . A firm with a good overall reputation owns a valuable asset--"goodwill": brand names, corporate  logos and customer loyalty.  Brand names can often be repositories for a firm's reputation: high quality performance on one product can often be transferred to another product via the brand name 


Reputation is the estimation  of the consistency  over time of an attribute  of an entity.  This estimation is based upon the entity's willingness and ability to repeatedly perform an activity in a similar fashion.     A  reputation is established by fulfilling (or not fulfilling) signals.   A firm’s reputation is based on the consistency of its actions over time. It is judged by its fulfillment history for prior signals. A firm will lose its  reputation if it repeatedly fails to fulfill marketing signals.  This consequential loss of its reputation prevents the firm from signaling effectively since  its signal will then be given little attention by its competitors and its signals will thus not enter into the reaction decision of competitors.  A firm, then, has considerable incentive to work hard to establish a  reputation. The higher the signaling reputation of the sender, the more reluctant the firm is to risk its reputation by bluffs, false signals. 


 Any signal will be evaluated by the receiver by, among other factors, the credibility of the source.  The higher the credibility, the more persuasive the source. Credibility must be before the message or action to have any  significant effects. To achieve credibility for high quality, a company must first develop a reputation for producing and delivering quality products. The quality of item produced in prior (previous) periods serve as a signal of quality of the goods produced in the current period. Credibility  can only be established if the penalty for sending false signals would be highly unattractive and costly to the signaling firm (such as warranties or guaranties).


A firm that fails to follow-through loses its credibility; to regain credibility, it must again pay the high costs of reputation building.   Once a reputation is established, the firm has ample incentive to maintain that reputation.  For example, a public accounting firm charges fees that reflect its reputation for accuracy in verifying client firms' financial statements.  Credibility would be lacking if the firm were to offer unverified statements. Loss of that credibility would mean fewer clients would be billed and hence less profits received.


Reputation is one of the primary contributors to perceived quality: quality of products manufactured by a company today is similar to the quality of products it manufactured in earlier periods or the quality of goods in a newly developed product line is similar to the quality of a company’s more established products. In the early years of a new product--especially a capital good, whose reliability and durability may take years to demonstrate--users and competitors often have little other information on which to base their actions. Having a good reputation also insures high quality firms will be larger and have more customers since fewer customers will depart from high quality firms in the long run and more will arrive because of word-of-mouth activity from other customers. The better a company's reputation, the higher its chances are of getting a favorable first hearing for a new product and of getting early adoption of that product. 


Consistency in market signaling is not an industry wide occurrence, that by and large most firms are inconsistent in their signaling behavior.  This can be attributed to many factors, inexperience in signaling or lack of concern with proper signaling techniques just to name two.  In nearly every ITT reviewed, response to a competitor signal was mute and certainly not consistent with the firm’s own signaling strategy.  Signals are also not equal in their effect and usage upon reputation.  Only a small number of ITTs actually comprise the reputation function.  Knowing this, firms should concentrate their signaling behavior  when they wish to influence reputation on just a few specified ITT forms for  cost efficiency. 


Informational Transmittal Techniques (ITTs), otherwise known as marketing signals, have a variety of uses.   Some are more effective than others. According to the results of the study, the ITT most effective at leaking information is customer newsletters. The ITTs used most often to leak information include trade shows and press briefings. The ITTs most effective in warning competitors are trade shows and catalogs but not executive interviews. The ITTs most often used to warn competitors are trade shows, annual reports, trade journal ads, and catalogs. The ITTs most effective in alerting customers are trade shows and direct action. A glaring weakness found in the survey was  minimal ITT usage in alerting customers.  The most effective ITTs in informing suppliers are trade shows, annual reports, preannouncements, intracompany newsletters.  The ITTs most often used in informing suppliers are annual reports, preannouncement, press briefing, intracompany newsletters and press releases. Press releases are highly effective ITT for message control and image.


Preannouncements may be more versatile but actual announcements of accomplished facts or results add to credibility  in that what has actually been announced happened. Speeches made at industry conferences can be carefully crafted to convey messages to participants and are given less weight. Announcements in the public press are frequently more credible to employees than many internal communications programs.   Some announcements are primarily to communicate with the financial community. Where and how a message is delivered is of key importance in its interpretation.  Messages delivered before industry audiences or financial analyst have higher credibility because both groups have developed personal relationships based on trust and are quick to punish if ever deceived. Interviews in industry and business publications are often taken as an attempt by the competitor to deliver a carefully crafted message to a specific audience.   Consent is usually only given when there is some purpose to be serviced.  i.e. press releases.  Letters to customers have greater weight.


Price wars are often inadvertently started, victims of misreading competitors or market changes or overreactions to them.  A price reduction by one firm could be interpreted in variously ways by other firms in the industry.  The price reduction itself could be in response to an excess inventory situation.  The competitors, however, could  misconstrue the reason and respond as if it were a steal market share signal, resulting in price wars. In lieu of overt signals, ambiguity and inefficiency could result.    Excess inventory, product elimination may lead to discounting--temporary condition for a limited number of goods.  If misread, competition could react with price cuts on a wide front which the first company must than match.  Failure to seek premium price for new or improved product could also result such competitive wars (Garda 1993).  If, instead of the action alone, a press release were issued with the explicit rationale behind the price reduction, the ambiguity goes away and the receptor  can better decide its reaction.
In the study, action only (covert signaling) was given high values for its signaling effectiveness and value in establishing reputation.  This indicates that a firm by showing high commitment by actually carrying out an action signals the most intensely. 


Reputation is a measure of whether an expected action is actually performed; hence fulfilled signals increase reputation.  What can a firm do to minimize this ‘exepectation gap’ and guarantee that the signals which are emitted carry the intended message? 



HOW TO AVOID MISREADING SIGNALS

•  Clear understanding of motives  must be communicated to competitors, suppliers, or customers.


•      Signals should be able to  be read quickly and with minimum error 


• 
Signals should focus on benefits not prices. 



 In the United States, direct cooperation by competing firms within an industry is  illegal.  However, through marketing signals, firms can  provide competitors  the necessary information to make accurate judgments of  firm’s intent or capabilities. It matters significantly if the market leader's President's presentation at the industry's annual conference emphatically declares all out war on a new entry in the market or if he welcomes  with open arms the new competitor to the industry arena. The company entering the industry or those contemplating doing so will get the appropriate message on the market leader's intent.


Executives are constantly looking for cues by which to evaluate competitors and other firms with which they do business. These cues are called marketing signals;  they are essential for effective business-to-business communications.  Because of the importance of marketing signals, it becomes imperative that the signaling process be managed to send messages which benefit the firm. The issue is not really one of “should we signal” but more appropriately, “are we signaling what we intended to communicate?”  The challenge to the effective executive is to manage those signals which are to the benefit of the firm.



*
