There are many different and often conflicting
notions about issues related to customer loyalay t
are being held as business truths. This thought
piece takes a look at some of the commonly held
beliefs in light of both the intuitive logic reghng

the issues and the evidence gathered from
experience in a number of industries. The go#&bis
gain a clear understanding of the why’s and how's
of the evolution of the myths about customer tyyal
and to establish the realities behind them.



The seven myths discussed in this thought piece eeenpiled by Dr. Matt Hasan from
surveys, research studies and consulting engagencentiucted by him and under his
direction during the past ten years at Capgemiigil@m Corporation, Deloitte & Touche
Consulting Group and A.T. Kearney Management Cainsul

Detailed discussion of the conceptual framework mwethodology for defining and measuring
the concepts of internal loyalty intensity and towstomer worth referenced in this piece can
be found in the following article:

M. Hasan, “Customer Churn: The Stealth Enemy”, Dido& Touche Consulting Group
Thought Leadership Monograph, October 1996, Updadte®ecember 2004.

Dr. Matt Hasan is President of C-Metrix SolutioRsior to C-Metrix he led Customer
Centricity/CRM practices at Capgemini, IBM Globa@r@ices, Deloitte Consulting, and A.T.
Kearney. Matt holds a Ph.D. in industrial econafiom Brown University and an Executive
MBA from the Wharton School. For more informatiom this and related topics he can be
reached via email: mhasan@c-metrix.com.
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The first issue that needs clarification in thistinis what is meant by customer loyalty since
the term loyalty is used quite loosely in the custo relationship space and takes on a wide
range of meanings. As used in this context, loyalgans that a customer does business with a
given company over an extended period of time. Hawnethe word “build” implies that the
provider has to do something to gain the “loyalby"the customer. This is a contradiction in
terms since the word loyalty manifests an uncoodéi and unwavering attachment to
something In plain language, if it has to be bought, it is loyalty!

Some might say that the issue is one of semanfitere is some truth to that in terms of the
roots of this belief, because from a marketing leage perspective, the word loyalty is used to
connote some positive behavior trait on the pathefcustomer. Therefore by communicating
statements like “we value and reward our loyal @ungrs”, providers are trying to reinforce a
positive trait and elicit desirable action from thestomer.

On the face of it, this would be fine if it was @ity an issue of semantics with no repercussions
for effective business decision-making. Unfortefat that is not the case. Companies are
allocating substantial resources in the form of aels, monetary or otherwise, to build
“loyalty” in customers, which is actually incentitige opposite behavior. Customers who stay
for rewards, also leave for rewards. Only, the &eteps rising!
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This myth is probably founded on the common semdiefithat it is important to “satisfy” a
customer to obtain repeat business. However, thereseveral built in complexities to this
belief that needs to be carefully evaluated. Tin& bf which is whether it is possible to
meaningfully measure the satisfaction level of giyen customer. The second is whether
there is actually a correlation between the satigfa level of the customer and the likelihood
of staying with a provider. The third, and moseafignored one, is that even if higher levels of
satisfaction implied greater likelihood of retemtiancreasing satisfaction to the level necessary
for retaining a particular customer may requireestments that are not justifiable. Let us
examine each of these complexities.

1. Customer satisfaction is currently measuredutinoself-reported survey methods where
customers respond to a battery of questions raeuguttiieir level of satisfaction with various
aspects of the customer-provider relationship @mduct, pricing, communication and on-
going support. Although, substantial advancembate been made in detailing the attributes
and executing the surveys (such as through CVM oaksthy one critical flaw that remains is the
assumption that all customers have the same intecake for measuring satisfaction, i.e., each
customer’s expectation regarding each of the atieis identical. This conflicts with the fact
that all customers are not the same.

2. Several studies, conducted over a period of stiraodecade, have shown that customer
satisfaction ratings are not effective predictdrsetention. In fact, many customers who rate
their satisfaction level as very high, overall aacross all attributes, switch, whereas customers
who give very low ratings stay with their provideAlso, many companies have dramatically
improved their customer satisfaction ratings whileir customer churn continues unabated.

3. Higher satisfaction ratings do not come freechi@ving satisfaction levels high enough to
retain some customers may be too much for a jabtdibusiness relationship.
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Keeping in mind the anomalies in the ways the tkyalty is used, as discussed in Myth No.
1, customer loyalty in the context of this mythemsfto a lasting relationship with the customer.

This myth has evolved from our increasing depenéamrctechnology. There is a tendency to
believe that if there is an integrated and competeof data about each customer, and, there is
automation in interfacing with the customer throutire use of CTI, VRU and web
technologies, those technological resources willlti customer loyalty.

The current emphasis in many companies is on dewveja 360 view of the customer through
the integration of all relevant data sources andhepoints. There is no question that having
an all around view of the customer is a benefitait enable the taking of preemptive measures
to prevent adverse customer action and eliminatenisistencies in dealing with the customer
across the various ways that they are touched,magketing communications, selling, billing,
collections, and after-sale care.

For example, this integrated view can enable a emmpo deal with a “trouble ticket” resulting
from a customer interaction in a seamless manneor@ct the problem efficiently. And, it can
prevent a company from trying to sell more to at@uner that it is threatening to shut off
service and/or turning over the account to coleexti However, it does not logically follow
from there that this integrated knowledge leada tasting relationship with the customer. In
fact, more information as well as technology basestomer interfaces used the wrong way
may block the formation of a relationship or leadts$ disintegration much faster.

Simply using the word loyalty in the names of eirabltechnologies and platforms does not
achieve loyalty! Neither does the compiling of Bugmounts of data without a clearly defined
plan for how to use them to attain a company’srmss objectives.
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This myth is representative of the belief that ¢hisra continuum of "loyalty building" -- from
one transaction with the customer to many transastio relationship building to loyalty.

Although, the reverse of this myth is probably trie., a series of bad interactions or
experiences with the customer prevents the formatioa good relationship, a series of good
interactions or experiences may or may not leaal good relationship. Customer relationship,
like any other relationship, is dependent on thbtrifit” or “chemistry” between customer and
provider. An analogy from social relationshipasseries of good dates do not always lead to a
lasting relationship; it was nice but, the “spaok™magic” was not there!

In general, good interactions or experiences ageeguisites to establishing a relationship with
a customer. In a competitive market place, theyn@cessary just to stay in the game. The key
to a lasting relationship, however, is a match ketwthe customer’s profile including inherent
loyalty intensity and the provider's business valaad ability to form a mutually beneficial
bond with the customer.
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A loyal customer in this context probably refersat@ustomer who continues to do business
with the company. Therefore, this myth is implyitigt customers who do the most business
with the company, such as frequent flyers, nedzkbteewarded to continue that behavior.

The first anomaly in this statement, as discussédyith No. 1, is that if you have to buy it, its
not loyalty. As discussed before, the most loyastomers are the ones with the highest
inherent propensity to stay with their current pdev. This propensity is based on their internal
attributes consisting of psycho-economic-demogm@pttiaracteristics for individuals and
culture-tradition-history-structure  characteristiclor businesses. The complex inter-
relationships between these characteristics daterrtiie implicit cost of switching for any
given customer. The higher the implicit switchicwst the more likely it is that that customer
will continue to do business with the current pd=ari Hence, customers who are intrinsically
more loyal need the least amount of rewards fragir fhrovider.
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At the heart of this myth is the reasoning thaiaa® as revenue derived from a customer
exceeds cost of goods sold and other directlybati@ble costs, more revenue means more
profits. More profits do not necessarily imply thegghest margins; they are just larger in

absolute size. Therefore, it would follow that cusers with higher revenues are more

desirable than those whose revenues are lowebigger is better!

At face value, this line of reasoning appears t&engood business sense. However, closer
examination reveals two critical flaws. Both flahave to do with how costs are measured and
attributed to individual customers which in turrtetenines the “profitability” of a customer.

Flaw no. 1 is related to the fact that currentiogspractices are geared towards products rather
than customers. Without going into the intricated amomplex details of the challenges of
“proper” cost allocation and the ongoing debatesosinding them, it is worthwhile to
understand that current approaches are not vesgtafé at measuring the true costs associated
with any given customer.

The second flaw which is directly related to theuss of customer loyalty is that current
practices do not even attempt to attribute all ssodirect and indirect, that are incurred in
acquiring or retaining a particular customer. Aisgion and retention costs include the cost of
advertising, other communications, promotions amgkmtives in the form of price discounts,
cash and/or other goods and services, frequentasér affinity programs, and customer
contact. In some cases these costs are divideuebyumber of customers in the relevant group
and attributed equally to each member of the grommther cases, they are simply lumped
together as overhead. Including these costs irctiseomer profitability equation will change
the profitability position of many customers.

- <
- +( ! ,
I e "
(.= C (
«( - @ ( ( 8
e« O C
(7 ( (

> !



+ .
) YL*2 0 ++( +

The term loyalty in this myth means that a custoreenains with the provider for an extended
period of time. Artificial entanglements createddroviders to deter customers from leaving
is at best a temporary fix and at worst leads ax#y the opposite outcome.

Sustainable customer relationship, like any otledationship, has to be based on both parties
wanting to be together willingly. If the incentite switch is high enough, contractual and
other entanglements are not sufficient reasonghfoicustomer to stay; they simply factor that
into their overall cost-benefit assessment. Caiied arrangements, which are meant to
protect the interests of both the customer and ghmvider, will not create a positive
relationship if they are perceived to be undulydemsome by the customer. In fact, the
customer may consider that to be an additional cbstoing business with the provider and
look for alternatives. Also, if the enforcementao€ontract leads to collection and other legal
expenses, it has a direct impact on the profitgbf the customer and therefore on the
provider’s bottom line.

Similarly, the evidence on frequent buyer progrdoften called loyalty programs) indicates
that since almost everyone has one, they are ffetetitiating factors for providers; they have
become a part of customers’ basic expectationsferi@®§ more attractive programs is just
another form of price/value competition. It hashiiog to do with customer loyalty.




