CUSTOMER PROFITABILITY SEGMENTS

Companies may want to treat all customers with excellent service, but they generally find that customers
differ in their relationship value and that it may be neither practical nor profitable to meet (or to exceed)
all customers’ expectati ons.3? FedEx Corporation, for examplg, once categorized its gustom_ers internally
as “the good, the bad, and the ugly”’—based on their proflfablhty: Rathcfr than treating all its customers
the same, the company paid particular attention to enhancing thel'r relationships ‘wuh ‘tl‘lt‘. good», m@mg
the bad to the good, and discouraging the ugly.”’ Other companics “150_ try to }?:‘.my s.cgt}‘m‘ng.\:’—no.r:
more appropriately, tiers of customers—that differ in current aqd/pr fu‘tu‘lc‘p‘mf“{‘ ! "EY :t“f‘h‘r“:}“ . 11::
s s ey v v sgnEn bl L
of customer turing their financial worth to COMPERERE = - "0 Sdine + hioh-lovalty
the firm offi,rih:erf\?ib(l::: l;na s:rvicc levels in line w'nh the identified s‘u:gl‘m‘l'ltt.\._tl}\‘l::ﬂ:n\i‘sol:‘l:::ollx\\)ﬁ:lrti
cUstomer base of the right customers increases profits. Research suglgts.f:t‘\.; i Ls; S e
Service firm to see profits increase by more than 60 percent when the retention o &

i
ficreases by 5 percent.**

PIOﬁtabiuty Tiers_the Customel' PVl‘amld £ customers nto “the gm,d the bad, and the
Althe . . rodlix rouping of cus ‘ ' aepecially valu-
u , ww the Fedlx g il internally. Labels are espectally va
ugly” agl;ll:g;?e pedoplc mtdy ‘;llcl‘:'lh of the tiers can be very useful internally. Label [
ive, descriptive labek

Scanned with CamScanner



able if they help the company keep track of which customers are profitable. Virtually all firms are War,
at some level that their customers differ in profitability and that a minority of their customers accoyp
for the highest proportion of sales or profit. . _ o

One useful approach for thinking of how customers differ in terms of profitability is the four-tje,
system, shown in Figure 6.4, which includes the following:

1. The platinum tier describes the company’s most profitable customers, t}fPically those who are heayy
users of the product, are not overly price sensitive, are willing to invest in and try new offerings, ang
are committed customers of the firm.

2.The gold tier differs from the platinum tier in that profitability levels are not as high, perhaps becays
these customers are not as loyal or they want price discounts that limit margins. They may be heayy
users who minimize risk by working with multiple providers rather than just the focal company.

3.The iron tier contains essential customers who provide the volume needed to utilize the ﬁrm’s capac-
ity, but their spending levels, loyalty, and profitability are not substantial enough for special treatment

4.The lead tier consists of customers who are costing the company money. They demand more attention
than they are due given their spending and profitability and are sometimes problem customers—
complaining about the firm to others and tying up the firm’s resources.

Note that this classification is superficially reminiscent of, but very different from, traditional usage
segmentation performed by airlines such as American Airlines. Two differences are obvious. First, in
the customer pyramid, profitability rather than usage defines all levels. Second, the lower levels act-
ally articulate classes of customers who require a different sort of attention. The firm must work either
to change the customers’ behavior—to make them more profitable through increases in revenue—or to
change the firm’s cost structure to make them more profitable through decreases in costs.

FIGURE 6.4 The Customer Pyramid

Most profitable What segment spends more with
customers Platinum us over time, costs less to maintain,
and spreads positive word of mouth?
Gold
lfon
553 What segment costs us in time,
Lead effort, and money yet does not
Least profitable provide the return we want?
customers What segment is difficult to do

business with?

Once a system has been established for cat
motivated, served, and expected to deliver dif
tunities for profit when they increase shares of purcha
need for the services or show the greatest loyalty (o »
with the loyal customers, increasing sales with exi
each sale opportunity, companies there

CBOrizing customers, the %

L multiple levels can be identit!
Terential Jeve

Is of profit, Companies improve theit opPY™
Ses by customers who either have the gredt )
A single provider, By strengthening l‘"“'im.'sml‘.n
: sting customers, an increasing the profitability of
by increase the potential of cach customer.

est

Scanned with CamScanner



The Customer’s View of Profitability Tiers

whereas profitability tiers make sense from the company’s point of view, customeé'f are not alwayi
understanding, nor do they appreciate being categorized into a less desirable segment.”* For example, a

some companies (¢.g., ¢Trade), the top clients have their own individual account representative, whom
they can contact personally. The next tier of clients may be handled by representatives who each have a
imited number (e.g., 100) of clients. Meanwhile, most clients are served by a website, an 800-number,
or an automated voice response system. Customers are often aware of this unequal treatment, and many
resist and resent it. It makes perfect sense from a business perspective, but customers are often disap-

pointed in the level of service they receive and give firms poor marks for quality as a result. Therefore,

it is important that firms communicate with customers so they understand the level of service they can

expect and what they would need to do or pay to receive faster or more personalized service. :

The ability to segment customers narrowly based on profitability implications also raises questions of
privacy for customers. To know who is profitable and who is not, companies must collect large amounts of
individualized behavioral and personal data on consumers. Many consumers today resent what they per-
ceive as an intrusion into their lives in this way, especially when it results in differential treatment that they
perceive is unfair.

Making Business Decisions Using Profitability Tiers

Prudent busincss managers are well aware that past customer purchase behavior, although useful in
making predictions, can be misleading.’® What a customer spends today, or has spent in the past, may
not necessarily be reflective of what he or she will do (or be worth) in the future. Banks serving college
students know this well—a typical college studeat generally has minimal financial service needs (i.e., a
checking account and a debit card) and tends to not have a high level of deposits. However, within a few
years that student may embark on a professional career, start a family, and/or purchase a house, and thus
require several financial services and become a potentially very profitable customer to the bank. Gener-
ally speaking, a firm would like to keep its consistent big spenders and lose the erratic small spenders.
Butall too often a firm also has two other groups they must consider: erratic big spenders and consistent
small spenders. So, in some situations where consistent cash flow is a concern, it may be helpful to a
firm to have a portfolio of customers that includes steady customers, even if they have a history of being
less profitable.*®

Some service providers have actually been quite successful in targeting customers who were previ-
ously considered to be unworthy of another firm’s marketing efforts.>’ Paychex, a payroll processing
company, became very successful in serving small businesses that the major companies in this indus-
try did not think were large enough to serve profitably. Similarly, Progressive Insurance became very
Successful in selling automobile insurance to undesirable customers—young drivers and those with
poor driving records—that most of the competition did not feel had a sufficient relationship value. As

tht;se examples suggest, firms should think carefully and strategically when applying customer value
Calculations.

RELATIONSHIP DEVELOPMENT STRATEGIES

To thig Point in the chapter, we have focused on the rationale for relationship marketing, the benefits (to
O?tthe lrr;lns and customers) of the developmc_:nt of strong excha_nge re]at.ionships, and an updcrstanding
s ationship value of a customer. In th.lS section we examine a variety of factors thqt influence the

Pment of strong customer relationships, including the customer’s overall evaluation of a firm’s
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offering, bonds created with customers by the firm, and barricrs that the customer faces ip, leayiy
relationship. These factors, illustrated in Figure 6.5, provide the rationale for specific Strategieg tﬁa
firms often use to keep their current customers. 1
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Core Service Provision

Retention strategies will have little long-term success unless the firm has a solid base of service quality
and customer satisfaction on which to build. All the retention strategies that we describe in this section
are built on the assumption of competitive quality and value being offered. Clearly, a firm needs to
begin the relationship development process by providing a good core service delivery that, at a mini-
mum, meets customer expectations and provides customers with perceived value;*® it does no good t
design relationship strategies for inferior services. Two earlier examples, Intuit and USAA, provide con-
vincing support for the argument that excellence in the core service or product offered is essential to 2
successful relationship strategy. Both of these companies have benefited tremendously from their loyal
customer base; both offer excellent quality; both use relationship strategies to enhance their success. |

Switching Barriers

When considering a switch in service providers, a custo
it difficult to leave one service provider and begin a rela
these switching barriers influence consumers’ decisio
therefore, help to facilitate customer retention,?

mer may face a number of barriers that make
tionship with another. Literature suggests thit
ns to exit from relationships with firms and

Customer Inertia
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. , ping relationships with firms is that a certain amount Ot
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p it to switch providers. Inertia i .
o May even explain why some dissatisfied customers stay with a pro-

vider: I il,zcol:;ssstl?fa:v;lgopf: ple remain in relationships (in general) that they no longer find satisfying,
scholars lifo—to devel Pic may stay because breaking the relationship would require them to restruc-
b thc-lr uire effort an((i) . n;a N lmb.lts of living, to refashion old fricndships, and to find new ones.”’ All
wo}ll’:)drlectgin customers, f?n;]sa:ﬁili? behavior—and people do not like to change their behavior.

tomer o switch service provid consider increasing the perceived offort requircd on the part of the
custo anies'th providers.™ If a customer belicves that a great deal of effort is needed to
chang® compl i ’ d ; Customer 1s more likely to stay put. For example, automobile repair facilities might
keep @ con;lp (1:) : gn ?‘talle-d maintenance history of a customer's vehicle, These records remove from the
customer {he bur eorll 0 hi}Vmg to remember all the services performed on the vehicle and would force the
customer to expend considerable effort in providing a complete maintenance history if the vehicle were
taken to a NEW mechamg. anversely, if a firm is looking to attract a competitor’s customers, it might auto-
mate the process for switching providers as much as possible to overcome customer inertia.

switching Costs

In many Instances, customers develop loyalty to an organization in part because of costs involved in
changing to and purchasing from a different firm. These costs, both real and perceived, monetary
and nonmonetary, are termed switching costs. Switching costs include investments of time, money,
or effort—such as setup costs, learning costs, and contractual costs—that make it challenging for the
customer to move to another provider.*? To illustrate, a patient may incur sefup costs such as paying
for a complete physical when changing doctors or for new X-rays when switching dentists. Learning
costs are those costs associated with learning the idiosyncrasies of how to use a product or service; in
many situations, a customer who wishes to switch firms may need to accumulate new user skills or
customer know-how. Contractual costs arise when the customer is required to pay a penalty to switch
providers (e.g., prepayment charges for customer-initiated switching of mortgage companies or mobile
telephone services), making it financially difficult, if not impossible, for the customer to initiate an
early termination of the relationship.

To retain customers, firms might consider increasing their switching costs to make it difficult for
customers to exit the relationship (or at least create the perception of difficulty). Indeed, many firms
explicitly specify such costs in the contracts that they require their customers to sign (e.g., mobile tele-
phone services, health clubs). To attract new customers, a service provider might consider implementing
strategies designed to Jlower the switching costs of customers not currently using the provider. To reduce
the setup costs involved when switching, providers could complete the paperwork required from the
customer. Some banks, for example, employ “switch kits” that automatically move a customer’s online
billing information from a competitor’s bank; such kits remove the switching costs surrounding one of

the biggest barriers preventing customers from changing banks—transferring online bill payments.*

Relationship Bonds

Switching barriers tend to serve as constraints that keep customers in relationships with firms because
they “have to.”** However, firms can engage in activities .that encourage customers to remain in the rela-
tionship because they “want to”—thus creating relationshlp bonds. In this section we present a framework
which suggests that relationship marketing can occur at different levels and that each successive level of
strategy results in tics that bind the customer a little closer to the firm—and thus increase the potential
for sustained competitive advantage.” Building on the levels of the retention strategy idea, Figure 6.6
illustrates four types of retention strategies. Recall, however, that the most successtul retention strategies

are built on foundations of core service excellence.
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- neering and product quality are superio

Level 1—Financial Bonds

At level 1, the customer is tied to the fj
reater volume purchases or lower price
example, think about the airline industy

I'l o1 N1 " é é = P
g f:.pllmm ily through financial incentives—Ilower prices for
r customers who have been with the firm a long time. For

companies. Frequent-flyer programs ‘y qnd rglzlth travel service industries like hotels and car rental
provide financial incentives and rewards for travelers who bring

more of their business to a particular airline. Hotels
these financial incentive programs flourish i lme-lb e s ety sl
in at least short-term profit gains, Unfo;-tu]S tlla t th-ey TS 1o} dit i'cult to initiate and frcquen'ﬂy result
term advantages to a firm because unlessnca g )l';_fmﬂﬂc_lal e e dO_ o gcncra“y s oo
differentiate the firm'in the long run’ because tohm ’med hribeiaoy fel_fitIOUSh‘P mpetis thcy' d(? e
o s, ETEIRTOn strptor e eeyé are gen.erally not dlffxcult for competitors to imitate.
ol shoss eeling O services Frequem_g nd primarily on f:manmal rewards are focused on I?Uﬂ‘
Jink their reward programs with hotel chains yir BOgrams projide:a-comimionexalp e, Maty g 3
ing airline mileage points earned to usa ’fau s ﬁ,md Vices, custom s can ey o e
fi;ancial benefits in exchange for their l(%;a?ty.mher p ey cuSt‘omers e e
Although _w1de13_/ ang increasingly used as retention tactics, loyalty programs based on financial
rewards merit caution.”™ As mentioned earlier, these programs are often easily imitated. Thus, any
increased usage or loyalty from customers may be short-lived. And, these strategies are not likely t0
be successful unless they are structured to truly lead to repeat or increased usage rather than serving as
means t0 attract new customers and potentially causing endless switching among competitors.

Level 2—Social Bonds. ‘ ' |
Level 2 strategies bind customers to the firm through more than financial incentives. Although price is
still assumed to be important, level 2 strategies.seek to build long-term relationships through social and
interpersonal as well as financial bonds.4” Customers are viewed as “clients,” not nameless faces, and
become individuals whose needs and wants the firm seeks to understand.

Social, interpersonal bonds are common among professional service providers (lawyers, accountants,
teachers) and their clients as well as among personal care providers (hairdressers, counselors, health care

providers) and their clients.*8 A dentist who takes a few minutes to review her patient’s file before going
n personal facts about the patient (occupation, family

into the exam room is able to jog her memory O
details, interests, dental health history). By bringing these personal details into the conversation, the den-

tist reveals her genuine interest in the patient as an individual and builds social bonds.
Interpersonal bonds are also common in busi- | P I S SR
ness-to-business' relationships in which custom-
ers develop relationships with salespeople and/or
relationship managers working with their firms.
Recognizing the value of continuous relationships
in building loyalty, Caterpillar Corporation cred-
its its success to its extensive, stable distribution
organization worldwide. Caterpillar is the world’s
largest manufacturer of mining, construction, anld
agricultiral heavy equipment. Although its engl-
r, the com-

pany attributes much of its success to its strong ¢ "Nl . .
dealer network and product support SCIVICES ) qyel 2 strategies create positive sacial bonds between

offered throughout the world. Knowledge of the  the client and the service provider employees.

oo
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local market and the close relationships with customers that Caterpillar's dealers provide g invy|
[§

Caterpillary dealers tend to be prominent business leaders in their service territories who ¢ ;fahlc_
. . ' Vo . . v . ¢ (e

mvolved in community activities; the social bonds formed from these long-term relationshipyg WmWDly
tomers are an important ingredient in the company's suceess. ! Cug,

Sometimes relationships are formed with the organization beeause of the social bonds gy de
among customers rather than between customers and the provider of the service,*® Suchy bonds yr, s
formed in health clubs, country clubs, educational settings, and other service chvironmentg thrc"‘fcn
tomers interact with cach other, Over time the social relationships they have with other Custome :ugﬂ
important factors that keep them from switching to another organization. One company that by, h{,j[arc
Significant strategy around customer-to-customer bonds is Harley Davidson, with its local Harley ( )vt .
ers Groups, or HOGs, HOGs are involved in local rallies, tours, and parties as well as in Nationy] ”(j?f
cvents organized by the company. Through the HOGs, Harley customers come to know cach other, J
develop a sense of community around their common interest—motorcycle riding—as | Hustrate, in 1}
photo given below. _ .

. Social bonds alone may not tic the customer permanently to the firm, but they are much More g
ficult for competitors to imitate than are price incentives.”! In the absence of strong reasons 1o shify ¢,
another provider, interpersonal bonds can encourage customers to stay in a relationship, 32 Iy, COmbina(.)
tion with financia] incentives, social bonding strategies may be very effective.

Level 3—(C ustomization Bonds

Level 3 strategies involve more than social ties
and financial incentives, although there are com-
mon elements of level 1 and 2 strategies encom-
passed within a customization strategy and vice
versa. A customization approach suggests cus-
tomer loyalty can be encouraged through inti-
mate knowledge of individual customers—often
referred to as customer intimacy—and through
the development of one-to-one solutions that fit
the individual customer’s needs, ‘ R\
To illustrate customization bonds, consider |# AR NP N
Pandora—an Inter.net—based mus_;ic discow;ry E N __,_, N A ;
Sery. fce‘ that help§ Its customers find and enjoy Harley Davidson riders develop customer-to-customer
music that they like. Based on a huge database bonds through Harley Owners Group (HOG) activities.
that has categorized songs of more than 10,000 £ ‘ :
different artists based on unique attributes, it customizes its service offering to play music for customers
that has the same characteristics of songs or artists they like. A customer can create up to 100 unique
“stations” by identifying favorite songs or artists, and then Pandora’s expert system analyzes what they
like and provides suggestions based on this analysis. To do this Pandora analyzes each song using up to
400 distinct musical characteristics, or “genes,” by a trained music analyst. Taken together these genes
capture the unique and musical identity of a song—everything from melody, harmony, and rhythm to
instrumentation, orchestration, arrangement, lyrics, singing, and vocal harmony—and use this informa-
tion to customize music to each customer’s unique tastes and interests. The earlier Technology Spotlight
illustrates how Hilton Hotels uses technology to customize services to a large number of individual cus-
tomers. Our Global Feature illustrates how Alliance Boots in the United Kingdom has used technology to
understand its customers and build one of the world’s largest smart card loyalty programs.
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Level 4—§StructuréI Bonds

Level 4 strategies are the most difficult to imi-

tate; they involve structural as well as financial,

social, and customization bonds between the

customer and the firm. Structural bonds are cre-

ated by providing services to the client that are '

“designed right into the service delivery-system.

Often, structural bonds are created by provid-

ing customized services to the client that are

technology based and make the customer more

productive. '

An example of structural bonds can be seen :
1n. a busn‘less—to-buS}neSS heal‘th Care cont(?xt Cardinal Health’s ValueLink creates structural bonds with
with Cardinal Health. By working closely with hospital customers.
its hospital customers, Cardinal Health has

established ways to improve hospital supply ordering, delivery, and billing that have greatly enhanced
its value as a supplier. Many of Cardinal Health’s hospital customers use their ValueLink® service, a
“Just-in-time” distribution program that eliminates their need to maintain and manage large amounts of
inventory. Using sophisticated technology and tracking systems to monitor inventory, ValueLink allows
Cardinal Health to deliver ready-to-use quantities of supplies as needed—often several times a day—
directly to the floors and departments where they are being used. By linking the hospital through its Val-
ueLink service into a database ordering system and by providing enhanced value in the actual delivery,
Cardinal Health has structurally tied itself to its more than 200 acute care hospitals in the United States.
In addition to the enhanced service that ValueLink provides, Cardinal Health estimates that the system

reduces the average customer’s inventory by 20 percent and saves its customers an average of $600,000
oor more each year.” i3
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