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			Preface
		

		Let me begin by saying that I’m a believer in this book. I’ve been practicing the principles Michael and Neil describe in it since I opened my first Limited store in Columbus, Ohio, in 1963. I know their ideas work, and I believe they define the “sweet spot” in virtually every significant brand success today, and will continue to do so well into the future.

		A little background on my relationship with Michael, Neil, and The Boston Consulting Group (BCG). Several years ago, I could see that the business model that my colleagues and I had used so successfully for over twenty years—a model that revolved around fast fashion, significant promotions, and dominant real estate positions—would not sustain us into the future. The future was in brands.

		
			At that time, I had never seriously talked to any business consultant or group. A classic entrepreneur, I had relied on my instincts and the lessons of experience. But, having determined that fundamental change was a must, and looking for some outside objectivity, I met with a few of the major business consultancies. Michael Silverstein came from BCG, and I liked him immediately. He is wise, pragmatic, funny, and practical. He gets right to the heart of the issue, and he has sound business judgement. Michael brought in Neil, and they—along with a number of other bright, energetic BCG people—became solid contributing strategic partners. Our business successfully made the shift to brand, and, in 2003, Fortune named us the “world’s most admired specialty retailer.” Our business model works, and we continue to make progress.
		

		One of the major reasons for our success is that we believe in the taste and good sense of the consumer. Nothing is more annoying to me than hearing a buyer say, “I like it, but the customer won’t.” I’ve been shopping the world for over forty years, and I’ve never overreached our customers. They stay with you if you pay them the compliment of acknowledging their good taste. They will reach, in virtually any category, if you create demand. And the consumer is more sophisticated than ever.

		In this book, you’ll find this truth in the story of Victoria’s Secret, the world’s best-known, bestselling, and most-profitable lingerie brand. Analysts thought we were crazy when we bought the business. They believed that because American women had always shopped for underwear in department stores, they always would. But I had seen women in Paris, London, Vienna, and Milan buying lingerie in marvelous little boutiques. Those women understood underwear as fashion. I was convinced that American women would, too, and I was determined to design and market a specialty lingerie boutique that would become the best in the world. Over the past twenty years, I believe we’ve done just that. And, as the business has grown, we’ve continued to increase margins by constantly presenting fresh lingerie, fashion, and beauty offerings by creating demand.

		
			The book contains many stories of entrepreneurs and companies that have achieved success with a philosophy similar to my own. I found myself imagining that Howard Schultz of Starbucks had been sitting in the same Italian coffee shop where I had sat many years ago, thinking as I had thought, This is great. They’d love this in America. His insight was about coffee. Mine was about lingerie.
		

		We were both right. American consumers do love wonderful goods and will pay a premium to buy them. They’ll trade up. All you have to do is give them the opportunity.

		
			

			Leslie H. Wexner 
Chairman and CEO 
Limited Brands
		

	
		

		
			Introduction to the Paperback Edition
		

		
			We wrote Trading Up in 2002 and the hardcover edition was published in the fall of 2003. It was a time when the United States was preparing for, and then conducting, war in Iraq. One of my partners at The Boston Consulting Group (BCG) called me during that period and said, “Michael, do you really think this trading-up phenomenon is going to last? The world is in crisis.” I replied, “Trading up is one of the most powerful and durable economic phenomena of our times.”
		

		Even then, as we were entering this period of great change and disruption, we were certain that America’s middle-market consumers would continue to pick one, two, or three categories of goods in which they would “distort” their spending to a higher percentage of their disposable incomes than one might expect.

		
			As much as we believed in the phenomenon, however, we were a little cautious in predicting what would happen over the next five years. In fact, we were in for some big surprises about just how much the phenomenon would grow and how intense the movement (we didn’t call it a fad) would become. We couldn’t predict, for example: 
			
				• The buoyancy of spending. We were surprised by how people continued to spend on premium goods, no matter what was happening in the political, economic, or social environment. 
			

			
				• The lack of dependency on housing value increases. Many observers argued that trading up was largely fueled by an unsustainable increase in housing prices. But even when housing valuations took a hit, trading up continued. 
			

			
				•  Continued real income growth based on education. There is a direct correlation between education level and income. Trading-up consumers tend to be well-educated and, thus, command higher incomes and maintain higher spending levels. They “protect” the luxury items in their household budget so they always have a taste of the good life, but they also are able to save some money every month. 
			

			
				• The ferocity with which women drove and defined the market, propelled by education and earning power. 
			

			
				• The impact of younger and older consumers on trading up. Teenagers who have as much as $600 a month to spend on whatever pleases them, and baby boomers whose wealth is increasing and expenses are decreasing, are big trading-up consumers. 
			

		

		Underlying it all was the pull of the four emotional forces—the need to “take care of me,” to connect, to quest, and to seek individual style—that have become the siren songs for so many. Trading up, as the world came to understand, is not about wanton self-indulgence, materialist lust, or thoughtless consumerism. It is about consumers buying a few goods that make a difference in their lives.

		
Trading Up Continues and Becomes More Complex 

		Leaders who opened their eyes to the movement when it was still in its infancy grew their companies, expanded whole categories, and helped create an explosion of trading up.

		In 2003 we estimated that the twenty-three categories of goods and services that constituted the heart of the New Luxury segment accounted for sales of $400 billion in the United States. We predicted it would grow at the rate of about 15 percent per year and would reach $1 trillion by the end of the decade. We developed The New Luxury 15 Index, a group of fifteen publicly traded companies that create premium goods in a variety of categories. We found they achieved an average annual sales growth of 19 percent from 2002-2003, significantly higher than the 3 percent growth in the GDP. These companies also did well by their shareholders, achieving a median total shareholder return (TSR) of 26 percent for the three-year period of 2001-2003, versus a 4 percent median annual TSR for the S&P 500.

		Since 2003, the trends have continued more or less as we predicted. Wealth and discretionary income have steadily climbed in this country. There are 10 million households that take in more than $100,000 each year. Trading-up spending accounted for about 21 percent of the $3.5 trillion Americans spent in 2006—some $730 billion, up from $670 billion the year before—in key New Luxury categories, including homes and home renovation, transportation, food and beverage, travel and entertainment, personal items, dining out, home goods, and apparel and other fashion items. And New Luxury is becoming a presence in many categories beyond the twenty-three we originally studied, such as financial services and health care.

		
			The trading-up phenomenon has proved to be not only fast-growing, durable, and widespread, but it has also become more complex. As we described in Treasure Hunt, the follow-up book to Trading Up published in 2006, consumers have become so savvy that they are scrutinizing every purchase they make with tremendous care and discernment. They regularly trade up, as we know, but they also have no compunction about trading down—spending the least amount possible for the goods and services they need. The trading-down market also expanded, rising to $1.2 trillion in 2006, from $1.1 trillion in 2005. It accounted for 33 percent of discretionary spending last year, compared with 32 percent in 2005 and 31 percent in 2004.
		

		As trading-up and trading-down activity became more and more widespread, however, another phenomenon began to intensify: “death in the middle.” We saw that discretionary spending on traditional, middle-market products and services—like jeans and cars—was spiraling downward. In 2004, “middle” products accounted for 51 percent of consumer spending. That figure dropped to 48 percent in 2005 and to 46 percent in 2006.

		But those companies that have escaped the “middle” and been successful at creating New Luxury goods have continued to outperform their competitors. One of the companies featured in this book, Coach, had a market value of about $2 billion when we first began discussing them. Coach executed a trading-up strategy with incredible boldness, vision, and relentlessness, and has become one of the iconic brands of New Luxury with $2 billion in revenues, a 77 percent gross margin, and market valuation of some $14 billion.

		
Trading Up in Markets Outside the United States 

		We have seen that trading up is not a United States-only phenomenon. It is as relevant and powerful in Europe, Canada, Australia, Japan, China, and India as it is in the United States. The socio-demographic trends that drive trading up in other geographies are similar, with only minor differences in degree and rate, to those that drive trading up in the United States. And the size of the trading-up segment in these geographies is about the same as it is in the United States.

		In 2006-2007, we conducted a large-scale, quantitative survey of consumers in China, supplemented by in-depth interviews with women and men throughout the country. Consumers there have experienced tremendous growth in personal income and have enough discretionary wealth that they are beginning to spend on premium goods and services that they believe will help them fulfill their dreams. The greatest opportunity in China is for trading-up goods, particularly in consumer electronics, personal care, apparel and footwear, and food and beverage. As Chinese consumers become more and more focused on issues of product quality and safety, the value of well-known and trusted brands has grown dramatically.

		Around the world, then, companies are looking for the New Luxury “sweet spot” that enables them to move off the traditional demand curve and achieve high margins and high volumes at the same time.

		
A Strategy and a Set of Practices 

		How do they accomplish their goals?

		We have been lucky enough to work with many companies as they have turned their attention away from the “middle” and focused instead on trading up, and helped them create several billion dollars’ worth of premium products and services for the trading-up consumer. We saw entrepreneurs who demonstrated energy and imagination in the pursuit to become rich, successful, and highly influential. Large incumbents, too, found they could energize themselves by creating goods that trading-up consumers eagerly want to buy.

		
			Leaders in companies around the world have adopted the ideas presented here, adapting them as needed to their industries and markets, and have developed a systematic management process— based on the ladder of technical, functional, and emotional benefits— for creating premium goods and connecting them with consumers. They see trading up as a strategy and consistently follow a small number of practices: 
			
				• They deliver genuine technical, functional, and emotional differencesin every product or service they offer. 
			

			
				• They target their consumers tightly, ignoring traditional market segmentations and looking for common attitudes, spending patterns, and habits. 
			

			
				• They create appealing identities, rich graphics, stunning retail presentations, and engaging shopping experiences. 
			

			
				• They produce a stream of innovation. 
			

			
				• They put cost into their products—investing in better raw materials and imaginative design—and gain a return on the investment on the sell side. 
			

			
				• They create product apostles early, during or before the launch of their goods and services. The apostles act as their compass for market truth. 
			

		

		
Looking Forward 

		Now, with five years of longitudinal data under our belts, we are more convinced than ever that the trading-up phenomenon is a fundamental, ubiquitous, and long-lasting aspect of our consumer-driven global economy.

		Trading up is driven by the middle-class consumer who is educated, discerning, and ready to engage in the goods and services they consume. They are relatively affluent—earning $50,000 and above a year. They balance their budgets and trade down in more categories than they trade up in. They use goods to help alleviate the stresses of modern life and to help realize their aspirations, but, for the most part, they do not fool themselves that such goods solve their root problems or take the place of essential needs such as wellness and human connection.

		We continue to believe that trading up is a positive phenomenon. The presence of New Luxury goods brings benefits to people at all income levels. By polarizing the market, low-cost goods become more available and are of higher quality. And the pressure from the most affluent consumers stimulates and accelerates innovation, particularly at the high end, which cascades downward to lower-priced products—making innovation more affordable and available to more people.

		Trading up is not only a positive force, it’s global and here to stay. For business leaders, it can represent a competitive threat. Or, it can be seen as an opportunity to grow your business, transform your category, and connect with consumers worldwide.

		The best is yet to come.

	
		

		
			One
		

		Trading Up to New Luxury: An Overview

		America’s middle-market consumers are trading up.

		They are willing, even eager, to pay a premium price for remarkable kinds of goods that we call New Luxury—products and services that possess higher levels of quality, taste, and aspiration than other goods in the category but are not so expensive as to be out of reach.

		Consider Jake, a thirty-four-year-old construction worker earning about $50,000 a year, whose passion is golf. It took Jake a year to save enough money to buy a complete set of Callaway golf clubs— $3,000 worth of premium titanium-faced drivers, putters, and wedges—although he could have bought a decent set from a conventional producer for under $1,000. During the eight-month golf season in Chicago, Jake works the 6 A.M. shift so he can be on the course by 2 P.M.; he plays eighteen holes nearly every weekday after work and—again, believe it or not—twice on Saturday and twice more on Sunday. He is a three-index golfer, which means he is in the top 1 percent of all recreational golfers in terms of skill.

		We played a round of golf with Jake at a public course, during which he described in detail the technical differences and performance benefits of his Great Big Bertha clubs. “But the real reason I bought them,” he told us at last, “is that they make me feel rich. You can run the biggest company in the world and be one of the richest guys in the world, but you can’t buy any clubs better than these.” Then, looking at us with a hint of a smile, Jake said, “When I kick your butt on the course, I feel good. I feel equal. I may make a lot less money than you do, but I think I have a better life.” After the round (during which he did, in fact, kick our butts), Jake carefully placed his clubs in his pickup truck and said, “Thank you, Mr. Callaway, for another fine day.” In 1989, Callaway Golf was not a top-ten golf equipment supplier. Within three years of the introduction of the Big Bertha driver in 1990, Callaway soared to number one in the world.

		Like Jake, so many middle-market consumers want to trade up, and so many can now afford to, that New Luxury goods have flouted the conventional wisdom that says, “The higher the price, the lower the volume.” They sell at much higher prices than conventional goods and in much higher volumes than traditional luxury goods and, as a result, have soared into previously uncharted territory high above the familiar price-volume demand curve. In category after category of consumer goods and services, New Luxury winners have emerged, traditional leaders have been dethroned, and the entire category has been transformed. The phenomenon forces us to think in new ways about the relationship between consumer needs and consumer goods, and it offers a huge opportunity for business leaders to pursue their own aspirations and realize growth and profit as well. America is trading up, and it’s good for both business and society.

		The trading-up phenomenon is happening in scores of categories of goods and services, at prices ranging from just a few dollars to tens of thousands. It involves consumers who earn $50,000 a year and those who earn $200,000. Single moms do it, retired couples do it, working singles, families with kids, and even their pets do it. We have interviewed hundreds of middle-market consumers, observed hundreds more in their homes and workplaces, and conducted a survey of more than 2,300 people earning $50,000 and above. Ninety-six percent of them say they will pay a premium for at least one type of product. With 48 million households in the United States possessing incomes of $50,000 or more, and an average household size of 2.6 people, that’s nearly 125 million Americans with the means and the desire to trade up.

		
			Perhaps the most startling traders up we talked with were a group of consumers ecstatic about a product category that most people would like to forget—a washer-dryer combination from Whirlpool® called Duet®. The pair sells for more than $2,000, compared to about $600 for a conventional washer-dryer combination. Believe it or not, consumers made the following comments about these European-styled front-loading machines: “I love them.” “They are part of my family.” “They are like our little mechanical buddies—they have personality.” We are not making this up, and these people are not paid spokespeople or company employees. These are both women and men, with a range of demographic characteristics, who told us, again and again, that Duet makes them feel happy, like a better person, less stressed, prouder of their children, loved and appreciated, and accomplished. In our fifty combined years of listening to consumers, we have never heard more heartfelt expressions of emotion about a product that even industry insiders think of as mundane and unworthy of much attention. Five years ago, the Whirlpool brand managers, in their wildest dreams, had not imagined there could be that much unit volume for a washer-dryer at that price. Even today, they are astonished by their own success— and are struggling to build enough machines to keep up with consumer demand.
		

		Not all traders up are driven by feelings of happiness and accomplishment; many trade up to manage feelings of stress and difficulty. Frances, a divorced art director earning more than $100,000 a year, had been dating a guy for three years. On the eve of her fiftieth birthday, he told her he was leaving her for a thirty-year-old woman and they were going to start a family. “It sounds like a bad novel,” Frances told us. “I was unhappy. During that time, I bought a lot of jewelry, not only because it was beautiful and I loved it, but because I knew there wasn’t anybody who was going to buy it for me.” She realized what she was doing, and she didn’t jeopardize her financial well-being to do it. “At that particular time,” she said, “I just felt like I needed to give myself a happy pill.” With more women working in the United States, divorce rates on the rise, people marrying later, and more singles choosing to stay that way, there are a lot of consumers—men and women—looking for an emotional lift in the form of a New Luxury purchase.

		Trading up spans so many categories and appeals to such a broad range of consumers that it has come to represent a major and growing segment of the economy. In twenty-three categories of consumer products and services worth $2 trillion in annual sales, New Luxury already accounts for 20 percent of the total, or about $400 billion per year—and it’s growing 10 to 15 percent annually. It is about the same size in Europe and growing at a similar rate. And the demand is highly elastic because it can be created in categories that have never had a premium offering before and because even a category that has been transformed by a New Luxury product can be traded up again. We expect New Luxury to reach $2 trillion globally by the end of the decade.

		
			
		

		
The Characteristics of New Luxury 

		From our analysis of the most successful New Luxury goods in more than thirty categories, we have identified three major types.

		“Accessible superpremium” products are priced at or near the top of their category, and at a considerable premium to conventional offerings. They are still affordable to the middle-market consumer, however, because they are relatively low-ticket items. For example, Belvedere vodka sells for about $28 a bottle, an 88 percent premium over Absolut at $16. Nutro pet food sells at $.71 per pound, a 58 percent premium to Alpo at $.45 per pound. Almost anyone can afford a bottle of Belvedere or a bag of Nutro if those categories are emotionally important to him or her.

		“Old Luxury brand extensions” are lower-priced versions of products created by companies whose brands have traditionally been affordable only for the rich—households earning $200,000 and above. Mercedes-Benz, for example, has dramatically changed its product mix in the past ten years, with continual reductions in the price of the entry-level C-class coupe—now about $26,000— providing a steady increase in revenue from this model. Mercedes-Benz has also worked to keep the brand aspirational by extending it upmarket as well. The Maybach sells for over $300,000—more than ten times the price of the entry-level C-class coupe. Such Old Luxury brands have mastered a neat trick: becoming simultaneously more accessible and more aspirational.

		“Masstige” goods—short for “mass prestige”—are neither at the top of their category in price nor related to other iterations of the brand. They occupy a sweet spot in the market “between mass and class,” commanding a premium over conventional products, but priced well below superpremium or Old Luxury goods. Bath & Body Works body lotion, for example, sells at $9.00 for an eight-ounce bottle ($1.13 per ounce), a premium of about 275 percent over Vaseline Intensive Care, which sells at $3.29 for 11 ounces, or $.30 an ounce. But it is far from the highest-priced product in the category—Kiehl’s Creme de Corps, one of many superpremium skin creams, retails at $24 for the eight-ounce bottle, a 167 percent premium over the Bath & Body Works product, and there are many other brands that sell for far more.

		Despite the wide price range of New Luxury goods and the variety of categories in which they appear, they have particular characteristics that are common across all categories and prices—and they are different from those of superpremium or Old Luxury goods, and also from those of conventional, midprice, middle-market products. Most important, New Luxury goods are always based on emotions, and consumers have a much stronger emotional engagement with them than with other goods. Even relatively low-ticket items, such as premium vodkas, have a well-defined emotional appeal for their consumers. The engagement tends to get more intense and long-lasting with big-ticket items, such as home appliances and automobiles. BMW drivers, for example, are particularly engaged with their cars. Dr. Michael Ganal, a BMW board member, told us that BMW owners wash their cars more frequently than owners of other cars do. They park them on the street and then turn back to gaze lovingly at them as they walk away. By contrast, very expensive Old Luxury goods—such as Chanel handbags and Rolls-Royce cars—are based primarily on status, class, and exclusivity rather than on genuine, personal emotional engagement. And the appeal of traditional middle-market goods is based more on price, functionality, and convenience than on emotional connection: It’s a rare Taurus driver who can be found gazing fondly at his parked car.

		Emotional engagement is essential, but not sufficient, to qualify a product as New Luxury; it must connect with the consumer on all three levels of a “ladder of benefits.” First, it must have technical differences in design, technology, or both. Subsumed within this technical level is an assumption of quality—that the product will be free from defects and perform as promised. Second, those technical differences must contribute to superior functional performance. It’s not enough to incorporate “improvements” that don’t actually improve anything but are intended only to make the product look different or appear to be changed. (American carmakers played that game for years.) Finally, the technical and functional benefits must combine—along with other factors, such as brand values and company ethos—to engage the consumer emotionally. Most consumers make one dominant emotional connection with a product, but there are usually others involved as well.

		
			When a New Luxury brand solidly delivers the ladder of benefits, it can catch fire. It will take hold in the minds of consumers, quickly change the rules of its category, grow to market dominance— as Starbucks, Kendall-Jackson, and Victoria’s Secret have—and force a redrawing of the demand curve. As that happens, the category tends to polarize. Consumers shop more selectively. They trade up to the premium New Luxury product if the category is important to them. If it isn’t, they trade down to the low-cost or private-label brand, or even go without. Consumers, especially those at the lower end of the income spectrum, often spend a disproportionate amount of their income in one or two categories of great meaning, a practice called “rocketing.” The combination of trading up and trading down leads to a “disharmony of consumption,” meaning that 
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					Kendall-Jackson wines are off the price-volume demand curve, selling at higher prices and in higher volumes than conventional wines and than competitive premium labels.
					

			

a consumer’s buying habits do not always conform to her income level. She may shop at Costco but drive a Mercedes, for example, or buy private-label dishwashing liquid but drink premium Samuel Adams beer.
		

		As consumers buy more selectively, trading up and trading down, they increasingly ignore the conventional, midprice product that fails to deliver the ladder of benefits. Why bother with a product that offers neither a price advantage nor a functional or emotional benefit? Companies that offer such products are in grave danger of “death in the middle”—they will be unable to match the price of low-cost products or the emotional engagement of New Luxury goods. They will lose sales, profitability, market share, and consumer interest. To survive, they must lower prices, revitalize, and reposition their products, or exit the market.

		
			
		

		
The Forces behind New Luxury 

		What has caused the rise of New Luxury, and what forces are fueling its growth? We believe that the trading-up phenomenon has come about as the result of a confluence of social forces and business factors. Not since the spread of suburbia and the rise of “convenience” goods in the post-World War II era have we seen this kind of alignment of consumer wants and needs with the capabilities and drives of industry. At that time, consumers’ desire for manufactured goods soared in an arc parallel to that of industry’s ability to produce them. After the emotional and psychic hardships of the war, Americans wanted cars, refrigerators, and household goods in unprecedented quantities. And thanks to newfound capabilities developed and sharpened in the hurry-up production of war materiel, including aircraft, weapons, uniforms, and packaged goods, American industry was ready and eager to meet the demand. Americans wanted to put the pain of war behind them and stretch their new muscles of world dominance. Similarly, today the American consumer is in a state of heightened emotionalism, and, similarly, American businesses have at their command a new set of skills and capabilities. And, like that earlier consumer goods boom, New Luxury is no fad: It is driven by fundamental, long-term forces on both the demand and supply sides, forces that will keep it thriving for years to come.

		On the demand side, trading up is being driven by a combination of demographic and cultural shifts that have been building for decades. Most important, American households have more discretionary wealth available to be spent on premium goods than ever before. Home ownership has also contributed to consumers’ increased wealth. Homeowners, on average, have $50,000 worth of equity in their homes, and the entire pool of US home equity is nearly $8 trillion. A less obvious contributor to consumer wealth is the savings that have been passed on to them by large discount retailers. We estimate that in 2003, approximately $100 billion was freed up in this way and became available for New Luxury spending.

		Just as important as the increased wealth of Americans is the newly dominant role played by women, both as consumers and as influencers of consumption. Not only are more women working, they are earning higher salaries than ever before; nearly a quarter of married women make more money than their husbands do. Women feel they have the right to spend on themselves.

		The traditional American family is becoming less dominant—only 24 percent of American households contain a married couple with kids living at home. Both men and women are getting married much later in life and are having fewer children together. The result is that there are more singles with more money to spend on themselves.

		Of the marriages that do take place, half end in divorce; a third of all marriages fail in the first ten years. When couples break up, their consumption patterns change dramatically—the new singles spend more of their money on themselves, both to rebuild their personal brand (how they present themselves to the world) and as a salve for their emotional distress.

		The profile of the American consumer is also changing. The middle-market consumer of today is better educated, more sophisticated, better traveled, more adventurous, and more discerning than ever before. Middle-market consumers are also more aware of their emotional states and are more willing to acknowledge their needs, talk about them, and try to respond to them. We all receive countless messages every day—especially from media influences and celebrity endorsers—urging us to reach for our dreams, fulfill our emotional needs, go for the gusto, self-actualize, take care of ourselves, and feel good about who we are. What’s more, these messages are often intertwined with, or linked to, New Luxury goods. The lifestyle gurus endorse products, the celebrities and influencers display them, and the specialty retailers make them available everywhere.

		These factors have transformed the profile of the “average” middle-market American consumer from an unassuming and unsophisticated person of modest means and limited influence into a sophisticated and discerning consumer with high aspirations and substantial buying power and clout.

		The supply-side forces have been just as important in producing the New Luxury business endeavor. Like the consumers of their goods, New Luxury innovators and entrepreneurs are usually more knowledgeable, more sophisticated and emotionally driven, and less willing to settle for creating conventional goods than established managers in the category are.

		Changes in retailing have also contributed to the trading-up phenomenon, by increasing the availability of New Luxury goods in retail outlets across America. The proliferation of malls throughout the country has made it possible for premium specialty retailers, such as Williams-Sonoma and Victoria’s Secret, to expand quickly. Mass merchandisers have also played an important role in the spread of New Luxury goods, stocking more and more premium items on their shelves. Costco, for example, now stocks a larger selection and sells a larger volume of premium wine than any other retailer. Costco stores sell more first-growth wines from the Bordeaux region in France than any other retailer, including wine specialty chains. As retailing has polarized, traditional department stores have found themselves stuck in the middle. They offer similar assortments of goods, display them in similar ways, and provide little emotional engagement or uplift for the shopper. As a result, traditional department stores are in a state of decline.

		New Luxury creators have also benefited from the globalization of business and trade. The easing of international trade barriers, the improving capabilities of global supply-chain-services providers, and the reduced costs of international shipping have enabled companies of almost every size to take advantage of foreign labor markets and put together and manage complex global networks for sourcing, manufacturing, assembling, and distributing their goods.

		These supply-side factors have made it easier for New Luxury companies to attract investment for the creation of their goods, to develop their products faster and produce them at lower cost, and to increase production volume quickly when consumer demand increases.

		
			
		

		
The Practices of New Luxury Leaders 

		The trading-up phenomenon affects, or will soon affect, a wide range of businesspeople in almost every consumer-goods category, including consumables, durables, and services. New Luxury is a business strategy and, as such, must be developed and executed by CEOs and divisional leaders of large companies, as well as entrepreneurs and innovators in smaller companies. New Luxury is product centered, and so it affects product developers as well as supply-chain managers. It also requires a keen understanding of consumer motivations and buying behavior, and so it has significance for market researchers and marketers.

		Trading up poses an imminent threat or presents an immediate opportunity, depending on one’s circumstances and point of view. The threat is mostly felt (or should be) by companies offering conventional midprice products to the middle market, because when a New Luxury competitor enters a category, the polarization can happen so fast that it becomes difficult to escape death in the middle. The opportunity is most potent for an entrepreneur or a business with the vision and resources to enter a category that has stagnated and can be traded up. New Luxury creators can move very rapidly from idea to prototype, sometimes in as little as a year. They can create initial product runs, in low volumes, with minimal capital investment. They can often build out their business within five years. When they’re ready to sell, there are eager buyers.

		
			We have learned that New Luxury goods cannot be created, by either entrepreneurs or established companies, with the methods traditionally used to develop products and bring them to market. Across categories and in very different kinds of organizations, New Luxury leaders follow eight practices that we’ll talk about throughout this book: 
			
				1.  They never underestimate their customers. They believe the consumer has the desire, interest, intelligence, and capability to trade up—even when the entrepreneur has no data to prove his contention nor a business model to follow. 
			

			
				2.  They shatter the price-volume demand curve. They don’t settle for incremental improvements or price increases. They prefer the major leap and the big premium. They go for higher prices and higher volume, earning disproportionate profits as a result. 
			

			
				3.  They create a ladder of genuine benefits. They don’t try to fool their customers with meaningless innovations, nor do they try to get by on brand image alone. They make technical improvements that produce functional benefits that result in emotional engagement for the consumer. They don’t try to pretend that better cosmetics are true innovations. 
			

			
				4.  They escalate innovation, elevate quality, and deliver a flawless experience.The market for New Luxury is rich in opportunity, but it is also very unstable. This is because technical and functional advantages are increasingly short-lived as new competitors enter the market and because of the acceleration of the cascade of innovations from high-end products to lower-priced ones. What is luxurious and different today becomes the standard brand of tomorrow. 
			

			
				5.  They extend the price range and positioning of the brand. Many New Luxury brands extend the brand upmarket to create aspirational appeal and down market to make it more accessible and more competitive and to build demand. A traditional competitor’s highest price may be three to four times its lowest; New Luxury players often have a fivefold to tenfold difference between their highest and lowest price points. They are careful, however, to create, define, and maintain a distinct character and meaning for each product at every level, as well as to articulate the brand essence all the products share. 
			

			
				6.  They customize their value chains to deliver on the benefit ladder. They put the emphasis on control of the value chain rather than on ownership of it, and they become masters at orchestrating it. Jim Koch, founder of The Boston Beer Company, specified the process for making Samuel Adams Boston Lager (which combined aspects of nineteenth-century brewing with twentieth-century quality-control methods), selected the ingredients, and managed distribution; but he did not choose to grow his own hops or to build extensive production facilities. 
			

			
				7.  They use influence marketing and seed their success through brand apostles. In New Luxury goods, a small percentage of category consumers contribute the dominant share of value. New Luxury leaders do not rely solely on traditional consumer-research methods, such as polling and focus groups, to understand who those core customers are; they work harder to define their core audience and spend more time interacting with customers, often one-on-one. Reaching those customers requires a different kind of launch, which involves carefully managed initial sales to specific groups in specific venues, frequent feedback from early purchasers, and word-of-mouth recommendations. 
			

			
				8.  They continually attack the category like an outsider. They think like outsiders, act like mavericks, talk like iconoclasts, and strive never to think of themselves as insiders, even after they have become the leaders in their categories. 
			

		

		
			
		

		
The Potential of Trading Up 

		Americans have not finished trading up. There remains vast potential to reshape categories, create new winners, dethrone market leaders, simultaneously destroy and create immense value, and unleash growth and rebirth in mature industries.

		Overall, New Luxury is good news for America because it brings benefits to both its creators and its consumers. It is an opportunity and a call to action for businesses because New Luxury goods do what has long been considered impossible—they generate much higher profit margins than conventional middle-market products at much higher unit volumes than superpremium goods. What’s more, they enable entrepreneurs and innovators to participate in a business that is personally meaningful and emotionally engaging and that connects them to consumers whose values they share.

		This movement to better goods and services is spreading to new categories and industries. It’s emerging in financial services, where providers have identified the members of newly affluent households as a large potential market, characterized by consumers seeking advice, comfort, and protection. New Luxury is appearing in healthcare, driven by affluent, healthy consumers ages fifty to sixty, who are seeking to take control of their providers and are willing to pay out of their own pocket for care they consider better and more personalized. New Luxury is also causing a transformation in grocery stores. Suppliers of traditional goods are being squeezed by suppliers of gourmet foods, premium prepared dishes, and the proliferation of private-label products.

		Trading up, therefore, can benefit us all. For consumers, it offers a new kind of emotional engagement and business influence. For imaginative leaders, it offers a new way to think about growth, profitability, and the art of fulfilling dreams.

	
		
		
			Two
		

		The Spenders and Their Needs: Sociodemographics, Emotional Drivers

		Who are the New Luxury consumers?

		They are a surprisingly diverse group of people—both male and female, all ages, single and married, and in every kind of profession. In conducting interviews with them, what’s most striking is that there is no “typical” New Luxury spender—as defined by demographics, at least—any more than there is a typical American. But they have certain behaviors in common. As our survey shows, almost everyone (96.2 percent) will “pay more” for at least one type of product that is of importance to them, and almost 70 percent identified as many as ten categories in which they will rocket—that is, spend a disproportionate amount of their income, as compared to their spending on other categories. However, only half (48.4 percent) of the consumers we surveyed are prepared to spend “as much as they can” for goods in a specific category, and only half of those will rocket in as many as three categories.

		These results confirm our anecdotal findings: New Luxury consumers are defined by their highly selective buying behavior. They carefully and deliberately trade up to premium goods in specific categories while paying less or trading down in many, or most, others. (Some categories, too, are simply of no interest or relevance to them.) The criteria for their selective purchases are both rational— involving technical and functional considerations—and emotional.

		Trading up is an important phenomenon because millions of consumers are involved in selective buying in a very wide range of categories. Although trading up involves people of all descriptions, some consumer profiles are more likely to be New Luxury spenders than others: many are single working people in their twenties. Kathy, for example, is twenty-two, lives alone in an apartment in Chicago, and works as a business professional, a job that pays $60,000 a year. “Right now,” she told us, “I do not have anything to pay for except rent and utilities and my telephone. I have a lot of disposable income.” She buys Coach handbags, premium wines, and Panera Bread lunches, and she has “a thing for grocery shopping,” which takes her to specialty and gourmet food shops. But when it comes to shampoo, she “just gets drugstore stuff.” Nor does she trade up on clothing, because “fashion comes and goes, and I can easily cut back in that area.”

		Empty nesters are important traders up—married couples, widows, or widowers, with good incomes, whose children no longer live at home. Charles and Judith are in their mid-fifties, with a household income of more than $200,000 and four kids, none of who live with them, from two previous marriages. Like many empty nesters, Charles and Judith spend on travel, their home, and cars. He owns a BMW 3-Series and a Jaguar. She bought a Thermador six-burner range and other premium appliances when they did over the kitchen. But they don’t like to overspend, and they don’t believe in status buying; Charles scoffs at the idea of buying a fancy watch. “We do not make big money decisions without a lot of careful reflection,” Charles told us. “We are willing to spend a lot of money for certain things if we think they have value and we want them and can afford them.”

		Divorced women are among the most pronounced traders up. In our survey, divorced women said they would trade up in as many as thirty categories, far more than any other consumer profile. Valerie, fifty-one, has been divorced for twenty-five years. She raised two kids while earning about $60,000 as a coal miner. “Money does not stop me if I really like something,” she says. “I will work overtime to get what I really want. I want what I think is the best for me.” Women who have separated from their husbands, even temporarily, or have broken up with their boyfriends are also prone to disproportionate spending in key categories. Emily, thirty-one, and her husband, Paul, thirty-two, are both lawyers in the public sector, with a household income of over $100,000. They had a fight, and he moved to his own apartment; during that time, she bought a new wardrobe. “I’ve never in my life been a therapeutic shopper,” she told us. But she did it “so that every time he saw me, I was looking good. It was revenge shopping.”

		Dual-income couples with no kids, or DINKs, and dual-income couples with kids, DIWKs, are also New Luxury buyers. Because they earn two incomes, they have enough disposable wealth to spend on premium goods, and because they are pressed for time, they feel the need to buy things that make their lives easier and less stressful. Paula, fifty-eight, remembers what it was like to raise three children. “I was working forty hours a week and taking classes. I had to use every minute. It was like I was on a treadmill that never stopped.” Nadyenka, twenty-four, and her husband, Jake, thirty-three, both work, and they have a household income of over $120,000; they have no children. She says, “I am working a lot, so on the weekends I want to treat myself to something special. If I do not balance my hard work with something for myself, it would be too much.”

		
			
		

		
Rising Incomes and Available Wealth 

		American households have more wealth available to spend on premium goods than ever before. Most of it comes from increased incomes—from 1970 to 2000, real household income rose by more than 50 percent. There are about 112 million households in America today; almost 28 million of them have annual income of $75,000 or more, and 16 million of those take in more than $100,000.

		
			The wealth is becoming more and more concentrated at the top of the income scale. When the population is divided into five equal 
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					The income of the highest-earning households has grown the fastest in the past thirty years, and the gap in household income between top earners and middle earners has widened.
					

			

segments, or quintiles, the top quintile—the highest 20 percent, including those earning more than $82,000 per year—accounts for nearly 50 percent of the aggregate income. And income for that segment has risen at a much faster rate than any other, rising nearly 70 percent in real terms from 1970 to 2000. The top two quintiles— the upper 40 percent—account for almost 73 percent of the aggregate. Those upper two quintiles of income constitute the most important market for New Luxury goods.
		

		In addition to rising income, Americans have also financially benefited from a sharp increase in the aggregate value of all their financial holdings, including stock, over the past ten years. Even with the loss of value in the stock market from 2001 to 2003, Americans still have a great deal of accumulated wealth. The top quintile controls some 63 percent of that aggregate net worth; the top two control almost 80 percent of it.

		
			
		

		
Increased Home Values and Equity 

		More Americans own homes than ever before—there were some 73 million owned homes in the United States in 2002, up from about 41 million in 1970—thanks to low interest rates, smaller required down payments, a variety of financing options, and government assistance programs. Many homeowners have come to think of their houses as their safest long-term investment, and much New Luxury spending and activity revolves around the home.

		American homes have grown dramatically bigger over the years. In 1950, the typical new home was about 1,000 square feet in area, with two bedrooms, one bathroom, and no garage, air-conditioning, or fireplace. In 2000, the average new home was about 2,265 square feet, with 3 bedrooms, 2.5 bathrooms, a two-car garage, central air-conditioning, and at least one fireplace.

		Homes have gotten bigger, but they sit on smaller lots of land. The average lot size in 1985 was 17,610 square feet (about 0.4 acre); in 2000 it had shrunk to 12,910 square feet (about 0.28 acre). This means that a greater percentage of the homeowner’s total domain is inside the house, making interior accoutrements all the more important.

		Sales of new and existing homes have been on the rise, as have their values—and the hottest action is in high-value homes, those selling for over $250,000. The result is that we have a giant pool of home equity, some $8 trillion. The average homeowner has unrealized gains in the value of his house of about $50,000. Homeowners have not been reluctant to tap into that wealth; nearly half of them have taken a home equity loan, line of credit, or second mortgage. Twenty-two percent of those who have refinanced took out some cash as part of the transaction. Home equity has provided the fuel for much New Luxury spending, much of it for the home.

		
			Because houses are bigger and more valuable than ever, it is no wonder that a lot of money taken out gets poured right back into them in the form of improvements and new fixtures and appliances. Besides, the home is the most emotionally rich possession to most 
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					New American homes have grown dramatically bigger, doubling in size since 1950, and they have more amenities than ever before.
					

			

consumers, and money spent there is rarely considered to be wasted. In 2001, Americans spent some $160 billion on goods and services for their homes, up from $67 billion in 1970. (Home Depot grew from $1.6 billion in sales in 1985 to $54 billion in sales in 2001— equal to more than a third of our national spending on home improvement.)
		

		Much of the money ends up in the kitchen and bathroom. Sixty-three percent of all home-improvement projects undertaken in 2000 involved kitchen improvements such as granite countertops, flooring, lighting fixtures, commercial-grade appliances, dual dishwashers, and undercabinet refrigerators. Bathrooms run a close second: 61 percent of all projects involved upgrades to the family bath, including multiple-head or steam showers, vanities, and in-floor heating systems. These rooms, along with the bedroom, are the most emotionally meaningful areas of a home. The kitchen is the central place for connection among family members; the bathroom is an important place for individual rejuvenation and restoration.

		There has also been a rise in second-home ownership. There were 1.7 million second homes in 1980; today there are over 4 million. Second homes often have at least as much emotional meaning as primary residences. As people change jobs and locations, and as families trade up to bigger and better primary homes when income and interest rates allow, they may maintain a longer and deeper relationship with the vacation house. It makes sense to buy special things for such a special place. That’s why even smaller second homes by the lake or in the mountains boast granite countertops and marble baths, Pottery Barn furniture, cotton bathrobes from Restoration Hardware for the guests, and dinnerware from Crate and Barrel. The second home is a place for regeneration, and every night spent there is precious; the better the goods, the better the memories.

		
			
		

		
Reduced Cost of Living and More Discretionary Income 

		Another contributor to consumers’ wealth is the savings that have been passed on to them by large discount retailers. Over the years, mass retailers such as Wal-Mart, Costco, Home Depot, Lowe’s, Kohl’s, Circuit City, and others have reduced costs and compressed margins so that consumers have been able to enjoy “everyday low prices” on a wide variety of goods and, as a result, lower their cost of living. We estimate that in 2001, at least $100 billion was freed up in this way and became available for New Luxury spending, and the trend will likely continue in years to come.

		The rise in real income, combined with the increase in aggregate value of assets including the home and the reduction in the cost of living, have led to a rise in discretionary income—money left over after the necessities have been purchased—for everyone. There is no precise definition of discretionary income, however, and no standard way to measure it, because there is no absolute dividing line between what is “necessary” and what is “not necessary,” or “luxury.” Most Americans, even the lowest-income earners, can afford the necessities of physical survival—food, clothing, and shelter—and have money available for other needs and wants. We estimate that, in the last thirty years, at least $3 trillion has been created and become available for spending.

		The relative nature of needs and wants and the relative elasticity of discretionary income are at the very heart of the trading-up phenomenon, because they mean that every consumer has a different idea of what is necessary for him to survive in his own world and what he is willing to spend to do so. As one consumer put it, “Necessity is one of those relative terms that depends on who you are or where you are in your life. When things become important to you, they become necessities.”

		
			
		

		
Women as New Luxury Earners and Spenders 

		Women are the dominant New Luxury consumers, but they are very different from the “housewife-consumers” of the 1950s.

		Today, most American women participate in the workforce. Sixty percent of all women aged sixteen to sixty-four work, either full-time or part-time; 76 percent of women aged twenty-five to fifty-four—the peak earning years—work. Not only are more women working, they are earning higher salaries than ever before. Real median income (in 2001 dollars) for women employed full-time rose from $21,477 in 1970 to $30,240 in 2001, an increase of 41 percent.

		Women are also working more hours than they used to. Twenty percent of working women put in forty hours a week or more, up from 13 percent in 1976. Twice as many women work forty-nine hours or more per week than did in 1970. And 7 percent of working women are on the job between forty-nine and fifty-nine hours a week. Although nearly a quarter of working women are part-time employees, the average number of hours they worked per week has also increased—from 16.2 in 1969 to 26.6 in 1998. This increase in working hours is significant because it adds to the strain of working women with families—there are “never enough hours in the day” to get everything done.

		Many more women are single. Women are less likely to get married, and those who do marry do so later in their lives. The percentage of unmarried women aged twenty-five to twenty-nine has more than tripled in just the last thirty years, from just 11 percent in 1970 to 39 percent in 2000. That cohort of young, single, working women is highly influential in the New Luxury market, as consumers and as tastemakers.

		The result of these societal shifts is that large numbers of single working women are earning lots of money—in excess of $374 billion each year. They have few financial obligations apart from their own living expenses and, in some cases, student loans. They have no families to buy goods for, and they are generally too young to be concerned about saving for retirement or for the education of their as-yet-unborn children. The ones who cohabit—and the number of cohabiting couples has grown from 439,000 in 1960 to 4,736,000 in 2000—are in most cases living with

		
		
		
		
		
A Changing Family Structure 
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			And yet working women continue to shoulder most of the child-care responsibilities and do the vast majority of housework, including laundry, cooking, shopping for groceries, and caring for sick family members. Married working women with kids are, in effect, working two shifts. They feel overburdened and freely admit that they need help in managing their duties and that they need moments of relief and restoration whenever they can grab them. Because they have the money to spend, they will pay a premium for New Luxury goods that can lighten their workload and soothe their souls. As Nicole, a twenty-eight-year-old lawyer, comments, “Women are more willing to spend on themselves today. We think that our mothers didn’t get 
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to spend on themselves because they weren’t earners, but we can because we do earn. The financial independence of women leads to the ‘I can buy it if I want’ attitude.”
		

		
		
A Longer Dating Period and High Rates of Divorce 

		
		
		
		
		
Education, Sophistication, and Worldliness 

		
		
		
		
		
		
		
		
		
		
Cultural Permission to Spend 

		
		
		
		
		
		
		
		
		
A Mix of Benefits and Stresses 

		
		
		
		
		
			In our survey, 55 percent of respondents agreed that “I never have enough time,” and 54 percent agreed that “I don’t get enough sleep.” Nearly 40 percent said they are “working harder than ever,” and 37 percent said, “I feel a great deal of stress in my life.” A sig-ni
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ficant percentage of the respondents said that they don’t spend enough time with their friends (51 percent) or family (35 percent), that they worry about their health (40 percent), and that they are anxious about the future (40 percent).
		

		
		
		
		
		
		
The Four Emotional Spaces 

		
		
Taking Care of Me: Well-Being, Beauty and Youthfulness, Making Time for Myself 

		
		
		
			Paula, fifty-eight, has had a life with more than its share of difficulties, including two divorces and health issues such as heart surgery and a bout with breast cancer, all of which she handled while raising two kids and holding a full-time job in a university library. The job pays about $40,000 a year. “It took years for me to realize that a mother is not the person who is supposed to work until dawn getting things done for other people,” Paula told us. “I went to a therapist, and she would ask me, ‘What have you done for yourself this week?’ And I would think to myself, ‘What a stupid question,’ 
			
because I was not even to the point where I thought I could do something just for myself.”
		

		
		
		
		
		
		
		
		
		
		
		
		
		
		
		
		
		
		
		
		
Connecting: Attractiveness, Hooking Up, Affiliation, and Membership 

		
		
		
		
		
		
		
		
		
		
		
		
Questing: Taste, Adventure, Learning, and Play 

		
		
		
		
		
		
		
		
		
		
Individual Style: Achievement, Sophistication, and Success 

		
		
		
		
		
		
		
The Limits of Emotional Engagement with Goods 
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