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When asked whatcustomer loyalty means to their
business, many would sayt [ 2 & | f (i éneét ®UP I NJ
what does loyalty mean in the overall business

objective particularly in the context of the payment

card industry?

Many card marketers are confronted by the challenge
of maintaining a loyalty programme that is likely to be
expensive to upkeep, difficult to differentiate, and
almost impossible to measure in terms of
effectiveness.

How does one measure effectivenessn the broader business context? Does it mean profit, retention, or simply
I a0l A&A0 NBIdZANBYSyidé¢ 2N akKe3aASyS 7Tl @dyanmd of so8sin dza S
place?

This paper explores the changing role of loyalty programmes in the payment card industry and how we might re-
0KAY1] GKS glea Ay 6KAOK ¢S LISNOSAGS Wi 28l tmee Q & A

The US market is the most mature credit card market in the world and is also a useful global indicator in terms
of key trends and patterns. In a Colloquy* census report for the US loyalty-marketing study published in April
2009, two important observations with direct implications on the payment card industry emerged from the
data:

9 More than half of all programme memberships are inactive, perhaps suggesting that
the accelerated growth of loyalty memberships is coming to an end?

i1 The growth in loyalty programme membership for the financial services sector was an
incredible 75% from 2006 to 2008.During this same period the mature and long-
standing airline segment reported a modest 9% growth.

What these figures suggest is that although consumers are increasingly wary of loyalty programmes and have
become increasingly passive, the payment card industry has been rolling out loyalty programmes in every colour
and shade.

This phenomenon could be explained by the changing landscape of the credit card business model. While
GNI RAGAZ2Yy I fftes AaadzsSNBR NBfte 2y (GKS WYbldpgeRikhé finenciay 2 R S |
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markets in the United States is a sombre reminder that a consumer economy based on consumption with
excessive borrowed funds is not sustainable.

While some of us might struggle with this change, the payment card business needs to relook at the
fundamental basics of our profitability model.

/ 2dZ R Al o06S GKIFIG A&aadzSNA KIFI@S G2 3ANFRdzrffe& NBRdz
Wi NI y al OG AsanyetimestadRaRiérsstill love their plastic, but prefer the card as a transactional

device, rather than a lending device. However, increasing dependence on transactional sources of income is not
necessarily an option in markets which are experiencing regulatory challenges to traditional sources of income

such as interchange and foreign exchange mark up.

This change of business direction might explain how loyalty is
becoming the new weapon of choice for card marketers, so much so
that the effect has spilled from credit cards over to debit cards.

In Asia, credit card loyalty programmes have been in place for more
than a decade. It is now almost impossible to launch a card product
that does not come with a loyalty programme as a default feature. A
quick check in markets such as Singapore, Malaysia, Philippines,
Thailand, and India, reveals a great deal. Where rewards programmes
in the US and Europe are more likely to be product-specific, many of
the rewards programmes in Asia are portfolio-wide, bank-branded
LJ2 A yrogfasmmes. The issuers in Asia have the difficult task of
running an expensive programme funded through interchange, while
the role of the rewards to differentiate is reduced to mere
commodity.

So, what does loyalty mean to issuers and financial institutions? What
does loyalty mean to consumers? a 2 N& & LIS Ohly hdveld:
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When loyalty programmes first appeared, they were
KFAf SR | & LIRS TN Off JIWA @ L a
launch card rewards from points to rebates to discount
@2 dzOK S NA © ¢t2 0O0KA& RlI&X GKS
not changed much. Many issuers may claim to have
invested vast amounts of energy and resource in card
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rewards in the hope they reap great returns. But one must ask what those expected returns are?
Most would respond with one or a combination of the following:

1 Differentiation

1 Retention / Reduced Attrition

q Increased spend
On the other hand, if you asked the same group of managers
what their biggest issues with their programmes are, they are

likely to be:
i Differentiation
1 Relevance
ﬂ COSt Stage | Stage Il Stage Il Stage IV
1 Legacy |
The deeper issues of card loyalty programmes can largely be v

attributed to: / \

Scheme penetration

iRy (DE

1. Loss of direction, and . _
2. Lost of differentiation i Q .

e Russia iSingapore  Framte  Aystralia K us

Germany

DATAMONITOR

Card loyalty programmes were originally envisioned to provide a - [sure teemener
vehicle for card companies to continuously engage the
cardholders. The credit card, being a payment instrument more
than a consumer product in itself, presented a challenge to |
marketers in building customer commitment. Therefore, loyalty beng ong
programmes presented themselves as a cure-all for card E
marketers who quickly transposed the idea of loyalty programmes |
from the consumer product space to payment cards.

stage 1 Stage 2 Stage 3 sStage 4

Scheme penetration

Many of the programmes were created with little direction or T g P e
Source: Datamonitor DATAMONITOR

alignment with long-term business objectives. They were often Figure1 The Loyalty Development Hypothis

launched with a great fanfare and then left to operate on auto-

pilot.

Since many of these programmes are easily copied, the inevitable cookie-cutter versions of the programme soon
propagate and then eventually flood the market, making what was once a point of differentiation a mere
commodity.

To make matters worse, there is a common misconception that retention strategies equate to loyalty
programmes. In reality, retention is an entire life cycle management process in its own right and loyalty
programmes represent one of the ways in which retention strategies can be implemented.
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To analyze the real issues behind loyalty programmes, we might want to take one giant leap backwards: What is
loyalty?

Maritz RSFA Y S@2 8HGINGRS WIa | aidladS 6 KSNB ts@urdeivizgey, SeN&as KS | ¢
advocates for the brand, and resist competitive threats.

Customer loyalty means very little, if it does not translate into profitability or contribute to business objectives.
In essence, loyalty marketing and loyalty programmesmdza G Y1l 1S d&aodzaAySaaé aSyasSo

With the near-feeding frenzy in loyalty programmes, there seems to be an overwhelming assumption that loyal
customers must be profitable customers. That in itself is increasingly debatable.

There is an abundanOS 2 F | @F At +F o6t S fAGSNF GdzNB GKI G LIRATHeG & 0
underlying reasoning is that:

Loyal customers cost less to serve

Loyal customers have a higher value of purchases and will buy more frequently
Loyal customers are less price sensitive

Loyal customers will make natural advocates for your products/brand

Loyal customers are easier to cross-sell to

=4 =4 =4 A =

However, many of the studies that come to these conclusions are usually made on products and services other
than credit cards. It is therefore important to remember that the studies do not take into account, the specific
nuances of the credit card customer or the buying cycle of a credit card product

Case in point: A long-time credit card customer calls

customer services to file a complaint of negligence

and bad treatment by the bank. She goes on to

harass the call centre staff, the card department,

followed by senior manager ¢ an act which costs

three bank staff an average of 1.5 hours each. The

cause of these accusations stem from her not being

the first 20 customers to redeem a free weekend

hotel stay. Her argument is sound: she has been with the bank for 10 years, and has never held another credit
card from another institution. She uses the card regularly and has a subsidiary card for her son. She spends an
average of US$3,000 a year for the past 10 years. She is prompt in her repayment of card bills and has never
revolved. She has consistently asked for fee waivers and has never paid annual fees during her 10-year
relationship with the bank. In the said promotion for Christmas, one is required to spend US$1,000 over a single
weekend during November, and be the first 20 persons to call in to qualify. Her account billings for the 10
months prior to the promotion amounted to US$1,000.
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As you can see, this customer is clearly loyal (almost 11-year tenure with the bank with no other competing
cards in her wallet), and most likely costing the bank more to keep (high cost of maintenance) and least likely to
be profitable (the estimated income

profit in from this customer to-date amounts to

Sthousands $32,000 X 1.5% = $480).
Ts i An extensive empirical study carried out
16 - by Reinartz & Kumar in 2002 studies the
L ] profitability of customers over time. In
o one company studied, many non-loyal
§ - customers are very profitable initially.?

4 But profitability reduces as the buying
2 activity reduces and stops, while
rrrTa AL T marketing  investment in  these
customers continues. So, loyalty in the
form of longevity should not be
confused as a proxy for profitability.

TTTTT rTrrryrrrrTT

month 6 12 18 24 30 36

Figure2 The Cost of Keeping Customers On

For the card marketer, loyalty should
not be recognized as a concept with a singular dimension, but as a combination of Attitudinal Loyalty,
Transactional Loyalty, and Demographical Loyalty.

looks at the basic level of emotional attachment
YR Aada o0Said NBLNBaASYiuGSR o6& | Odzau2YSNEQ f2v3aSgade
or use of the product. These are usually esoteric and intangible
emotions that can translate loosely i 2 Wi Sy dzZNBE Q they R |

payment card context e N\

concerns itself with transactional behaviour; this
has been exhaustively dealt with in RFM theories (RFM stands for
recency frequency and monetary valu¢ In the case of payment
cards, it is of course considered in terms of billings, transactional
volume.

refers to the measure of loyalty response that is
typical of the demographic profile of the customers. This is based on
empirical studies that customer of different demographic profiles will Figure3 The Loyalty Mix
respond with varying degrees of loyalty. For example, a younger
person is more likely to switch cards than an older cardholder.

2 The Mismanagement of Customer LoyalgyWVerner Reinartz and V. Kumar, Harvard Business Revigsirca 2002
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Together, these three types of loyalty form the loyalty mix(see Figure 3 The Loyalty Mix). The loyalty mix is a
measure of True Loyaltyg customer behaviour that should bring about profitable business, customer advocacy

and cost efficiencies.

have failed in the past as they have

actually increased the unprofitable
behaviour (i.e. transacting versus
revolving). A good example of this is

when UK issuers started offering 1%
cash back deals in the mid 90s.

True Loyalty

In a market where revolve rates are the
largest single driver of credit card
profitability, the scheme not only
became unsustainable once interchange
rates reduced, but also drove
cardholders to move day to day spend
onto their cards which in turn drove
revolve rates down.

Card marketers seem to have a tendency to lose
sight of the business objective of loyalty. Loyalty
plays an important role in card marketing, but it is
most-often misaligned with overall business goals.

It is important that loyalty schemes are designed not
just to retain cardholders but also to promote
profitable behaviour. Many loyalty programmes

Higher price

Better margins

REEHETS

Resist switch

Less
maintenance

Lower sales
cost

Lower support

frequency

Hgure 4 Business Drivers for True Loyalty

So, does loyalty have any relevance in the payment card world? The answer is yes but to what extent? Perhaps
it is time for card marketers to consider that loyalty must be managed scientifically, with the understanding that
a loyalty strategy goes beyond a cookie-cutter loyalty program.

As we have seen, not all customers are created loyal. This is because, all customers are different. Strategically
segmenting customer for different loyalty initiatives is the first step to an effective program. One of the more
innovative segmentation strategies was introduced by Reinartz & Kumar. This simple yet elegant model draws

fromi KS dzyRSNI &@Ay3a o0StAST
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for profitability, and the differences in customer characteristics. Hence, differentiated loyalty marketing tactics
applied to different customer types.

Strategy Model b Reinartz & Kumar, circa 2002 .
& Y As the model details, the four

: archetypical customer categories
True Friends yP g
Tooodf it between com are Barnacles, Strangers,
‘me i d edss t H H
High _ﬁ,igheffi’m{e:ﬂ;’, ot Butterflies, and True Friends (see
Profitability Actions Figure 5 The Strategy Model). In
- Communication  consistency but .
not oo often the context of credit cards, these
- Build both attitudinal & .
behavioural  loyalty customer types can be easily
- Delight these customers to
nurture, defend and retail translated to customer
Strangers segmentation, using a combination
“Lilttle fit between/REEARGE of behavioural, attitudinal, and
of fering and needsst ofmer s o . .
- Lowest profit potential demographical attributes of a
Low . .
Profitability ACEOI‘]S : cardholder (see Figure 3 The
-M i i it in tl H
,;;tﬁ,n”;i'gsves ment i fese Loyalty  Mix). Segmented
" anasgon oo marketing actions will ensure that
money is spent on the right
e ey Long -term customers, and we are reminded
Customers Customers that dit is okay to drop customers,
Figure5 The Strategy Model when they are not worth keepidgé

! O2YLI yeQa ySSR F2NJ LINPFAGlIOAfTAGE NBljdZANBa GKI G
segments of customers, at the same time, a loyalty programme must be attractive to customers or the desired

results will not materialize. The most important aspects are that of the reward structured 0 KS WK 2 g Q0
reward currency 1 KS WgKI Q0 Ay@d2f gSR®

There are three (3) important consumer attributes to assess a program: Aspirational, Attainability, Relevance.
These three must strike a delicate for the programme to be successful. An attractive scheme is where one
would aspire to earn the rewards; the effort needed must be just right, and the rewards, relevant.

¢ Cardholders must find the reward something they would aspire to. The perceived value of the
reward goes beyond monetary terms. This is true particularly when the affluent segment is involved. In many
cases, aspirationscould mean less tangible but emotionally engaging things such as exclusivity, brand affiliation,
etc.

¢ The most common complaint among cardholders have about their card loyalty schemes has to
do with attainability. We should do away with programmes where one needs to accumulate thousands of
points for months before a toaster oven can be redeemed, or where one needs to be a perpetual revolver,
paying full interests and fees to earn enough air mileage for a short-range return ticket.
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¢ Relevance of the reward structure and reward currency is one of the least discussed topics among
loyalty marketers. And yet, it is also the one attribute that most determines the success or failure of schemes.
Loyalty marketers must remember that what works for one person, say, points, may not work for another, who
prefers direct rebates or miles.

Loyalty can serve a multitude of purposes, but as with all things, one must decide on priorities. Desirable effects
should reflect the true nature of the marketers needs. One way to prioritise is to choose between the Shackle
Effect (retain profitable customers) or the Reward Effect (rewarding behaviour). These two objectives are not
mutually exclusive, but each works to solicit different results, depending on the business environment and
customer segments. Together with the StrategySegmentation Modelappropriate tactical approaches can then
be developed for the desired goals.

Payment cards have been at the forefront of loyalty initiatives in the financial
services sector for years. Part of reasons for this has to do with the nature of
payment card products. Of all consumer banking products, payment cards
possess product attributes and characteristics most similar to consumer goods.
So, it is cards that have benefited most from the sophistication of consumer
marketing, and in many ways have been a main driver of growth over the years.

With the advent of new technology and growing commoditization of loyalty
schemes, many marketers in cards and financial services seek to look beyond the
confines of card loyalty programme¥ 2 NJ | NSl a 2F yS¢g RSOSt
0A3 GKAY3IQ Ay f2elftde YINJSGAy3TD

s The retail and airline sectors have been relatively successful in maintaining customer
interest and participation in their loyalty schemes. This is largely because the customers of these sectors are
identifiable due to the singularnature of the products and services involved. Whereas a payment card is more
than often an instrument by which customers utilize to consumeretail and airline products. In recent years,
several financial institutions in the US have gone beyond the confines of the card product and developed
relationship programmes: Citibank (Thank You network), Bank of America (Keep the Change), etc. Banks have
begun to focus on customer-centric management practices. The major step taken is to overcome the issues of
silos within the bank, and building the right infrastructure to identify, recognize and market-to a customer who
is likely to have different product holdings with the same bank. The sophistication of loyalty schemes presents

Page | 9 Confidential and Proprietary to Insight Consultancy © 2009



insight

the banks with a unified platform to address this. Although there are managerial and technical difficulties
today, it is very likely that the banks will gradually move towards a holistic approach in customer-centricity.

- In the mature card markets in
Asia such as Singapore, Malaysia, Philippines and Thailand, the
banks have been pursuing merchant partnerships to deliver
value to their cardholders. In many instances, these marketing
programmes are managed separately outside of the loyalty
framework. Collaborative in nature, these programmes are co-
funded by the coalition of merchants with the bank acting as a
conduit for the merchants to market to their cardholder base.
The programmes range from the straight forward direct
discounts at the point of payment, special price-offs and offers,
to clever RFM type campaigns delivered through the banks
payment terminal (POS). These schemes offer cardholders a
greater attraction and relevance because the partnerships are
built with reference to customer-merchant pairing. Granted ,
GKIFIGd GKSaS a0KSYSa OFry &a2YSiAYSa NBadzZ# 4G Ay WLINAROS
offers), there are nevertheless many ways to play the game to stand out in the crowd. As the transaction model
takes greater precedence over the lending model, this may be the most direct way to alter cardholder spending
behaviour.

Technology has redefined communications and the way marketing can be executed. The consumer goods and
retail sector is once again the first to harness the power of technology-enabled communications to full capacity,
deploying social networking tools for WOM marketing and brand building. Financial institutions can learn from
these technologies to benefit from expanded channels of communication and fulfilment in loyalty strategies.

- Instant gratificationhas become a staple in customer demand and not merely a nice-
to-have. Technology has offered us new ways to deliver and administer loyalty schemes. As payment device,
the card is only physically present at the point of payment. This very nature is unlike that of other consumer
products. Where in-store purchases are e made with a card, the moment of payment is a unique moment to
deliver value to cardholders. There are many providers of technology today that allow instant delivery of
rewards in points, offers, and monetary rebates. This mode of communication allows the cardholders to be
actively engaged in loyalty schemes and provides them tangible interactive experience with their card. For the
issuer, the bank-merchant-cardholder relationship provides a strong case for merchant-funded initiatives.
When executed correctly, real-time point-of-sale technology provides an opportunity for cost-savings in rewards
fulfilment.
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oL - Cardholder

— communication forms the single largest cost component in card

marketing. Itis also one of the least understood and poorly measured.

With the advent of social networking technology and the internet, the

consumer world is increasingly one that demands customized

‘_Ll ’l ll ,I LI '[ 1[ l[ l[ I[ 11 ] ‘];]] communications in channel, delivery and frequency. This is the utopia

—_—m of customer advocacy where the user determines the form, channel

and even the content of the communications. (Recall the beginning of

the whitepaper where customer advocacy should be a key value driver

for customer loyalty.) It is low cost and self served, provided that the infrastructure is in place. Consider

statement inserts ¢ the most direct and tangible form of cardholder communication. What if the cardholder is

able to customize the look and feel, and makes her own decision on what information she requires and the

format and channel (e.g. paper, email, sms, Tweets) through which she receives them? (Just like how she

customizes her own Facebook page?) Imagine that the bank informs her of a new promotion that she enjoys so

much, she creates a Facebook fan page for it, writes about it on her 1,000-views-per-day blog, and tweets about

her experience to her 500-odd so followers on her Twitter updates. This scenario will not be too far away or
hard to imagine, and customer advocacy will form the cornerstone of loyalty communications.

All too often, loyalty programmes are used as a band-aid for anything from bad product design to poor
marketing.

Let us not fall into the same trap.
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Founded in 1999, Insight is a boutique consultancy, which specialises in advising banks and payment
organisations on strategic and tactical issues across all major payment products and services, covering:

1 Consumer & Commercial Card Issuing & Acquiring
9 Credit, Debit, Prepaid Card Solutions

Headquartered in the UK, with representative offices in Singapore and the US, we operate across the world,
with particular focus on the UK & European market place. We also operate in Asia Pacific, Middle East and
Africa, Latin America, the Caribbean and North America.

We are industry experts in traditional and emerging payment market segments and solutions.

Our skills and experience are diverse enough to undertake the largest projects, yet we are small enough to
maintain the intimacy, attention to detail and personal service that our clients have come to expect as standard
from us.
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