Cards and Rewards: The End of the Affair?

By Roy Stephenson

Fashions change almost as quickly in marketing as they do on the High Street.

Not so very long ago, it was vital for a credit card to offer rewards. To be sure, there was vigorous debate as to whether the rewards should be in the form of points, miles or cashback, but rewards of some sort there had to be.

How times change: in the UK, the trend is now all in the other direction. Led by Barclaycard, many issuers are dropping their rewards programmes with the same enthusiasm as they launched them. But substantial issuers are still promoting rewards programmes: on a recent evening’s TV viewing, both card commercials heavily featured rewards.

So who are right – the Cutters or the Keepers?

Cutters most often cite two reasons for cancelling rewards programmes:

1. Rewards don’t work any more (and the most subversive practitioners mutter “If they ever did”)

2. Pressure on margins means rewards aren’t affordable any more

Let’s examine the evidence for both Cutter arguments:

Rewards don’t work

Generally, the case against rewards programmes can be summed up as:

· It’s interest income on revolved balances which drives card profitability: but rewards don’t build revolved balances

· Rewards have no visible effect on spend, acquisition or retention rates

Barclaycard, the UK’s biggest Cutter, doesn’t put it that way – at least, not publicly. It points to internal research which suggests that customers prefer peace of mind to rewards points. Without sight of the questionnaire or the research scheme, it’s hard to evaluate this finding. However, on the face of it, it does seem odd that cardholders would prefer a benefit which is only available to some of them (travel insurance, only when the trip is booked through and paid for by Barclaycard), to one which is unconditionally available to all of them. Were respondents asked to evaluate the conditional, restricted offer, as actually executed, against a continuing rewards programme?

It should also be noted that consumer research routinely identifies “Security and peace of mind” as being the main benefits which a customer looks for from a credit card. So frequently, in fact, that these elements are often described as being generic benefits, which a card has to have simply to exist in a competitive market. But these benefits simply bring you up to par: what they don’t do is provide a competitive edge against other offerings.  Issuers seeking market advantage have looked elsewhere – to rewards programmes, among other options. Is there the possibility of some confusion here – that a generic expectation has been misconstrued, and taken for a differentiator? 

Without access to the Barclaycard research, we can’t know how strong a base it provides for the decision to drop Nectar. But of two things we can be sure: first, conditional travel insurance will cost Barclaycard a good deal less than unconditional rewards points; second, the Keepers say Barclays are wrong.

American Express, for example, are quite clear that rewards programmes work: here’s what Chairman Kenneth Chennault had to say in his Annual Report for 2004: “Management believes, based on historical experience, that cardmembers enrolled in rewards and co-brand programmes yield higher spend, better retention, stronger credit performance and greater profit for the Company.…..Rewards attract higher spending from premium customers, which in turn leads to lower credit loss rates. Moreover, rewards and other incentives offered at acquisition improve the risk profile of new customers. Since 2001, the percentage of accounts receivable from rewards-based products has increased from approximately 45% to 70%.”  Seems fairly clear – and the Amex takeover of the Nectar credit card slot underlines the endorsement.

More generally, Edgar Dunn analysis shows highly impressive performance improvements when rewards portfolios are compared with those without:
	Activation
	Up 25%

	Balances revolved
	Up 25%

	Purchases
	Up 230%

	Attrition
	Down 70%


Which might be thought to be fairly conclusive.

No doubt, UK consumers differ from their US peers in many ways – but card marketing programmes which work in the US generally transplant pretty well to the UK. Maybe it’s execution which is at fault in this case. Experienced observers who work with institutions on card loyalty issues have sometimes found a lack of rigour in programme design and evaluation, which leaves management unable to assess programme ROI. And if you have no way of telling whether a marketing initiative is doing the job, there’s a strong temptation to drop it.

Rewards are too expensive

Here’s the second reason that Cutters give for dropping rewards programmes. In markets around the world, credit card issuers are feeling an unprecedented squeeze on profitability:

· Regulatory pressure on interchange levels

· Narrowing net interest margins as the price issuers pay for funds edges closer to what they charge borrowers

· Competitive pressure to offer cheap or free balance transfers

· Rising payment rates

· Higher charge-offs

· Falling returns on acquisition programmes
· Rising defection rates
Against this background, managers will quite rightly review their marketing costs to see what can be safely cut. And, as we’ve seen, there are a surprising number of rewards programmes out there which can measure their expenses but can’t measure their benefits.

So it’s not a shock that rewards programmes are being cancelled or curtailed. But that doesn’t make it the right decision. In fact, it leaves a vacuum which thoughtful marketers will be happy to fill. Those marketers are looking for answers to two questions:

1. How do I combat card commoditisation?
2. How do I identify and retain profitable customers?
For the consumer, cards are close to being a commodity: the experience at point of sale, at time of payment, is the same no matter what card you use. So how does a card acquire that cherished front of wallet position? 

Just as marketers need the consumer to distinguish between cards, they themselves need to be able to distinguish between customers: experience suggests that many card portfolios at least follow the 80/20 rule – that is, that 20% of account holders generate 80% of the profit. (One study even found that 15% of customers generated 110% of portfolio profit). And that’s for those programmes where management can actually measure profitability at account level. Many can’t.
Surely the answer must be to combine the two objectives: to retain and motivate the most profitable customers by offering them card programmes differentiated by a desirable value proposition. But how to create that value? What makes it desirable? 

Let’s go back to the research. At first sight, consumer attitudes to card rewards programmes are confusing: some value them, some don’t. Some clamour for cash-back, right here, right now, others will patiently save points and miles till they have enough to splash out. Worryingly, a recent Maritz survey in the US found that 50% of consumers enrolled in a credit card programme for 5 years or more have never redeemed the points they have accumulated.
The reason for the conflicting responses? It’s simple: different types of consumer want different things. As a sweeping generalisation, the more affluent customer is willing to wait to claim a lifestyle reward, while the less well-off would sooner have the money – even though it may represent a worse return on his expenditure.

But it goes further: even the better-off don’t all want the same thing. Just as the early Air Miles businesses found that air travel had to be supplemented by theme park entries, cinema and sports tickets, dine-around programmes and so on, diversity and responsiveness to customer needs have to be structured right into tomorrow’s successful programmes. 
What does that mean in practice? It may mean tiering, it may mean reward selections driven by spend patterns, it may mean soft benefits as well as hard, it may mean instant redemption at POS, it may mean “You name it, we’ll get it” rewards – it may mean whatever customers want it to mean. Thankfully, the combination of EMV and the new transaction tracking systems emerging from the card associations make it a little easier to find out what customers want – and to deliver it affordably.
Which leads neatly enough into the question “What do we mean by customers?” For too long, banks have been organised along product lines. The interplanetary spaces between the card group and the retail banking group, for example, have stalled meaningful cross-sell activity because marketers can only see the customer one dimension at a time. But now institutions like Citigroup, Wachovia and American Express are stepping up a gear: not only are they taking a holistic view of the customer, they’re setting ambitious cross-sell targets and backing them up with “whole of bank” rewards initiatives. For example, in April 2005 Citi’s Thank You programme was extended to cover banking products as well as its card programme. The results: “The early returns say it is paying back in many ways and many times over. Participation levels are way up and attrition levels are down," a bank spokesman noted in October.

And, make no mistake, it’s never been more important for financial marketers to get closer to their customers: according to a recent report from Group 1 Software, attrition in the UK banking industry has increased from under ten percent in 2003 to almost twenty percent in 2005.

So here are the lessons as I see them:

· The days of plump card profits are gone - perhaps for ever

· In this situation, clever marketers will find competitive advantage; less clever ones will batten down the hatches

· Banks with savvy organise their business around customer groups, not product groups

· It’s imperative  to retain only the most profitable customers – but do whatever it takes to keep them

· “One size fits all” rewards programmes are dead: in the future, programmes will have to be as various as the customers they serve

· We’re in luck: today’s technology provides the tools to do a lot of the heavy lifting
No, cards and rewards haven’t reached the end of the affair: but maybe they need a guidance counsellor.
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