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Chapter 6 – Current Events


‘ ‘Do you have Flybuys?’: The pervasiveness and cost of loyalty programs’ 

LEAD STORY-DATELINE: BRW, January 12, 2001 
Why does it seem that every retailer or service provider has instituted a loyalty program? Whether it’s as a partner in an existing reward program such as Flybuys, strategic alliances such as the Qantas/Telstra/ANZ Visa card or the Woolworth’s/Big W/Commonwealth Bank Ezy Card, single company membership programs like Miller’s Fashion Club which offers a 5% rebate on purchases or every hotel that offers their variation on ‘stay 10 nights, get one free’, loyalty programs designed to get and keep consumers seen to be as common as cash registers in today’s business landscape. According to McKinsey & Company research, half of the ten largest retailers in each of seven sectors in both the US and the UK have loyalty programs. 53% of American grocery consumers are enrolled in a loyalty program and report spending 48% more than they would otherwise at that outlet; 21% of casual clothing customers are also members and report and 18% increase in spending at outlets where they are members. 

These retailers believe that developing a deeper relationship with consumers will increase their share of the consumer expenditures and stave off pressure from their ‘bricks and mortar’ as well as online competitors. 

But the question hounding retailers is ‘do these loyalty programs really make a difference in the behaviour of customers?’ and ‘are they worth the massive investments?’ Many loyalty programs have been successful at enhancing the value propositions of retailers, generating valuable data, drawing in higher-profit customers and persuading them to spend more. Other programs have unwittingly deployed ‘value -destroying, mass-discount vehicles’ according to BRW that do more harm than good. 

Those creating and maintaining loyalty programs have to contend with three stubborn facts: 

1. Loyalty programs are expensive. McKinsey research found that the 16 largest European retailers had a total of $1.2 billion US tied up in annual discounts to customers. Even modest rebates of 1% can add up quickly. Then there is also the cost of marketing and managing the programs in terms of systems, staff, rewards, etc. For a large, multi-site retailer, the launch and maintenance investment can reach $30 million US in the first year, with annual maintenance costs of up to $10 million US. 

2. Loyalty programs take on a life of their own so mistakes can be difficult to correct. Customers react negatively to any perceived reductions in the program or elimination of rewards, even if they have not been active participants. Negative experiences with loyalty programs can have a negative impact on brand or store image and ultimately brand or store loyalty. 

3. Loyalty programs often fail to increase customer loyalty. According to BRW, 70% of grocery and 79% of casual apparel shoppers report always looking for better deals from competing retailers - ah, the fickle, apparently loyal consumer!

As many as half of the members of a loyalty program may be ‘free riders’ - enjoying the benefits without spending more in the store. This means that the incremental sales from members who do spend more have to go to pay for the cost of the program for themselves and the free riders, leaving little remaining for the store. For example, consider a retailer who gives a 2% rebate to program members and has variable costs of 30%. To break even on just the cost of the rebate all program members would have to spend 6% more. If half the members are ‘free riders’, the other half must increase their spending by 12%. Considering that early loyalty programs only generated 1-3% increases in groceries and 5 - 8% increases in department stores, is a 12% increase realistic? Especially given today’s competitive marketplace where everyone is offering discounts, spot sales and increasingly attractive reward programs. Also consider that a rebate of 2% on $1000 in sales is only $20 - some question the motivating power of an annual $20. 

Some companies have an easier time of it and can offer higher value rewards at much lower cost. Industries with continuous excess capacity such as entertainment, airlines, hotels, car rental and telecommunications can release the excess capacity for rewards at very low cost. For example, it only costs the airline industry the variable costs [meals, extra fuel and handling] to fill an empty seat with a frequent flier customer. Internet companies have used rebates as a form of advertising - to generate traffic on the site. However, companies that must purchase rewards from manufacturers, usually at 60 - 70% of its retail value, find it a much more expensive proposition. 

Target in the United States has married its loyalty program with its public relations/social responsibility programs. Target’s Guest Card, a private-label credit card, allows customers to donate 1% of their purchases to a school of their choice. Since it began in 1995, the program has contributed over $23 million US to American schools, allowing Target customers to feel part of the company’s community service activities. Companies like the US retailer Neiman Marcus have targeted a specific segment of their customer base. Their InCircle Rewards program is only offered to customers who spent over $3000 US annually. Rewards range from the basic of invitation only in-store parties to travel and upscale gifts to the biggest spenders. Others, like FlyBuys, have realized the importance of offering small rewards such as movie tickets that can earned quickly as well as the more valuable rewards like travel that might take years to earn. 

Companies like Tesco in the UK believe that a major advantage of loyalty programs is not just increased expenditure but the data that can be collected about its consumers’ spending and behaviour patterns. Tesco uses the data to tailor its offers and its Clubcard magazine to the specific profile of each member. They have also re-arranged their Clubcard program into two tiers. First tier customers get a rebate - 1 point for every UK pound spent, redeemable for vouchers at the 150 point level - but the primarily purpose for Tesco is to gather data. The second tier is aimed at frequent shoppers. For every 25 UK pounds spent in a single transaction, customers earn a ‘key’. 50 keys makes the customer a ‘keyholder’ and 100 keys a ‘premium keyholder’. Keyholders not only earn vouchers but discounts at leisure attractions, hotels, theatres and sporting events. The purpose of this is to change the behaviour of heavy spenders, encouraging them to spend more often at Tesco. Since starting the program, Tesco has raised its market share from 13% to 17% and generates 75% of its sales through the program. Interestingly, the average spending per customer per trip is now 25.5 UK pounds! 

Companies are also realizing the importance of strategic alliances. Air Miles, a Canadian alliance that started in 1994 now counts almost half of Canadian households as members. Individual expenditures at its over 100 sponsors ranging from banks to petrol stations to dry cleaners are combined meaning that customers earn bigger rewards - free air travel on Air Canada or selected merchandise - faster. This program is similar to the Qantas/Telstra/ANZ Visa card where points are earned on each purchase using the credit card and bonus points earned for expenditures at sponsor companies. Points can be converted to frequent flier miles, redeemable on Qantas. 

Talking it over and thinking it through

1. Are you a member of any loyalty programs? If so, which ones? Why did you chose to join those specific programs? If not, why not? 

2. Use learning theory concepts to explain what loyalty programs are hoping to achieve and how they work. 

3. Which do you think would motivate a consumer to change their spending patterns: the chance of a smaller reward achievable in a short period of time or a more substantive reward that it would take a long time to earn? Why? 

4. Do you think the cost of loyalty programs is worth it to businesses? If so, why; if not, why not? What alternatives do you see to loyalty programs that would have the outcome of increasing consumer expenditure at a particular business? 

Thinking about the future!

Form a discussion group of family and friends. Collect information about the loyalty programs of two competitors - say two credit cards, two airlines or two department stores. Compare and contrast their current loyalty programs. Monitor their programs over the coming years to see if there are changes and if you see evidence of competitive pressure. 

Digging deeper!

A pub in the UK started a loyalty program where patrons earned points which could be converted into free drinks. However, the amount a patron had to spend to earn a point was just slightly above the price of a pint of beer, the most common purchase at the pub. Do you think that such a program would encourage excessive or incremental consumption of alcohol? What ethical and moral responsibility does the pub have to its patrons? Do you think that a comparable program for patrons of casinos or pokie machines would be acceptable, or do you think that governments and society would or should intervene? 

 

SOURCE: James Cigliano, Margaret Georgiardis, Darren Pleasance and Susan Whalley, ‘Programs: The high price of loyalty’, BRW, January 12, 2001 
 Jan Charbonneau
