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Beyond Loyalty to Profitability —
Prioritising Customers

The best customers are loyal ones. Fact or fict®aferally they cost less to serve, they are usualling to
pay more than other customers, and they often sagtaad of mouth "unpaid salespeople” for your compa

Win loyalty therefore and the profits will followsanight follows day.

But is it as simple as this? Does a loyal custoamgomatically mean that you have a profitable aust® Do
we focus on our loyal regular customers and giventlspecial attention because this is the most teféec

strategy and the most profitable?

This is a critically important issue for organisais in general, and for Account Managers in padicuvho
have to juggle the demands of several customergtanihcreasing pressure from their company to doem
with less. How do we maximise the bottom line froar portfolio of customers? What are the prioriti&ghich

of our loyal regular customers are the most impa®tare our loyal regular customers all profitable?

There is evidence and research to show that tla¢ioeship between loyalty and profitability is wealkand
subtler than it might appear on the surface. Ndbghl, regular customers are necessarily chetipserve, less

price sensitive or particularly effective at adviieg you and bringing in new business!

Instead of focussing on loyalty alone, successtuhganies (and Account Managers) have found ways of
measuring the relationship between loyalty andifadofity so that they can better identify whichstomers to

attend to and which to ignore.

The most common way to sort customers is to raakthccording to how often they make purchases and h
much they spend. But a decision to continue toshwe a customer relationship needs to be baseth®n

customer's profitability not just the revenue tigeyerate.

Specifically we need to estimate the average peafined on each customer in any typical purchasedyéAn

estimate of pre period profitability is not harddbtain especially in today's information rich ayeu simply

calculate the historical profitability of each afwyr customers from your database and then factanyrforecast
changes to the trend for the period. (This wouldude a probability figure based on the probabilitsit the
customer will still be active at the end of theipdr)
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To see how this works consider how a simple versibthis approach could help a company decide véreth
and how to invest in two ongoing customer relatigps during the next year. From its sales datactmpany
determines that the first account, Alpha Pty LteJded an average profit of $55,000 per quarter tive past
two years, while the second account, Beta Pty yielded an average profit of just $10,000 per cgrart is
estimated that the probability that Alpha Pty Ltill vemain active is 85% in the first quarter, 6@%¢he second
quarter, 35% in the third quarter and only 22%hia fourth quarter. Probabilities for Beta Pty Lté 400% for
the whole year. For each account we now multiply piiobability figure for each period by the histati
average profit number and the sum of these calonkgives us the estimated profit for each accoustomer

over the next year. (assuming no change in gesatas$ trend)

Both accounts are clearly profitable. Alpha Pty Isdikely to generate $110,000, while Beta Pty istdikely to
generate $40,000. But how much should we inveshaintaining each relationship so that it will adtya
deliver the numbers? Clearly Alpha Pty Ltd warrargarly three times as much attention as does®Bgthtd.

If we estimate that a visit by the full sales teewsts $5,000 per visit and a single visit by thedmt Manager

costs $2,000 we can estimate the ROI of our peflsona and effort in maintaining the customer rigiaship.
So what is the next step?

Another important factor to consider is the levieValue added that the account customer perceats/bu can
provide.

For some customers, perceived value is inheretitarproduct itself. They focus largely or exclugjven the
cost elements of value. They generally already tstded the product pretty well. They know how tkeant to
use it. They see the product or service as a contynttht is readily substitutable by competitiveferings.

They want a favourable cost - either in terms adgor ease of acquisition.

For them, because all the value is in the prodhete’s little or nothing that we can add. Theyrevesent the
time they spend with you or other people from yoompany. They see little value in building a reaship

with you.

There are other customers who focus largely orusketly on the benefits or added value that yoodpct or
service can provide. For them the value is not jakited to the product itself but lies in how educt is

used. They are interested in solutions and apitst
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You can create a great deal of added value for tAdmay put a premium on advice and help. They expeg
to give them new understanding of needs and optibmesy will willingly invest time, effort and cost working
with you to create a customised solution. They tenduild relationships with their suppliers thatlgeyond the

immediate transaction.

The level of perceived value added that you carigeoa customer will affect the level of true layathat the
customer has to your company. If you are providinique value added solutions then the customeroise m
likely to stay loyal long term. On the other haiidhe only strategy for building loyalty with yowustomers is

to lower prices - well this is the easiest strategymplement but the hardest to defend.

So after measuring your customer's profitabilityd atheir perceived level of value that you are (anc

potentially) add, you can place each of them imte of four segments:

Low relative profitability/low perceived added velu
High relative profitability/high perceived addedw@ (Core Customers);

Low relative profitability/high perceived added wal

A w DN P

High relative profitability/low perceived added uel

Now what kind of relationship management strategtesuld you apply to the different segments? Ferfittst
group of customers who generate lower levels ofitpamd who do not perceive that you can providecmu
added value the answer is simple: Identify earlgd @mvest little! (of your time and effort in buildg a

relationship other than to minimise the cost todhstomer and to yourself).

But for customers in the other three segmentsctizéce of strategy will make a difference to thgreents

profitability and to your effectiveness.

The focus should be on the Core Customers ie.etleastomers who are highly profitable and who tjear
perceive that you can add much value to the relship. If this customer segment represents 20%hef t
customers but brings in 80% of the profits thenneed to spend 80% of our time, $$ and effort inntadming
and strengthening the relationship ie.... movirgrrjust loyal customers to devoted advocates (see@qus

issues).

Customers who perceive that we can offer addedevalti who are not as profitable as the Core Custgnesip
are the most problematic. They do not generatesfaatdry returns on our investment made in account
maintenance and marketing because the size andchead their transactions are too low. The firspste to

determine whether the problem is a small wallet ¢bstomers aren't valuable to begin with and atevorth
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chasing) or a small share of wallet, (they couldrgbmore and should be chased). This group wil neebe

cultivated and the relationship nurtured in linghathe level of potential future profitability.

The final group of customers, who probably accodatsaround 40-50% of sales, is highly profitabldey
currently receive and perceive a high level of sfatition and therefore have low perceived addedeval

expectations in the future. These customers shmatldistract you from concentrating on your Coretdmers.

There is no one right way to prioritise and effeety manage customers. Different approaches wilhioze
suitable to different businesses depending on ftodilgs of their customers and the complexity oéith

distribution channels.

However we should not take for granted that margagustomers for loyalty is the same as managintpmess
for profits. The only way to strengthen the linkueen loyalty and profits is to effectively managem at the

same time.

Article by Tom Richardson
For more information visit www.richar dsonmanagement.com.au
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