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structure. There are many different ways to design these incentives and especially the continuing development of IT is expected to influence the future design and role of these types of programs.



This study is part of the Swedish Research School of Management and Information Technology (MIT) which is one of 16 national research schools supported by the Swedish Government. MIT is jointly operated by the following institutions: Blekinge Institute of Technology, Gotland University College, Jönköping International Business School, Karlstad University, Linköping University, Lund University, Mälardalen University College, Stockholm University, Växjö University, Örebro University, IT University of Göteborg, and Uppsala University, host to the research school. At the Swedish Research School of Management and Information Technology (MIT), research is conducted, and doctoral education provided, in three fields: management information systems, business administration, and informatics.



Customer Rewards Programs



Firms have since long given their regular customers special treatment. With the help of IT, many firms have established formal ways to do this. An example is a so-called customer rewards program (CRP), by which the firm rewards the customer for repeated purchase. Firms allocate large resources in these programs with millions of customers enrolled. Hence, it seems important that the CRP works effectively. By effective we mean that it increases sales. Whether it is effective or not is a matter of how it is designed. A CRP typically comes with membership levels. We study how many membership levels the firm should offer in an effective program.We also study if customers prefer individual or group rewards and whether a CRP can break and create habitual purchasing behavior. In the study, we also analyze under what conditions the customer prefers a CRP over a sales promotion. In general, the study adds to the understanding of Customer Rewards Programs as an incentive
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Chapter I Introduction



This thesis is about customer rewards programs, usually called loyalty programs. It is based on the idea that these programs are aimed at creating an incentive for customers to purchase repeatedly. We study different aspects on how the firm can design such programs in order to create a purchase incentive for the customer.



The Ubiquity of Customer Rewards Programs Firms have since long given regular customers special treatment. For firms with a limited number of customers identifying regular customers is rather easy while this can be a rather difficult task for firms with many customers. As a result firms with many customers have found formal ways to give regulars special treatment. A so-called customer rewards program (CRP), in which customers are rewarded for repeated purchase, is an example of this. The archetype for contemporary CRPs are those offered by airlines in which the customer collects points (miles) when flying, which later can be used to redeem a reward such as a flight for free. Reports indicate that CRPs are becoming more and more common. Schneiderman (1998) reported that almost half of the U.S. population belongs to one CRP-like offer. More recent reports indicate that about 1



90% of US (Sneed, 2005) and UK consumers (Reed, 2003) actively participate in at least one CRP-like offer. Reports further indicate that about 130 airlines worldwide1, 76 % of all US grocery retailers with 50 stores or more (in Berman, 2006) and 40% of all Visa and MasterCard issuers operate a CRP (in Capizzi and Ferguson, 2005). Furthermore, there are indications of how important CRPs are to firms. The consulting firm Loyalty Management Group in 2002 invested USD30 million to launch the “Nectar” coalition program bringing together 12 million consumers enrolled in BP’s, Debenhams, Sainsbury’s and Barclycards programs2. Also, Skogland and Siguaw (2004) mention that the hotel chain Marriot invested USD54 million in its program in 1996. Hence, a CRP can be costly to initiate (Liu, 2007). Also, many consumers are enrolled in single programs. According to figures from 2008, 2.8 million customers are enrolled in the airline SAS so-called Eurobonus Program3. This is twice as many compared to 1998. High numbers can also be observed for firms operating in other industries. The grocery and merchandise retailer Tesco has about 15 million UK customers enrolled in its ClubCard program4 and the hotel chain Marriot reports to have 30 million customers in its frequent guest program5. In general, since it can constitute a large investment and since many customers are to be enrolled, it is important for the firm that the CRP works according to expectations.



The Economist 20051220 Accessmylibrary.com, 20080801 3 According to annual reports of SAS in 2003 and 2008 4 Wall Street Journal, 20090508 5 Marriot.com, 20081120
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Rewards Program Design With the increasing number of CRPs and the increasing number of enrolments in them, academic interest has followed. One issue that has been addressed is how to design a CRP, i.e. how to create positive purchase (sales) effects (see Kivetz, 2003; Hsee et al, 2003; Drezé and Nunes, 2008). This body of studies is further related to an ongoing research debate on whether firms profit from CRPs or not (see Verhoef, 2003; Lewis, 2004; Meyer-Waarden and Benavent, 2006; Berman, 2006; Liu, 2007). A firm can profit from a CRP by way of positive purchase effects. If most firms that operate in a market offer a CRP it can be questioned if CRPs create any positive purchase effects. Nevertheless, by creating a unique design which attracts customers it may create positive purchase effects. In this thesis we focus on how different designs of a CRP work as a purchase incentive to the customer. There are many design alternatives to consider for a firm that is about to offer a CRP. For instance, how many purchases is to be required by the customer to obtain a reward, shall high value rewards be offered frequently or shall low value rewards be offered less frequently and from how many firms shall the customer be able to gain points towards rewards. We focus here on two design aspects; rewards and spending requirement which is the number of repeated purchase(s) required to reach a reward. For the reward aspect we study different design variables. For instance, we address the number of membership levels and the type of reward in terms of group reward versus individual
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reward. The different design variables that we study will be discussed in more detail later in this chapter. What we call a CRP is commonly called a loyalty program. There are two reasons why we use the term CRP instead of the term loyalty program. Our interest is how different designs of a CRP create a repeat purchase incentive and repeated purchase is not necessarily the same as loyalty. Further, reports indicate that customers participate in many competing CRPs at the same time (see Mägi, 2003; Meyer-Waarden, 2007) why “reward-seeking” better than loyalty seems to capture what the phenomenon is about.



Problem Discussion Purchase Effects Previous research on how CRPs create purchase effects can be divided into two bodies of study. One is focused on measuring purchase effects from actual CRPs. Some of these studies report positive purchase effects (see Verhoef, 2003; Lewis, 2004; Meyer-Waarden, 2007), other studies report mixed effects (see Meyer-Waarden and Benavent, 2006; Liu, 2007) while yet other studies report no effects (Wright and Sparks, 1999; Bolton et al, 2000). Further, for such studies it is recognized that measuring purchase effects from actual CRPs is difficult (see Mägi, 2003; Meyer-Waarden, 2007). A major concern is that data used in such studies does not capture to what extent customers buy from competing stores as well (ibid).
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Results on how actual CRPs create purchase effects only in a limited way can contribute to how firms should design CRPs in order to obtain positive purchase effects. This is due to the absence of standards for CRPs in that points, rewards and spending requirements differ from one CRP to another (Kivetz and Simonson, 2002). Hence, actual CRPs differ in values for more than one design variable making it impossible to conclude if a purchase effect is due to one difference in design or the other.



Different Designs The other body of studies focuses on how different designs create purchase effects. In such studies fictive CRPs are “used”. This enables us to capture how different values of a design variable create purchase effects. This is achieved by letting study participants choose between any two fictive CRPs being identical for all design variables but one. Mainly, four different design aspects have been addressed within this body of studies; point-allocation-schedule construction6 (Hsee et al, 2003; Van Osselaer et al, 2004), goal distance7 (Kivetz et al, 2003; Kivetz et al, 2006; Drezé and Nunes, 2008), spending requirement (Kivetz and Simonson, 2002; Kivetz and Simonson, 2003; Kivetz, 2003), and rewards (Dowling and Uncles, 1997; Yi and Jeon, 2003; Kivetz et al, 2006). The design alternatives in these studies, in terms of different values of a design variable, are mutually exclusive to participants (respondents).



This refers to how amount of points are distributed over a given number of purchases assuming equally much monetary unit spending per purchase. 7 This refers to the number of purchases remaining to reach a reward. 6
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For instance, in the Van Osselaer al (2004) study, participants were to choose between a descending and ascending point-allocation-schedule. Results indicated that customers preferred the descending schedule, i.e. more points now and less points later. So, by approaching design alternatives in this manner, we can learn how different designs of a CRP work as a purchase incentive to the customer.



Design Combination Effects Studying fictive CRPs, keeping everything but one design variable constant, has its limitations since we may not capture possible interaction effects between design variables. Hence, two design variables in combination may create stronger (or weaker) purchase effects than the two variables do separately. For instance, designing a CRP with one or multiple membership levels may create different purchase effects. Becoming gold-member could have symbolic value thereby working as an incentive for a customer to purchase more compared to if there is one membership level only. Similarly, offering a CRP with a non-linear point function8, so that more points are gained per monetary unit spending once the customer has reached a spending requirement, may create stronger purchase effects than one with a linear point function. However, the point function can be linked to membership levels so that the higher the membership level the more points are gained per monetary unit spending. This may create an interaction effect in that the design combination creates stronger purchase effects than each design does separately. To capture interaction effects could be difficult when



8



This refers to the amount of points gained per each additional monetary unit spending.
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studying fictive CRPs since there are many different design alternatives available. At the same time, studying actual CRPs does not seem to be an option since the absence of standards makes it difficult to at all capture interaction effects.



Purpose The purpose is to study how different designs of a CRP create a purchase incentive for the customer. A firm can choose between different purchase incentives to offer. A sales promotion (SP) and a CRP are two such incentives. While the reward in a CRP is delayed, i.e. requires repeated purchase, the reward in an SP is immediate and requires no further purchasing. Previous studies of timing of rewards in CRPs have in particular focused on how individuals discount future rewards and how delay of different kinds of product rewards work as a purchase incentive to the customer (see Dowling and Uncles, 1997; Kivetz and Simonson, 2002). How delayed rewards create a purchase incentive in a context where customers choose between an SP and a CRP has though not been focused on. This leads us to the following research question: Q1



Can a delayed reward in a CRP create a stronger purchase incentive to the customer than an immediate reward of equal value in an SP?



While some firms design their CRPs with multiple membership levels other firms design their CRPs with a single membership level. Different number of membership levels may create a differently strong incentive
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for a customer to purchase. This leads us to the following research question: Q2



What is an effective number of membership levels in a CRP?



Observations of CRPs indicate that the reward incentive is typically individual rather than group based. In difference, in employer-employee contexts group rewards are common. Different reasons for offering employees group rewards instead of individual rewards have been asserted (see Fama and Jensen, 1983; Kandel and Lazear, 1992; Wageman and Baker, 1997). Such assertions may generalize to the CRPcontext as well. This leads us to the following research question: Q3



Can the firm by designing a CRP with group rewards instead of individual rewards create a stronger purchase incentive for the customer?



In order for a CRP to be effective for the firm one can expect the firm to either offer many low value rewards frequently or few but valuable rewards less frequently. Design of value of rewards, has in particular been studied in terms of uncertainty for the customer to obtain the reward and in terms of how the repeat-purchase-requirement for the reward influences reward expectations (see Kivetz, 2003; Kivetz and Simonson, 2003). In another body of studies, it has been observed that customers consume certain products out of habit. In such a context, a CRP, depending on reward value, may create a purchase incentive for the customer. This leads to the following research question: Q4



Can the firm, by way of reward value in a CRP, create an incentive to break or create a consumption habit? 8



In general, this thesis will add to previous studies both by studying other design variables and by addressing previously considered design variables in a different context.



Choice of Methods An Isolating Approach A firm can design a CRP in different ways. One extreme is for a firm to just copy another firm’s design. Dowling and Uncles (1997) even suggest that such behavior might explain the spread of CRPs. The other extreme is when a firm for each design variable evaluates alternatives. In this thesis we do not study how firms actually design CRPs. Instead we study how firms should design CRP. A rationale for this is that even though firms design CRPs they may not have considered all alternatives available to them. For instance, firms may not have considered whether to offer group rewards or individual rewards. Further, firms may have considered but not evaluated expected effects of different design alternatives. By studying how customers value one design compared to another we “evaluate” design alternatives. The methods used in this study share the characteristic of attempting to keep all but one design variable constant. This way, we try to isolate how each design alternative creates purchase effects in order to understand how single design variables in a CRP work as a purchase incentive.



9



Assumption Set and Model Use In studying timing of rewards, i.e. extent of delay of rewards, we use assumption sets as method. With this we mean that based on assumptions about customers and rewards we draw conclusions about how the customer should prefer timing of rewards. This method is chosen because it enables us to address how customers are attracted to different timing of rewards under certainty and uncertainty. It also enables us to capture how each source of uncertainty influences this preference, by assuming everything else to be certain. The use of assumption sets will be further described in chapter IV in regards to the study of this design variable. In studying membership level design we develop a model of the value of reaching a membership for the customer. We thus attempt to capture the key determinants of this value by keeping everything else constant. We then use this model to analyse what is an effective number of membership levels to offer in a CRP. In this sense we isolate the study on membership levels to a world constituted by our developed model’s constituents. Experiments By way of experiments we study type of reward in terms of group reward versus individual reward and reward value9 in terms of how different reward value creates purchase effects. With experiment we here refer to a method by which the researcher manipulates an independent variable, hold constant or randomize other variables and observe the effect of the manipulated variable on the dependent variable of interest (Maines et al, 2006). This either refers to the monetary value of a rebate or the monetary value (market value) of a product for free. 9
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For a method to be labeled experiment other requirements as well have been suggested. Schwab (2005) points out that experiments as opposed to surveys and field studies are characterized by random assignment of cases to levels of the independent variable. Furthermore, Neal and Liebert (1986) point out that “true” experiments involve the use of control group or conditions to eliminate the effect of third variables. In line with these statements we randomly assign cases to levels of the independent variable and use control groups in our experiments. The main reason why we use experiment as method is that it enables us to study cause-effect relationships. Royne (2008) even states this to be the only method by which causation can be concluded10. Hence, experimental methods are in line with our interest to understand how different designs of a CRP create a purchase incentive. The other reason is that studying actual CRPs would unlikely enable us to keep all design variables but one constant. As mentioned earlier this stems from that there is a lack of standards in that points, spending requirements and rewards differ from one CRP to another (Kivetz and Simonson, 2002). Hence, to find actual CRPs which both have to differ in value for a particular design variable and also have to be identical in all other respects would be very difficult. Consequently, we study fictive CRPs only.



Classroom Setting We conduct the experiments with students in a laboratory setting (classroom). Students are used because they are accessible and assumed
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For more on this see also Smith (1989).
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to be familiar with making decisions involving CRPs. Also, they represent a homogenous group which is important from an external validity point of view (see Royne, 2008). Our classroom experiments, as experiments in general, imply a tradeoff between a gain in internal validity and a loss in external validity (see Schultz, 1999). Hence, our laboratory setting may fail to capture what Schultz call mundane realism which refers to the equivalence of the laboratory setting to the realworld setting. By making clear the experiment instructions to participants and by creating decision situations which remind experiment participants of real purchase situations we have tried to mitigate this effect.



Incentives Davis and Holt (1993) assert that it is preferable to provide real monetary incentives for participation in an experiment since this creates reciprocity, credibility and provides incentives for participants to pay attention to instructions. In this regard it has been fairly well established that providing monetary incentives to participants reduce performance variability in experiments (see Siegel and Goldstein, 1959). Davis and Holt (1993) even state failure to provide salient financial rewards to be one of the most common fatal errors inexperienced researchers make when designing experiments. In our experiments we have not provided any monetary incentives to participants. This could have been done either by paying participants a fee upfront for their participation or by providing them with real rewards for reaching spending requirements in the fictive CRP. Hence, we could have converted a hypothetical reward (SEK1000) into a real reward (SEK50). For two reasons we have chosen not to provide any 12



monetary incentives. By paying participants upfront we would risk getting participants who only care about obtaining the monetary incentive. Also, we believe that the students participating in our experiments will try to do well even with fictive rewards. Davis and Holt (1993) state than many times this is the case. We have created experiment tasks which students are familiar with such as buying books. We believe that this makes it easy for students to act as if they are in the “real-world” situation spending real money and obtaining real rewards. Further, if a real monetary incentive is inadequate it will not work to reduce performance variability. Providing such incentives is therefore no guarantee for more reliable results. The specific experiment design choices, including instructions, tasks and characteristics of subjects will be described in chapters VI and VII in regards to each experiment. Further, in chapter IX we focus on validity and reliability of results of the two experiments that we conduct.



Thesis Outlook In chapter II we will review previous studies of CRPs with the purpose to further position the thesis. More specifically, we identify and review four different bodies of study that deals with; customer loyalty, consumer switching costs, collusion and customer information. Based on this we discuss how the thesis relates to these bodies of studies. Chapter III deals with “a CRP as an incentive structure” which is the approach that we use to study design aspects. We first develop a definition of a CRP based on three criteria. Then we develop the
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incentive structure that a CRP constitutes. In this regard we discuss the dependencies between the constituents of this incentive structure. In chapter IV we review previous studies in which the incentive structure has been used. We develop a normative argument for using this structure and argue for how we attempt to add to previous studies that have used it. In chapter V we focus on what spending strategy customers should choose with regards to CRPs. Based on assumptions we develop propositions normatively suggesting how customers should behave given a choice between a CRP and a sales promotion (SP). By way of this choice we address timing of rewards in terms of immediate-anddelayed rewards versus delayed rewards. In chapter VI we focus on how to design membership levels in a CRP. We use risky-state-contingent claim contracts and develop a model which constitutes the value of reaching a membership for the customer. Based on this model we then analyse what constitutes an effective number of membership levels in a CRP. Chapter VII concerns whether group rewards are preferred over individual rewards in CRP-contexts where customers constitute groups such as firms and families consuming. We draw on principal-agent theory on group rewards versus individual rewards and put up hypotheses testing the reward type preference by way of experiments using fictive CRPs.
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In chapter VIII we study whether a CRP associated to a new product alternative can break (and create) a consumption habit that a customer possesses. It is thus our assertion that something extraordinary is required for the customer to break a habit and that a CRP could be that extraordinary stimulus. We draw on consumer search studies and develop hypotheses testing this by way of experiments using fictive CRPs. In chapter IX we address validity and reliability of results. In particular we argue for choices made regarding main concerns during the study and describe procedures chosen for obtaining valid an reliable results. In chapter X, the final chapter, we return to the research questions, give suggestions for future research and end with a practical guide giving suggestions on how to design a CRP in order to create an incentive for repeated purchase.
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Chapter II Previous Studies of Customer Rewards Programs



The firm can offer a CRP for different reasons. They all seem to relate to the overriding purpose of creating repeated purchase. How these purposes are related has not been analysed before even though the question seems important for how to design a CRP.



Loyalty The Loyalty Debate A goal with offering a CRP can be to make customers become loyal to the firm. Loyalty implies customer behaviours such as exclusively buying from the firm, recommending the firm to others and disregarding competing alternatives in the buying process. This can benefit the firm through lower advertising cost, lower cost of serving customers or by customers becoming less price sensitive. Studies on whether CRPs create customer loyalty or not are intertwined with an ongoing debate on the meaning of customer loyalty. This concept has been given; a) purely behavioural meaning in terms of some kind of purchase measure (Newman and Webel, 1973; Fay, 1994;
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Neal, 1999)11; b) purely attitudinal meaning referring to a customer’s positive feeling or attachment to a brand, product or store (see Oliver, 1999) and c) multifaceted meaning as a favourable correspondence between attitude and behaviour (Dick and Basu, 1994).



Behavioural Loyalty The majority of studies on whether CRPs create customer loyalty or not treats loyalty as something behavioural and can be divided into two bodies of study. One is concentrated on measuring purchase effects from actual CRPs. Results from such studies are inconclusive. Hence, while some studies indicate CRPs to create customer loyalty (see Verhoef, 2003; Taylor and Neslin, 2005; Meyer-Waarden, 2007), other studies indicate mixed loyalty effects (Mägi, 2003; Meyer-Waarden and Benavent, 2006; Liu, 2007) and yet other studies indicate no loyalty effects (see Wright and Sparks, 1999; Bolton et al, 2000). In this body of studies it is further recognized that measuring purchase effects from CRPs is difficult. One reason is that data used do not allow for measurement of whether customers buy from competing stores as well (see Benavent et al, 2000). Another reason is the use of declarative survey data which reliability problems are well documented (Mägi, 2003) and yet another reason is the use of aggregated panel data which fail to account for customer heterogeneity (see Meyer-Waarden, 2007).



Newman and Webel define loyal customers as “those who rebought a brand, considered only that brand, and did no brand related information-seeking”. Fay defines customer loyalty as “a situation in which a customer spends its entire budget for the goods and services a given vendor supplies”. Neal, on the other hand, defines customer loyalty as “the proportion of times a purchaser chooses the same product or service in a category compared with his or her number of purchases in the category, assuming that acceptable competitive products are conveniently available”. 11
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The other body of studies is concentrated on how different designs of a CRP create loyalty. One design aspect that has been studied is whether customers prefer a CRP offered by a single firm over a CRP offered by multiple firms. According to Cigliano et al (2000) a CRP offered by multiple firms give customers access to rewards which are out of reach in a CRP offered by a single firm. A CRP offered by multiple firms relative to one offered by a single firm can also reduce costs to the customer for reaching a reward. This follows from that points can be earned from multiple sources (firms). The cost of reaching a reward is thus reduced if the customer, due to being able to gain points from several sources, does not have to make a budget redistribution12. An empirical study by Leenheer et al (2003) indicates that a CRP offered by multiple firms has stronger effect on customer share-of-budget13 than a CRP offered by a single firm. However, an empirical study by De Wulf et al (2003) indicates that customers are not more likely to participate in a CRP offered by multiple firms than one offered by a single firm. Furhter, a firm can either offer their own products or another firm’s products as rewards in the CRP (see Dowling and Uncles, 1997). Yi and Jeon (2003) find in this regard that product involvement moderates the effect on customer loyalty. In situations when the firm sells a highinvolvement product, offering one’s own product relative to another firm’s product creates stronger customer loyalty. When the firm sells a low-involvement product, the opposite result is indicated.



This refers to that a customer has to reallocate his resources by spending more on one product and less on another. 13 Leenheer et al use the term share-of-wallet while we stick to the economic term budget to denote the customer’s amount of resources. 12
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Leenheer et al (2007) suggest that the effectiveness of a CRP may be related to the savings component14, the price discount rate and multivendor structure. The results of their empirical study indicated the savings component and multi-vendor structure to have positive impact while higher price discount rates were not indicated to have any impact on share of budget15.



Attitudinal Loyalty The ongoing debate on customer loyalty has spurred studies on whether it is sufficient for the firm that a CRP creates behavioural loyalty or if it should be designed to create attitudinal loyalty as well. According to Reichheld (2006) and McKee (2007) repeatedly spending customers may mistakenly be viewed as loyal by the firm, in the sense of having a positive attitude towards the firm, when they may be least loyal and only spending to reap rewards. Survey results16 presented by Hallberg (2004) indicate that attitudinal loyalty is positively correlated to behavioural loyalty implying that CRPs should be designed to create attitudinal loyalty. In line with this, results of an experimental study by Roehm et al (2002) indicate that the extent to which the reward offered in a CRP strengthens a customer’s association to the brand matters for postprogram17 brand loyalty. Further, Shugan (2005) points to a problem of CRPs being designed to create This implies that the customer saves points which can be used to redeem rewards in the future. 15 There are other studies of how to design CRP. These studies do not focus on how CRPs create loyalty. We will return to such studies in chapter IV. 16 Here a survey conducted by the market research firm OgilvyOne is referred to. 17 This refers to how the customer purchases once the CRP expires. An example of a CRP with limited duration is one in which N repeated purchase(s) entitles to a product for free at purchase occasion N+1 and then expires. 14
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behavioural loyalty only. He suggests that a CRP should offer customers something upfront to build commitment rather than creating a liability. This liability consists of a promise by the firm to deliver a future reward, which according to the author implies that the firm asks the customer to trust the firm in delivering the future reward. We study a CRP as a purchase incentive which relates to how different designs of a CRP create behavioural loyalty. However, we will not refer to customer loyalty since further adding to the debate on the meaning of this construct is out of the scope of this thesis. Our study also differs from previous studies on how to design CRPs in that we address other design variables such as number of membership levels and whether to reward each individual or a group of individuals.



Switching Cost Artificial Lock-in According to Shapiro and Varian (1998) a CRP induces artificial switching costs. This implies that a customer has to give up spending accumulated towards future rewards if switching to another firm (see Klemperer, 1987). By inducing artificial switching costs on customers the firm can benefit; by creating a barrier to entry, by being able to exert price discrimination, or by making it economically unjustified for customers to defect (See Klemperer, 1987, Kim et al, 2001). Further, a switching cost has often been referred to as a lock-in, implying that a customer wants to (be able to) switch but cannot due to the cost incurred. Even though there might be a distinction between
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artificial switching cost and artificial lock-in, the two terms has been used synonymously. Artificial lock-in has thus been studied previously. Banarjee and Summers (1987) developed a two-period duopoly model showing that a CRP can create a substantial lock-in and thereby reduce welfare. According to their model, customers who buy from the same firm in both periods obtain a reward in period two. This arrangement induces artificial switching costs on customers in the second period which eliminates competitive forces creating a joint-monopoly solution to both firms (ibid). Similarly, Kim et al (2001) developed a model showing that a CRP reduces price competition due to switching costs. To what extent the firm can reach this effect depends according to their model on what type of rewards the firm offers (own supply versus another firm’s supply) and what proportion of the firm’s customers that are important18. In line with these models, Carlson and Löfgren (2006) empirically found that CRPs in the Swedish domestic airline market induces substantial switching costs. In contrast, Hartmann and Viard (2008), empirically studying the assertion that as customers accumulate points towards a reward in a CRP they become locked-in, conclude that switching costs are not an important feature of a CRP. According to them this is because customers who highly value a firm’s product contribute most to firm sales. Those customers tend to value a CRP equally much before starting purchasing towards a reward as well as after having started purchasing towards rewards (ibid). Kim et al in this regard use the terms heavy-buyers and light-buyers to distinguish between customers that spend much money versus less money at the firm. We instead use the term important customers to denote customers that spend much money at a firm. 18
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Loyalty versus Switching Cost While the term loyalty has been attributed positive connotation (see Henry, 2000) the term switching cost has been attributed negative connotation in terms of lock-in. Despite this, inducement of artificial switching cost has been referred to as loyalty inducement. Studies by Banarjee and Summers (1987) and Fernandes (2002) exemplify this. In yet other studies switching cost is treated as an antecedent of customer loyalty (see Caruana, 2004; Aydin and Özer, 2005). Further, while the loyalty concept has been long debated, Hellmer (2008) calls for further specification of switching cost by referring to what he calls switching benefit. Following these ambiguities, it seems that more studies are required to determine whether switching cost and customer loyalty are two different phenomena or not. Further adding to this debate is out of the scope of this thesis. However, in chapter III, when formalising the incentive structure approach which we use in this study, we will develop how different designs of reward functions work to create a lock-in. In other respects, we will not refer to switching cost inducement.



Collusion Agents and CRPs A consumer earning rewards in a CRP may either act on behalf of himself or act on behalf of someone else. A particular body of studies has focused on the latter in terms of collusion. This implies that two parties, in this context the “employee consumer” and the firm offering a CRP, creates a tacit agreement which makes them benefit from the 22



CRP at the expense of the third party (the employer). This arises because the employer pays for spending towards rewards while the employee reaps the rewards. Hence, the firm offering the CRP can benefit from employees being price insensitive, implying a principalagent problem19. Cairns and Galbraith (1990) model how an incumbent firm due to collusion by way of a CRP can create persistent demand side entry barriers and use price discrimination to earn short-term profits. According to their model, collusion arises when agents pay only a fraction of the cost of a product and can choose from where to consume. Similarly, Basso et al (2009) develops a duopoly model showing how airlines can take advantage of an agency relationship in which agents obtain rewards while the principal pays for flights. The authors show that if only one airline offers a CRP, this airline can obtain large gains. However, if both airlines operate CRPs they show that the consequence becomes higher prices for employers and lower profits for the airlines. This implies that the airlines would be better off without CRPs.



Employee and Employer Views A few studies have focused on employee and employer attitudes in regards to frequent flying. Deane’s (1988) survey study indicates that employees; obtain frequent flier miles from business trips, at least sometimes choose carrier based on frequent flier program, and consider frequent flier points as a “perk benefit” of their job. In another survey



The conflict of interest assumed is that employees are careless about spending firm resources in their pursuit of gaining personal rewards while the employer’s interest is that firm resources are used efficiently. 19
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study by Browne et al (1995) it is found that 23% out of 124 corporations confiscated bonuses earned by employees. Their survey results further indicate that employees underestimate their employer’s concern over them making flight arrangements around frequent flier programs. These findings are in line with the suggestion that a CRP can create a principal-agent problem. Whether to offer group rewards or individual rewards, which we study, has direct implications to collusion by way of a CRP. This is because group rewards may apply to employees since they constitute a group that represents a firm. This will be returned to in chapter VII. In other respects we do not relate to collusion.



Customer Information Information Technology and CRPs By way of a CRP a firm can obtain information about customers (see Mauri, 2003). This information can help the firm reduce advertising costs by better being able to target advertising offers to customers (see Van Heerde and Bijmolt, 2005; Leenheer and Bijmolt 2008). Also, such information can help the firm to become better at supplying products that satisfy customer needs. Advances in information technology have enabled firms to develop CRPs which are characterized by customers possessing a reward-card. As customers use these cards when paying, their purchase is recorded in a database and points are registered. Such automated CRPs are common today. Practitioner statements on why the firm incurs the cost of offering an automated CRP suggest gaining knowledge about customer demand to be the explanation. For instance: 24



“What scares me about this [loyalty program], is that you know more about my customers in three months than I know in thirty years”, The chairman of Tesco, the retailing firm (in Byrom, 2001) “Not only can we see the effect of an advertisement on sales. We can also see what type of customer it won over”, a Tesco executive (in Sunday Times, December 19th,2004)



With the advent of automated CRPs a body of studies on the firm use of customer information, obtained from a CRP, has evolved. In such studies it is commonly asserted that demographic data and purchase data in combination can be useful to the firm. While demographic data are typically collected when the customer enrols in the CRP purchase data are collected continually.



Customer Segmentation Empirical studies suggest that data collected from a CRP can be used to segment customers. Byrom (2001) explored the use of reward-card data of five UK retailers and found that the such data was at least to some extent used by the retailers for product promotional purposes. The study further revealed that one out of five retailers classified customers based on reward-card transactions. Drawing on this observation, Byrom (2001) discusses how home address data together with purchase data gained from a CRP can help a firm segment their customer base to obtain efficiency gains in advertising. In line with this, Pauler and Dick (2005) developed a model showing how firms can segment customers based on reward-card data in order to maximize profits from pricing and promotion policies. According to 25



their model, the reward-card data is useful in this regard by providing the firm with information of how much of the budget each customer spends at the firm as well as how profitable each customer is. However, shortcomings of using CRP-data for segmenting customers have been indicated. Cortiñas et al (2008) in an empirical study found that the portion of customers participating in a firm’s CRP were less price sensitive but more promotion sensitive than the firm’s other customers20. Based on this finding it is concluded that it may be insufficient to use reward-card data in promoting and pricing products to all the firm’s customers.



Privacy In addition to the cost of setting up an automated CRP, the firm incurs costs for making customers reveal data about themselves. This is a socalled privacy concern which arises due to that customers are uncertain about how the firm will use reward-card data collected. Lacey and Sneath (2006) discuss this in the light of exchange theory21. According to the authors, if customers find the firm’s use of data about them unfair, they may defect. The authors suggest two ways in which the firm can reduce the risk of this to occur. One way is to compensate customers for the cost of sharing personal information via rewards in the CRP. The other way is to clearly inform customers how the firm will use such data. According to Lacey and Sneath firms are typically free to transfer data collected from a CRP to other firms. Transfers More specifically, the results indicated that for three provisions out of 10 studied, rewardcard customers are less sensitive to price than non-card holders. At the same time, rewardcard customers were found to be more sensitive to price promotions relative non-card holders for 2 out of 10 products. 21 This refers to how customers and firms transfer resources such as goods, services, money and symbols between each other. See Levy (1959) and Bagozzi (1975) for more on this. 20
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could range from sharing data among partners to the CRP to selling data about customers to another firm. Enzman and Schneider (2005) take another twist on this privacy issue by developing a hypothetical design of a CRP which assures customer privacy. The authors’ idea is that by firms only being able to track how many points the customer earns towards rewards, they cannot violate customer privacy. Such a design might be effective when customers refuse participation in the CRP due to privacy concerns. In line with this, De Wulf et al (2003) empirically found that customers are more likely to join a CRP which requires revealing minimum relative to extended personal information (demographic data) at the time of enrolment. We will neither address customer revelation of personal data nor how firms use such data gained from a CRP. Our study of how to design membership levels though relates to CRPs and customer information. This is both in that information technology has enabled firms to manage a CRP with multiple membership levels at low cost and in that membership levels are a way of segmenting customers to the firm’s CRP.



Comments How the firm shall design their CRP may be contingent on the goal to be reached. If the goal is to obtain customer information, an automated CRP is to prefer over a manual one since this enables the firm to track customer purchase behaviour. At the same time, in order to make the customer reveal personal information the firm may need to compensate 27



the customer with more valuable rewards relative to a CRP which is manual. If the goal instead is to create artificial lock-in, offering a CRP with a reward design characterised by more valuable rewards the more the customer purchases is to prefer over offering equally valuable rewards irrespective of repeat-purchase-requirements reached. This will be returned to in the next chapter. This thesis is restricted to how different designs of a CRP create a purchase incentive to the customer. This seems to be an important goal to the firm since repeated purchase(s) is the effort that customers are rewarded for in a CRP. Wansink (2003) even states that CRPs are typically terminated if they do not generate a net increase in sales. A firm may want to achieve multiple goals by offering a CRP, such as both obtaining customer information and locking customers in. Our restriction to study a CRP as a purchase incentive implies that we do not capture how a CRP should be designed given multiple goals in combination.
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Chapter III An Incentive Structure Approach



CRPs have been given different definitions over the years, especially in terms of what they try to achieve. From a firm’s point of view, the aim to create an incentive for repeated purchase, which can be misunderstood as “loyalty”, can be achieved by different designs. The design of the reward function and the point function needs to be analysed in more depth.



Defining Customer Rewards Program There seems to be no generally accepted definition of CRP22. For instance, according to Dowling and Uncles (1997) sales promotion is one kind of a CRP while according to Yi and Jeon (2003) a sales promotion is not a CRP. While a sales promotion gives an immediate reward based on one single spending there are purchase incentives giving delayed rewards based on accumulated spending. Distinguishing between purchases incentives which differ in such key characteristics seems important. Otherwise, knowledge accumulated on CRPs risks being blurred making it difficult to understand how purchase incentives with single versus accumulated spending and immediate versus delayed



This might be problematic since it has been stated that the absence of a generally accepted definition of a concept may hinder knowledge accumulation (see Schwab, 1980; Bygrave, 1989). A commonly referred example is that in entrepreneurship studies on what is the meaning of entrepreneur. 22
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rewards work. Some examples of proposed definitions of CRP are described in table 3.1:



Table 3.1: Examples of definitions of Customer Rewards Program Source



Definition



Sharp and Sharp (1997)



Structured marketing efforts which reward and therefore encourage, loyal behaviour



Leenheer et al (2007)



Integrated system of marketing actions, which aims to make member customers more loyal



Berry (1995)



Schemes devoted to create pricing incentives and developing social aspects of a relationship



Shapiro and Varian (1998)



Scheme rewarding customers for repeat purchases



Johnson (1998)



Marketing program designed to increase the lifetime value of customers via a long-term interactive relationship



Yi and Jeon (2003)



Marketing program design to build customer loyalty by providing incentives to profitable customers



Palmer et al (2000)



Identifiable package of benefits offered to customers which reward repeat purchases



From the definitions we see that they focus on the concepts of “loyalty” or “repeated purchase” as the specific aim of a CRP. Whether loyalty is a good word for a customer who purchases repeatedly from the same firm could be questioned. A customer could spend repeatedly at many competing firms offering different CRPs. In fact, many consumers seem to be enrolled in multiple programs according to Berman (2006). In such cases, and as we mentioned in chapter II, it seems somewhat 30



misleading to call a customer who spends repeatedly at many firms to be loyal to any of the firms. Also, if loyalty is partly an effect of a program that creates lock-in and switching costs, loyal does not seem to be the best description of the reason for the customer´s behaviour. It may even be the case that repeatedly spending customers are mistakenly viewed by the firm as loyal customers, in the sense of having an overall positive attitude to the firm, when they in fact may be the least loyal ones and only spends to get the rewards, as suggested by Reichheld (2006) and McKee (2007). Based on the above discussion we propose the following three criteria of a CRP: a) Repeat-Purchase-Requirement In a CRP the customer has to purchase repeatedly to obtain a reward (see Dowling and Uncles, 1997; Shapiro and Varian, 1998). This distinguishes a CRP from a general agreement23 and a sales promotion in which a single purchase is sufficient for obtaining a reward. b) Delayed reward In a CRP a reward unfolds once the customer has purchased repeatedly, i.e. the reward is delayed. This distinguishes a CRP from a customer club where the customer obtains an immediate reward against a commitment of making future purchases.



In a general agreement, a university for instance, may contract with a hotel chain that the university is charged a rebated price every time an employee chooses to stay at the hotel chain. Hence, each single spending is rewarded. 23
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c) Medium In a CRP points (includes stamps, miles and other tokens) constitute the record of accumulated spending towards rewards. This distinguishes a CRP from a volume discount offer in which points are not collected. Points have implications for the purchase incentive created to the customer. Hence, a purchase incentive including points sometimes enables the customer to buy points, exchange points into another CRP and collect points of different types such as those that qualify for rewards only and those that qualify for membership levels as well. Based on the criteria suggested, we define a CRP as: a repeat purchase incentive in which customers collect points towards future rewards24.



The Incentive Structure A CRP contains stipulations about spending (S), points (P) and rewards (R) and their dependency25: (3.1) What we call a CRP as an incentive structure is constituted by equation 3.1 which states that a reward is a function of points and spending, in which spending determines points. The incentive structure approach to We use the term repeat purchase to denote two or more purchases. Shapiro and Varian (1998) define CRP as a scheme rewarding customers for repeat purchases. This suggests that three or more purchases are required for a customer to be rewarded. It is our belief that this was not intended by the authors. We here emphasize that the minimum spending requirement for what we call a CRP is one repeat purchase. We will further use the terms spending requirement and repeat-purchase-requirement to denote the number of purchases the customer has to make in order to reach a reward. 25 Regarding S, P and R the customer decides over spending which is exogenous to the firm while the firm decides over giving customers points and rewards which is exogenous to the customer. 24



32



CRPs has been used in previous studies. In such studies, the variables S and R are commonly expressed in monetary units (MU) while P is expressed in quantities (see Kivetz, 2003, Kivetz et al, 2006). More specifically, S is expressed as a purchase amount and R is expressed as the market value of products for free or the cash value of rebates.



The Reward Function Based on the relationship between S and R, a CRP has been characterized as linear or non-linear (See Shapiro and Varian, 1998; Sällberg, 2004). We call this relationship reward function which is given by the following: (3.2) Where R is reward value, α is a constant26, S(T) is saved accumulated spending, T is time, and β denotes how R changes when S(T) changes. A few comments are needed for S(T). Throughout this chapter we assume that spending is constant over time implying that the customer spends equally often and equally much each time. Further, S(T) captures the possibility that not all spending in history is valid towards rewards. Hence, some spending incurred may become invalid due to that the customer redeems a reward or due to that old spending has expired and can no longer be used for claiming a reward. We illustrate this in the figure below:



This constant captures whether customers obtain a reward initially or not for joining the CRP 26
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S(T)



t*



T



t*



Figure 3.1 Illustration of saved accumulated spending



The figure above shows an example of how saved accumulated spending towards rewards may change over time. The denotation t* represents a point in time when saved accumulated spending towards rewards becomes invalid, implying reward redemption or that old spending expires. The fact that old spending can expire may for some customers work as an incentive to spend more frequently compared to if it would not expire. Hence, it may put pressure on customers to spend enough so that the spending requirement for a reward is reached before old spending expires. However, for other customers the risk of old spending expiring may make the CRP unattractive compared to if it would not expire, i.e. some customers may due to the risk of old spending expiring find it unlikely to reach the repeat-purchaserequirement for a reward. In general, as S(T) increases R increases. The pace at which R increases as S(T) increases may though differ from one CRP to another implying different reward functions. In a linear reward function the reward value 34



per unit of spending is constant over spending levels (β=1) while for a non-linear one it increases (β>1) or decreases (β1) then the reward is increasing at an increasing rate (progressive) and when (β


R



Progressive function, β>1 Linear function, β=1 Degressive function, β


S(T)



Figure 3.2 Reward function trajectories An important conclusion can be drawn for the three different trajectories illustrated in figure 3.2. To arrive at this conclusion, assume the following: two CRPs, A and B, are identical in all respects despite that CRP A is characterized by a linear reward function while CRP B is characterized by a degressive reward function. Assume also that the two functions are identical to those shown in figure 3.2. Given this, a customer participating in CRP B, at a certain spending occasion, has an incentive to switch to CRP A. Figure 3.2 illustrates this at the point where the slope of the line depicting the degressive reward function shifts to become flatter than the slope of the line of the 35



linear reward function. In terms of equation 3.2, the incentive to switch from CRP B to CRP A can be explained by that β for CRP A is greater than β for CRP B. The implication of this is that firms shall not offer a CRP with degressive reward function if they want to create an incentive for customers to purchase repeatedly. A CRP characterized by a progressive reward function compared to a linear one enhances the customer’s incentive to continue spending towards future rewards relative a CRP. Hence, in terms of (2): మ మ



while



మ మ



This implies that whether a CRP is characterized by a linear reward function or a progressive one matters for what purchase incentive that is created to the customer. Hence, when a customer starts to accumulate spending in a CRP with a linear reward function, he only spends towards the next reward. After having received this reward he can start all over again or not. In a CRP with a progressive reward function the customer when making his first purchase not only accumulates spending towards the next reward but also towards the ith reward27.



The Point Function Reward functions ignore points, which have been found to have psychological value for customers (see Hsee et al 2003; Van Osselaer et al 2004). Also, as we mentioned earlier, points can sometimes be



This depends on how much S the customer expects to spend towards R and how certain future R is to the customer. This will be returned to throughout this thesis. 27
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bought, exchanged into other CRP-currency and be of different types. Consequently, we include points in equation 3.1. The relationship between S and P, which we call point function, is given by the following: (3.3) Where P is points, γ is a constant28, S is spending, T is time and L denotes how P changes when S(T) changes. We can expect the customer to prefer a progressive point function over a linear or degressive one, everything else equal29. This follows from that points represent the currency which the customer can exchange into rewards. Hence, customers want more points over fewer points, since that entitles to more reward value for a given amount of spending. A non-linear point function can be linked to reward occasions so that the quantity of points gained per unit of spending increases at reward occasions. Also, point functions can be linked to membership levels so that the higher the membership level the more points are gained per unit of spending. In turn, membership levels are sometimes characterised by limited duration. When this is the case, the customer has to accumulate a certain amount of points each period (usually year) in order to retain his membership level reached. This implies that the incentive for the customer to continue spending in a CRP may decrease as a consequence of not having retained a membership level. At the same time, when the point function is linked to membership levels with



This constant captures whether the customer obtains points initially for joining the CRP or not. 29 By replacing R with P, in figure 3.1 point function trajectories are illustrated. 28
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periodic (limited) duration an incentive for the customer to spend sufficiently each period to retain the membership level is created. P is not only related to S but also to R following equation 3.1. The relationship between P and R we call redemption function. We can expect the customer to prefer a progressive redemption function over a linear or degressive one, everything else the same. Hence, the customer wants to obtain as much reward value as possible for a given amount of points30. Points gained can have limited or unlimited duration. On the one hand, points with limited duration may decrease the probability that the customer will reach the point requirement31 for a reward and thereby also his incentive to spend. One the other hand, limited duration of points may work in the opposite direction by putting pressure on the customer to spend frequently to assure that the point-requirement and thereby the reward is reached before any gained points expire.



Comments CRPs have been referred to as linear or non-linear based on the relationship between S and R (See Shapiro and Varian, 1998). However, in a CRP S gives P and P gives R. This has an important implication for non-linearity. Namely, a CRP may be non-linear due to its redemptionfunction, its point function or due to both functions. Designing a CRP Psychology of money studies have shown that some individuals find a value in saving money per se (see Wärneryd, 1999). Similarly, certain customers may find a value in collecting and saving points per se. If this is the case, points might be considered as rewards by those customers. We here ignore that points per se may have such a collection value. Hence, P is a medium between S and R. 31 The amount of points that entitles the customer to a reward. 30
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with a progressive point function and linear redemption function may create a differently strong incentive for the customer compared to designing it with a linear point function and progressive redemption function. For this reason points shall not be ignored in studies of a CRP as a purchase incentive. That point functions as well as redemption functions can be characterized as linear, progressive or degressive also shows that a CRP can be designed in different ways. Further, points can have limited or non-limited duration and can exist in different types such as those that qualify for rewards only or those that qualify for membership levels as well as rewards. The characteristics of points may thus be important for how a CRP works as a purchase incentive. Throughout this study we will rely on equation 3.1 when studying different design aspects of a CRP. In line with studies which have used a similar approach, we suggest that it is not sufficient to understand how a CRP works as a purchase incentive by only studying the “economical” constituents S and R. The importance of not ignoring P we will in particular highlight when we analyse how accumulated P in difference to accumulated S creates effects on expected reward value.
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Chapter IV The Incentive Structure: Previous Studies and the Current Study



Until now we have dealt with the incentive structure approach normatively. Mainly, this approach has been used in experimental studies on how different designs of a CRP create a purchase incentive for the customer. Below we review this body of studies, which constitute a basis for the experiments that we describe in later chapters32.



Previous Studies The Medium Effect Hsee et al (2003) use the dependency between S (spending), P (points) and R (rewards) to study the value of points for customers. They claim that a medium such as a point represent a token which has no value in and of itself and is merely something that can be traded for the desired outcome. According to them, people ought to be indifferent between the following: Effort Æ medium (M) Æ outcome (O) Effort Æ outcome



32



The experiments are described in chapter VII and chapter VIII.
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In terms of a CRP this implies that points are meaningless to customers since they represent the medium between spending and rewards. The tenet in Hsee et al’s paper is though that people fail to fully skip the medium and do not just maximize the effort-outcome return but also the effort-medium return. By way of experiments the authors found that people to a higher extent choose a lower valued outcome over a higher valued outcome when there is a medium associated to the lower valued outcome. Also, the authors found that the larger the value of the medium associated to the lower valued outcome the higher is the extent to which this outcome is chosen. To further explain these findings we illustrate below one of the experiment designs used in Hsee et al’s study:



Table 4.1 Illustration of experiment design for test of medium effect



Option



Effort



Medium



Outcome



Medium Condition: Option I Option II



6 minute survey 60 points (M1) 7 minute survey 100 points (M2)



Vanilla Ice Cream (O1) Pistachio Ice Cream (02)



6 minute survey 7 minute survey -



Vanilla Ice Cream(O1) Pistachio Ice Cream (02)



Control Condition: Option I Option II



The first row in the table should be read like this: For taking a 6 minute survey the customer obtains 60 points which are used to redeem a 41



vanilla ice cream. Table 4.1 thus illustrates the options that the experiment group (medium condition) and the control group were exposed to. In the medium condition, option II was chosen over option I more than 50% of the times despite that about 70% of the participants claimed to prefer vanilla ice cream over pistachio ice cream. In the control condition, option II was chosen about 25% of the times which was in line with participants’ preference for vanilla ice cream. This result indicates that individuals take into account the effortmedium return when making purchase decisions. In another experiment the authors tested and found support for the hypothesis that if the medium is made just slightly larger for the lower valued outcome than the higher valued outcome the medium effect will be “turned off” (disappear). The results of Hsee et al’s study imply that when designing a CRP the firm should give customers a high quantity rather than a low quantity of points per monetary unit spending. This implication relies on the assumption that offering a high quantity instead of a low quantity of points is not more costly for the firm.



Point-Allocation-Schedule Effects Van Osselaer et al (2004) study another “point-psychology” effect in terms of how point-allocation-schedule33 design influences individuals purchase decisions. The authors distinguish between the three types of point-allocation-schedules illustrated below:



This refers to how the amount of points are distributed between a given amount of purchases assuming equally much monetary unit spending per purchase. 33
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Table 4.2 Illustration of point-allocation-schedules, where P= points and R= reward value, when buying for the same amount of money



Schedule



Purchase I



Purchase II



Reward



Flat Schedule Ascending Schedule Descending Schedule



200P 100P 300P



200P 300P 100P



2R 2R 2R



The first row in the table, illustrating a flat schedule, should be read as follows: The first and second purchase gives the customer 200 points each and after having made two purchases the 400 points accumulated can be used to redeem a reward worth 2R. Van Osselaer et al’s assertion is that type of point-allocation-schedule ought not to matter as long as the actions required are the same. In other words, if amount of spending and amount of points required to reach rewards are identical for two CRPs then point-allocation-schedule differences should not influence which CRP the customer chooses. Table 4.2 illustrates this by that “400p” equals “2R” for all pointallocation-schedules. The authors tested their assertion in an experiment in which participants were too choose between two fictive airlines, one offering a CRP with a flat point-allocation-schedule and the other offering a CRP with a non-flat point-allocation-schedule. Both a first choice, before having accumulated any points in any CRP, as well as sequential choices was made by participants.
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For the initial choice, the authors found that the type of pointallocation-schedule significantly influenced choice of CRP. Hence, 20 out of 23 participants chose an airline with flat schedule over one with an ascending schedule and 20 out of 25 participants chose an airline with descending schedule over one with a flat schedule. For sequential choices the authors found that both type of point-allocation-schedule and accumulated points in schedule(s) significantly influenced choice of airline. Hence, participants chose the flat-scheduled airline significantly more often than the ascending-scheduled airline but slightly less often than the descending scheduled airline. The results of this study indicate that customers maximize the amount of points they can obtain today despite this being irrelevant for expected reward value. The results imply that when designing a CRP the firm shall offer descending-point-allocation-schedules. This way, firms can benefit from customers purchasing more frequently from the firm relative to if a CRP with flat or ascending-point-allocation schedule is offered.



Goal Gradient Effects Once a customer has enrolled in a CRP his purchase decisions become influenced by future rewards. Kivetz et al (2006) study this based on the so-called goal gradient hypothesis34 which states that the tendency to approach a goal increases with proximity to the goal. In terms of a CRP this means that the closer a customer is to reach a reward the more he accelerates spending towards the reward. Studying a university-caféCRP of the kind “buy ten coffees get one for free”, the authors found The goal gradient hypothesis was first developed by Hull (1934) in which laboratory experiments on rats revealed that the closer the distance remaining for rats to a piece of food the faster they ran. Studies have also been conducted on humans (see Heilizer, 1977) even though they are scarce according to Kivetz et al 2006. 34
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support for the goal gradient hypothesis. As customers accumulated more points (stamps), the average length of time before their next coffee purchase decreased with 20% throughout the CRP. Next, the authors put up an experiment testing if also illusionary progress towards the reward causes accelerated spending. Again, the university-café-CRP was studied. An alternative CRP was now created in which two stamps were given upfront to customers and 12 stamps were required to obtain a coffee for free. In all other respects the regular and the alternative CRP were identical and customers were randomly assigned by the café to the two CRPs. Results indicated that customers participating in the alternative CRP reached the spending requirement for the reward in 12.7 days on average while customers participating in the regular CRP needed 15.6 days on average to reach the spending requirement. Results were significant and supported the illusionary goal progress hypothesis. The authors’ explanation to this finding is that individuals mix up perceived goal progress with real goal progress believing they are closer to reaching the goal than they actually are. Based on the two studies, Kivetz et al conclude that the goal gradient can influence customers’ responsiveness to a CRP both through real and illusionary goal distance. The results of this study imply that when designing a CRP the firm shall give customers points initially for joining and make the repeat-purchaserequirement proportionally larger. This way firms can benefit from increased purchase frequency. Also, the results of this study suggest that designing a CRP with a lower compared to a higher repeat-purchase-
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requirement may actually benefit the firm due to increased purchase frequency. Drezé and Nunes (2008) draw on goal gradient effect studies in studying how divisibility of a CRP influences customers’ purchase decisions. Divisibility refers to the number of unique exchange opportunities available utilizing a particular currency35. In terms of CRPs, the authors illustrate this with that a CRP rewarding a customer at each 50-point-increment is more divisible than a CRP which rewards the customer at each 100-point-increment, everything else the same. In their study, Drezé and Nunes hypothesize that when divisibility of a CRP is increased, customers who are brought closer to a reward will subsequently exert more effort. Based on a survey of 137 students, the authors created a fictive frequent-flier program setting testing this. In the study, respondents were to estimate how much they would be willing to pay for a voucher equalling 2500 points (and 5000 points) in each of the four situations illustrated below:



Table 4.3 Decision situations in the divisibility study, where P= points



Situation



Accumulated points



Divisibility



I II



5 000P 20 000P



25 000P= free flight 25 000P= free flight



III IV



5 000P 20 000P



10 000P= class upgrade; 25000P= free flight 10 000P= class upgrade; 25000P= free flight



Divisibility is a concept used in economics. Money is considered divisible when a money holder can exchange any fraction of his money holdings (see Shi, 1997). 35
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The first row in the table, illustrating situation I, should be read like this: the customer until now has accumulated 5000 points and another 20000 points are required to redeem a free flight. For situation I versus situation II depicted in the table, the authors found significant results indicating that the closer a customer was to reach a reward the higher was his willingness to pay for point-vouchers. The authors also found significant results indicating that by increasing divisibility, customers’ willingness to pay was influenced for vouchers in the low accumulation condition (situation III versus situation I) only. Results were significant and a further indication of goal gradient effect in the context of CRPs, i.e. the closer a customer is to reach a reward the more he is willing to sacrifice to reach the reward. The results of Drezé and Nunes study imply that when designing a CRP the firm may actually benefit from requiring a lower compared to a higher repeat-purchase-requirement for a given reward. This has to do with that customers then purchase with higher frequency.



Spending-Requirement-Size Effects By definition the minimum spending requirement, i.e. repeat-purchaserequirement, in a CRP is two purchases. Based on observations that spending requirements differ from one CRP to another, studies have been conducted on how this influences customers’ purchase behaviour and reward expectations. Kivetz and Simonson (2002) empirically study how different spending requirements influences customers’ preference for luxury products versus necessity products as rewards. The authors’ main assertion is that people, due to their limited budgets and need to consume necessitates 47



(groceries, gas…), feel guilt consuming luxuries (spa treatment, liquor, designer clothes…). Therefore, only after much spending people find it justified to consume a luxury. To test their assertion the authors used the decision situations illustrated below:



Table 4.4 Decision situations in the study on spending requirement influence on reward preference



Situation I: CRP A CRP B II: CRP C CRP D



Spending-Requirement-Size



Reward



10 car rentals 10 car rentals



$70 spa treatment $ 70 grocery bill at favorite store



20 car rentals 20 car rentals



$70 spa treatment $ 70 grocery bill at favorite store



The first row in the table should be read as follows. For CRP A, if the customer makes 10 car rentals he obtains a luxury reward in terms of a $70 spa treatment. For each of the situations illustrated in table 4.4 respondents were to choose which CRP they would prefer to join. The authors found that when 10 car rentals were required 26% of (the 180) respondents chose the luxury reward compared to 41% when 20 car rentals were required. Further, the authors tested how an increase in spending requirement for each CRP (from A to C and B to D in table 4.4) influenced respondents’ likelihood to join it. Only for the CRP with necessity rewards the increase in spending requirement led to a significant decrease in reported likelihood of joining. Results were thus in line with the authors’ assertion. 48



Next, the authors tested whether guilt consuming luxuries could explain why people shift preference from necessity rewards to luxury rewards as the spending requirement is increased. A similar design to that illustrated in table 4.4 was used. Each respondent was now also to rate how much guilt he would feel consuming different kinds of products. Using logistic regression analysis the authors found a significant interaction effect between spending-requirement-size and guilt on reward type preference. Hence, in line with their assertion the authors found that an increase in spending requirement had a stronger positive effect on the preference for luxury rewards over necessity rewards for people with higher tendencies to feel guilt consuming luxuries. Based on this finding the authors conclude that people feel they have to earn the right to consume luxuries. The results of this study imply that when designing a CRP the firm offering a luxury reward should require a “high” spending requirement in order to create a purchase incentive for the customer. Kivetz and Simonson (2003) take another twist on how spendingrequirement-size influences customers’ purchase decisions. They suggest that in many cases customers use cues making decisions about CRPs. This is due to that customers are not experts on CRPs and due to that there is a lack of standards for CRPs. Based on this reasoning the authors propose a model which states that customers use “idiosyncratic fit” as a cue making decisions about CRPs: Individual effort - Reference effort= Idiosyncratic fit
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Individual effort refers to the perceived inconvenience inherent in complying with the requirements of a CRP. Reference effort refers to the perceived typical effort of others to comply with the requirements of a CRP. This gives that idiosyncratic fit measures to what extent a customer thinks he receives a better deal from a CRP relative the “typical” customer. In other words, if individual effort is less than reference effort there is idiosyncratic fit. In two studies the authors tested the idiosyncratic fit heuristic. In the first study individual effort was manipulated and in the second study reference effort was manipulated. The decisions used in the individual effort manipulation study are illustrated in the table below:



Table 4.5 The decision situations in the fictive gas station CRP manipulating individual effort



Situation I Situation II



Effort Manipulation



SpendingRequirement



Reward



Gas station= next door Gas station= next door



10 gas purchases Car vacuum cleaner 20 gas purchases Car vacuum cleaner



The first row in the table should be read like this: the gas station, situated next door to the customer’s house, offers a CRP in which 10 gas purchases entitles to a reward, a car vacuum cleaner. Study participants for the two situations illustrated in the table were to rate the likelihood of joining the CRP. Results revealed that when the gas station was situated next door to their house, respondents were significantly more likely to join the CRP when 20 gas purchases were 50



required than when 10 gas purchases were required. This indicates that due to idiosyncratic fit an increase in spending requirement may actually increase the attractiveness of a CRP to a customer. In a similar vein, using a two-by-two design manipulating reference effort, the authors found an interaction effect between reference effort and spending requirement such that high reference effort increased likelihood of joining a CRP more under high spending requirement. Based on the studies the authors conclude that idiosyncratic fit influences customers’ response to a CRP. The results of this study imply that when designing a CRP, requiring a “high” spending-requirement-size for a luxury reward may actually benefit the firm due to that the CRP becomes more attractive to those customers that experience idiosyncratic fit. On the hand, goal gradient studies suggest that decreasing the spending requirement may benefit the firm. This suggests that to the firm offering a CRP with luxury rewards there could be a trade off between benefitting from decreasing proximity to the goal and benefitting from increasing idiosyncratic fit. Kivetz (2003) studies the relationship between spending-requirementsize and reward value from another point of view. More specifically that is, how spending-requirement-size influences customers’ preference between small and certain rewards and large and uncertain rewards, i.e. low value versus high value rewards. Based on two assumptions the author puts up hypotheses testing this. The first assumption states that spending requirements create reward expectations such that higher spending requirements are associated with higher reward expectations. The second assumption states that reward expectations follow the 51



principles of the prospect theory value function (see Kahneman and Tversky, 1979). Based on the two assumptions Kivetz asserts that whether customers will “code” a reward as a loss or a gain depends on whether the reward exceeds expectations or not. Kivetz first hypothesizes that effort relative to no effort increases customers’ preference for a small and certain reward over a large and uncertain reward. The argument made is that customers seek to avoid the large and uncertain reward due to that the outcome might be “no reward”. For one of the fictive CRPs used in the study, a frequentcereal eater program, 36 out of 47 respondents preferred small and certain rewards under effort compared to 31 out of 51 respondents under no effort. Similarly, for a fictive grocery store CRP, 60 out of 82 respondents preferred small and certain rewards under effort compared to 34 out of 70 respondents under no effort. Results were significant and supported that effort enhances customers’ preference for small and certain rewards. Next, Kivetz asserts that at a certain threshold value an increase in effort-requirement36 will no longer enhance the preference for the small and certain reward. This has to do with that at this threshold value the small and certain reward becomes insufficient compensation for effort. Hence, some customers will start to “code” the small and certain reward as a loss and begin to prefer the large and uncertain reward instead.



We here use effort-requirement instead of spending-requirement since rating songs instead of repeated purchase represent the effort in the Kivetz (2003) study. Hence, it might be that different types of effort may influence customer purchase behaviour differently. 36
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This suggests a curvilinear effect of effort on preference for the small and certain reward, something which Kivetz tested using a situation in which participants (161 students) were rewarded for rating songs at a fictive online music site. The reward choice was either a free music CD or an entry into a lottery giving a 1 in 30 chance of winning an MP3player. The results of reward preference found for different song-ratingrequirements are shown in the figure below. In the figure % denotes preference for small and certain reward and quantity denotes the number of song ratings required for a reward:



%



100



60
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0 0



5



30
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Figure 4.1 The curvilinear effect of effort on reward preference found by Kivetz (2003)



Based on a logistic regression analysis Kivetz found a significant curvilinear relationship in the hypothesized direction. Figure 4.2 depicts this. When there was no song-rating requirement 60% (24 out of 40 participants) of survey respondents preferred the small and certain reward. When 5 song ratings were required to obtain a reward the preference was 88% (29/33) and for 30 song ratings it was 84% 53



(36/43). However, for 70 song ratings the percentage preferring the small and certain reward dropped to 65% (28/43). The author based on these results concludes that effort-requirementsize influences customers’ preferences both when it comes to uncertainty and value of rewards. The results of this study imply that when choosing to design the CRP with a low spending requirement then small and certain rewards shall be offered. However, for a high spending requirement a large and uncertain reward shall be offered. In general, the studies reviewed in this section indicate that design of the spending requirement matters for how customers respond to a CRP.



The Incentive Structure: The Current Study A Normative Argument As the previous section showed, the incentive structure approach has been used in studies on design of CRPs. Our main argument for using this approach is though normative. In order to explain this we use the illustration in the table below: Table 4.6 A consumption choice



Consumption alternative



I II



Spending



S S



Incentive



Benefit



R



G G
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Table 4.6 illustrates two consumption alternatives in which S denotes a given purchase amount, R a reward and G a particular product. Between the two alternatives we can expect the average customer to prefer alternative II. This follows from that R, a cash rebate or product for free, ought to be a benefit. Hence, to a customer:



Only if R has no value to the customer, such as when he cannot consume the product for free offered as reward37, he ought to be indifferent between the two alternatives. However, for the average customer this ought not to be the case. Also, the particular characteristics of a CRP; accumulated spending, points and delayed rewards, make the incentive structure approach worthwhile to use. Hence, it may be uncertain to a customer whether he will reach the repeat-purchase-requirement for a reward. Further, because rewards are delayed it is not certain that the firm will deliver a promised reward to the customer. Furthermore, sometimes the customer, depending on where he spends or what he buys, can obtain different types of points such as those that qualify for rewards only and those that qualify for membership levels as well as rewards. Sometimes also, customers can buy points as well as exchange points from one CRP to another.



37



An example could be a flight ticket which the customer cannot use due to occupation.
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Congruence to Previous Studies In line with the previous studies that have been reviewed in this chapter we use the incentive structure approach to study design of a CRP. The “typical” previous study is characterized by conduction of an experiment in order to test how different design alternatives create a purchase incentive to the customer. In most respects our study is similar to the typical previous study since we conduct experiments or use assumptions to deduce results. Also, as in previous studies, S or R constitutes dependent variable for the design aspects that we study. For each design aspect that we study we try to deviate from previous studies in one respect. The aim of deviating is to attempt to add to the knowledge gained in previous studies. We deviate by studying membership level design which has not been dealt with in previous studies. Also, we deviate by assigning the variable reward type the values group reward and individual reward. In previous studies this variable has been assigned the binary values luxury reward and necessity reward or large and uncertain reward and small and certain reward. Hence, we try to add to the understanding of how characteristics of rewards in a CRP create a purchase incentive to the customer. For one design aspect, we, in difference to previous studies, put CRPs into the context of habitual consumption. This way we try to “unite” two streams of research which both deals with repeat purchase behaviour. The table below provides an overview of the discussion on how the current study relates to previous studies:
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Table 4.7 Characteristics of previous studies and the current study Source



Independent variable



Dependent variable



Method



Design Implication



Hsee et al 2003



Medium (P)



Effort (S)



Experiment



Point-quantity to offer per unit of spending



Van Osselaer et al 2004



Point functiontype (P)



Choice of airline (S)



Experiment



Point-schedule to offer



Kivetz et al 2006



Proximity to goal (R)



Spending frequency (S)



Experiment



Offering points upfront or not



Drezé and Nunes 2008



Divisibility (P)



Willingness to pay (S)



Survey



Offering high or low spendingrequirement



Kivetz and Simonson 2002



Spendingrequirementsize (S)



Reward type preference (R)



Experiment;



Offering high or low spendingrequirement



Kivetz and Simonson 2003



Spendingrequirementsize (S)



Relative advantage to others (R)



Experiment; Survey



Offering high or low spendingrequirement



Kivetz 2003



Spendingrequirementsize (S)



Reward type preference (R)



Assumptions; Experiment



Offering highvalue or low-value rewards



This Study



Reward uncertainty (R)



Spending alternative (S)



Assumptions



To what extent rewards shall be delayed



This Study



Requirement uncertainty (S)



Value of membership level (R)



StateContingentclaim contract



Number of membershiplevels to offer



This Study



Reward type (R)



Choice of bookstore (S)



Experiment



Whether to offer group rewards or individual rewards



This Study



Reward value (R)



Choice of product alternative (S)



Experiment



offering highvalue or lowvalue rewards



As table 4.7 shows, our study has other implications for design of CRPs than previous studies have. Further, the table shows that the previous studies have been conducted during the last decade, which indicates the actuality of the topic. Furthermore, the table indicates the many choices 57



firms are exposed to when they are to design a CRP. For instance, how to choose reward characteristics such as; group reward or individual reward, luxury or necessity reward or small or large reward. Also that is, whether to offer points to customers for joining the CRP, how to choose point-allocation-schedule type and how to achieve divisibility by way of design of points. In general, and as earlier mentioned, attempting to contribute to this body of studies seems important following that firms seem to spend large sums on CRPs and since many customers are enrolled in single CRP.
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Chapter V Spending Strategies in Customer Rewards Programs: Timing and Uncertainty of Rewards



Customers are in some cases exposed to a choice between participating in one CRP only, in competing CRPs at the same time or in no CRP at all. In order for a customer to choose to participate in one or many CRPs, expected benefits have to outweigh expected costs. The question is how we can model the basic decision situation for the customer when he evaluates the choice to participate or not, in order to understand the underlying considerations for the decision.



Background From Chapters II and IV we can extract that there are both negative and positive values of a CRP for the customer. The main positive values are rewards, psychological value of points and point-earning choice while spending, lock-in and transactional efforts represent the main negative values. In this chapter we study how timing and uncertainty of rewards influence the value38 of a CRP for the customer. In difference to previous studies, which have contrasted immediate and delayed 38



We here restrict to rewards as the benefit and spending as the cost to the customer.
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rewards,



we



here



contrast



an



immediate-and-delayed



reward



construction with a delayed one. By putting these two reward constructions into the context of a CRP and a sales promotion (SP) we attempt to add to the understanding of timing of rewards, i.e. how the particulars of these two purchase incentives matter for customers when making spending decisions. O’Brien and Jones mention “subjective likelihood of achieving rewards” as one of the elements that makes up for the value of a reward. This refers to the chance that the customer will reach the spending requirement for a reward. We believe that for the customer there is also a source of uncertainty of a reward which has to do with that the firm sticks to what it has promised upfront. Here we therefore analyse both these two sources of uncertainty. In general, how individuals discount delayed rewards vis-à-vis immediate rewards is a topic of current interest in “psychology” (Murphy et al, 2001; Green et al, 2005; Estle et al, 2007). Also, as we revieved in chapter II a few studies have adressed immediate versus delayed rewards in the context of CRPs. Further, in marketing there is a general ongoing interest to understand how uncertainty influences customer-decision-making (see Ganesan, 1994, Hoeffler, 2003; Fink et al 2006; Castaño et al, 2008). Following these current interests, it seems important to address timing and uncertainty of rewards for CRPs as well. A particular CRP (A) could have an absolute value for the customer in terms of expected benefits exceeding expected costs. CRP A may to the same customer have no relative value to CRP B, i.e. the absolute value 60



of CRP B is higher than that for CRP A. There are different reasons for emphasizing relative value in attempting to advance knowledge on the value of a CRP for the customer: -



Customers have limited budgets and make choices between competing alternatives to which purchase incentives are associated



-



Studies indicate that customers hedge between CRPs (see Mägi, 2003; Nielsen, 2005)



-



What kind of purchase incentive the firm ought to offer is likely to depend on how customers are expected to respond to each such incentive



In order to study relative value we contrast a CRP with a sales promotion (SP). While a CRP is characterized by accumulation of spending, points and delayed rewards the SP that we construct is characterized by no accumulation of spending, no points and immediate rewards. Our viewpoint is the customer as a decision maker making spending decisions in which a choice is made between the two purchase incentives. We use assumptions to create three kinds of decision situations; a decision under certainty, a decision under spending uncertainty and a decision under reward uncertainty. We develop a model constituting the value of a purchase incentive to the customer which we use to normatively analyse which spending strategy39 (multiple spending decisions) the customer ought to choose. We conclude each analysis with a proposition on what spending strategy the customer ought to



With spending strategy we mean the different spending alternatives available to the customer in choosing between the CRP and the SP over multiple spending occasions. 39
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choose. The approach we use is described in more detail in the decision setting next.



Decision Setting The two Purchase Incentives In our construed decision setting, every time a customer is to spend money on buying a particular product he chooses between either of two purchase incentives; a CRP and an SP. The two fictive purchase incentives are illustrated below: Incentive kind



SP



CRP



Cost



S



Benefit



R R



Decision point



t0



S S



S



2R t0



t1



t1



Figure 5.1 Illustration of the two fictive purchase incentives, where S= spending, R= reward, t= time The figure illustrates a CRP and an SP which both give the customer 2R for 2S, where 2S represents a repeated purchase and 2R represents a reward value. The timeline in the figure depicts that the customer at time t0 chooses between starting spending in the CRP or starting spending in the SP. Also, the timeline captures that the customer makes sequential choices of spending in either of the two. In order to make an initial choice between spending in the CRP or the SP the customer has 62



to take two spending occasions (decision points) into account. This follows from that 2S in the CRP are required in order to obtain any R from it. For a purchase incentive to be valuable it has to be preferred over the other by the customer.



The Absolute Value of a Purchase Incentive: a Model In order to arrive at a preference for either purchase incentive we assume that the customer uses the following decision model constituting the absolute value of a purchase incentive: V = pS × pR × R − S



(5.1)



Where: pS= subjective probability of reaching the spending requirement for a reward pR= Subjective probability that the firm delivers a promised reward R= Reward value S= Spending value



We assume for this model that pS and pR are numbers in the interval [0, 1]. This implies that the higher pS and pR are the higher the value of the purchase incentive to the customer. Further, pS and pR are likely to be independent since the customer decides over S while the firm decides over R. We assume that the customer’s goal function is to spend as to maximize purchase incentive value according to this model.



General Assumptions For each decision studied we use equation 5.1 to formally show how the customer ought to spend. Each decision that we analyse is constituted by assumptions of two kinds. General assumptions are 63



those that apply to all decisions that we address while specific assumptions are those that apply to one or some decisions addressed. The three general assumptions are: A1: S is equal in the CRP and the SP A2: R is equal in the CRP and the SP A3: R has equal value regardless of time A1 and A2 are made to avoid obtaining value effects from S and R being different for the two purchase incentives. A3 is made because if R had a time value, the customer could put the R obtained at t0 in a risk-free security and earn a return at t1 implying that the SP has relative value to him40. This is a consequence of that, in the CRP, 2R is obtained at t1 at first. On the one hand our decision setting arrived at suggests that 2S equal 2R for both purchase incentives why the customer ought to be indifferent between them. On the other hand the fictive SP and the fictive CRP have been given mutually exclusive characteristics, i.e. accumulation of spending versus no accumulation of spending, points versus no points and immediate-and-delayed rewards versus delayed rewards. It is how these purchase incentive differences influence the customer’s spending decisions under certainty and uncertainty that we focus on in each decision situation.



Our assumption of “no time value” also applies to a special case of time value of rewards. This is when the present value of rewards in CRP equals 2R and the present value of rewards in SP equals 2R. 40
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Analysis: Choice of Spending Strategy Use of Assumptions We first introduce a decision situation under certainty. In order to arrive at this decision situation we make two specific assumptions. From the specific assumptions together with the three general assumptions we use equation 5.1 to draw conclusions on the value of the CRP to the customer. For each decision situation under uncertainty we use the three general assumptions and one of the two specific assumptions introduced for the “decision under certainty”. For each decision situation under uncertainty we thus relax one of the specific assumptions made for the “decision under certainty”. The relaxation is made by replacing the specific assumption with another one. The idea with only relaxing one assumption at a time is to attempt to isolate (understand) how each source of uncertainty influences the value of the CRP to the customer. With value of the CRP we refer to both time t0 when the customer chooses between starting spending in either the CRP or the SP as well as the sequential choice made between the two at t1.



Analysis I: Decision under Certainty In order to arrive at a decision situation which is certain we make two specific assumptions: A4: pS=1, that is the customer is certain to reach the spendingrequirement
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A5: pR=1, that is the customer is certain that the firm delivers the promised reward Based on A1-A5, the customer ought to be indifferent between starting spending in either the CRP or the SP at t0. This is because for both the CRP and the SP 2S spent gives the customer a reward value equal to 2R. Irrespective of what initial spending choice the customer makes he will not be indifferent between the CRP and the SP at t1. The figure below shows this by the reward value outcomes of the different spending strategies:
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SP CRP
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R R



SP t1



SP
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Figure 5.2: Total decision value for spending strategies when pS and pR are certain



The figure above shows that the customer can choose either of four different spending strategies. Hence, there are two spending occasions, t0 and t1 at which a choice is made between the CRP and the SP. As the outcomes in the figure show the customer’s spending choice at t0 will 66



determine his subsequent spending choice at t1. Choosing the CRP at t1 only has value to the customer if he has chosen the CRP at t0. Hence, the customer obtains 2R if he chooses the CRP at t0 and t1 but obtains only R if he chooses the CRP in one of the periods only. The same reasoning applies to the SP. We can formally show the value of the CRP to the customer for the two time periods using equation 5.1, when pS=1 and pR=1: At t0: VCRP= VSP, that is, 1× 1 × 2R -2S = 1 × 1 × 2R -2S |CRP at t0 then at t1: VCRP> VSP, That is: 1 × 1 × 2R-S > 1 × 1 × R-S |SP at t0 then at t1: VSP> VCRP, That is: 1 × 1 × R-S > 1 × 1 × -S This analysis gives that a CRP can only be valuable for the customer at t1 and that this requires him to have chosen the CRP at decision point t0. This is because he has to give up reward value if switching to SP at t1. Based on this analysis we propose the following:



Proposition 1: Under certainty, a pure spending strategy in either the CRP or the SP is preferred over any mixed spending strategy



Analysis II: Decision under Spending Uncertainty Now we assume for the two purchase incentives that A1-A3 and A5-A6 apply, in which A6 replaces A4 such that a decision under spending uncertainty is arrived at: A6: 1 >pS> 0
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This assumption implies that the customer does not know whether he will reach the spending requirement for obtaining a future reward. Hence, the customer knows how to spend his budget at the current decision point but is unsure about budget size or budget distribution for future decision points. The figure below shows the reward value outcomes of the different spending strategies given the assumptions made:
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Figure 5.3: Total decision value for spending strategies when pS is uncertain



The reward value outcomes in the figure show that a pure spending strategy in the SP is superior. This is due to the chance that the customer ends up spending less than 2S in total, which represents an uncertainty no customer wants to take since it has a downside only41. By



With downside uncertainty we refer to a chance of loss only. This reasoning is similar to the principal-agent literature’s statements that agents that are offered performance-based contracts want to be compensated by the principal for exogenous effects that makes it difficult for them to accomplish the performance (see Jensen & Meckling, 1976). We 41
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choosing a pure spending strategy in the SP the customer minimizes the negative effect on reward value caused if the spending requirement is not reached. Using equation 5.1 we can formally show this, pR=1: At t0: VSP> VCRP, that is, R + pS × 1 × R -2S > pS × 1 × 2R -2S Because SP is a superior spending choice at t0 it will also be superior at t1. This follows from that each S entitles to an R in the SP but not in the CRP. This analysis gives that a CRP (relative an SP) cannot have any value to the customer due to spending uncertainty. Hence, we propose the following:



Proposition 2: Under spending uncertainty, a pure spending strategy in the SP is preferred



Analysis III: Decision under Reward Uncertainty Now we use A1-A3, A4 and A7-A8 where A7 and A8 replace A5 such that a decision under reward uncertainty is arrived at: A7: pR=1 for rewards unfolding at the current decision point t A8: 0 
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informed about whether or not R will unfold. This is because of the time lapse between each S. A8 captures this in that there is downside uncertainty and upside uncertainty of R for the customer. Hence, a firm may find out that their CRP is not economically viable42 and reconstruct it such that the customer obtains less R than was initially stipulated (at t0). The figure below shows the reward value outcomes of the different spending strategies given the assumptions made:
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Figure 5.4: Total decision value for spending strategies when pR is uncertain The outcomes in the figure gives that a pure spending strategy in the SP is superior. By choosing this strategy the customer obtains an immediate reward from spending which minimizes reward uncertainty, i.e. the risk that the firm will not stick at t1 to what they have initially promised at t0. We can formally show this using equation 5.1, pS=1:



During a time lapse different events can unfold. Laws regarding CRP may change, supply prices to firm production may change, contracts with alliance partners to the CRP may be abandoned and the firm may even go bankrupt. 42
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At t0: VSP> VCRP, that is, R + 1 × pR × R -2S > 1 × pR × 2R -2S |SP at t0 then at t1: VSP> VCRP, that is, R-S > -S We will now make a “deviating comment” which violates that the customer makes decisions according to equation 5.1 and which requires allowing a certain characteristic for pR43. Given this, reward uncertainty in the CRP might be valuable for the customer. For reward uncertainty there is an upside to the customer such that fiercer competition may force the firm to offer him more R than was initially stipulated for a given amount of S. Let us now consider when the customer is exposed to both upside and downside uncertainty. Given A7 pR is the same for both the CRP and the SP. If we allow the outcome sets for future R to be different while keeping pR identical for the two purchase incentives, the CRP has value to some customers. In order to explain this, suppose that the outcome sets for the two purchase incentives are44:



Outcome set in the CRP:



[ R; R+ x ; R- x]



Outcome set in the SP:



[ R; R+ x; R+ 2x; R- x; R- 2x]



A risk-averse customer may now prefer the CRP over the SP because the negative consequence R-2x is avoided. That rewards are “contracted”45 for the CRP but not for the SP, represents an argument to why the outcome set can be less distributed for the CRP. Hence, the firm in the stipulations of the CRP gives an initial promise to the



We choose to present it here, despite that it violates our decision setting, as input to development of alternative models on the value of CRPs. Our intention is to improve the understanding of the “basics” of CRPs before turning to more “advanced” issues. 44 The term –x here captures downside uncertainty while x captures upside uncertainty. 45 A sales promotion may not necessarily stipulate a promise for t while a CRP represents 1 such an initial promise. 43
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customer that “2S will give 2R”. Even if there are no legal penalties the firm may not afford to deviate too much from the initial “contract” because then the customer may feel cheated. In other words, firm value may be reduced as a result of customer defection if the firm breaks this promise. However, given our assumptions, we have shown that for a decision under reward uncertainty the CRP cannot have any value to the customer relative the SP. Based on this we propose the following:



Proposition 3: Under reward uncertainty, a pure spending strategy in the SP is preferred



Analysis IV: Reward Uncertainty and the Signal Value of Points Now we use A1-A3, A4, A7, A8 and A10, where A7, A8 and A10 replace A5: A7: pR=1 for rewards unfolding at the current decision point t A8: 0 
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SÆP; 2PÆ2R This “contract” has two parts. For each S that the customer spends in the CRP the firm should give the customer P. This represents one part of the contract. Also, once the customer has gained 2P he should be able to redeem the reward worth 2R, which represents the other part of the contract. If the customer obtains P when spending in the CRP at t0 the probability that future rewards unfold increases. This is what assumption 10 more generally states. A customer that starts spending towards a reward in the CRP could either be given a P by the firm or not, i.e. either the firm obeys or disobeys this constituting part of the contract. An obtained P therefore represents a signal to the customer that the firm fulfils a constituting part of the contract. Further, a P obtained may signal to the customer: “because the firm fulfilled this constituting part of the contract it is now more likely that the firm will fulfil the other constituting parts of the contract”. If this is the case the signal that the P obtained represents increases the expected value of future rewards. To further explain this let A and B46 denote the following events: Event A: SÆP Event B: 2SÆ2R



We consider here that 2SÆ2R instead of 2PÆ2R to emphasize that the firm could in fact give the customer 2R independently of whether the firm gives the customer P for S. That is, the firm could skip giving the customer points and still deliver 2R once the customer has spent 2S. 46
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if A and B are correlated events then: If A then the probability of B increases If not A then the probability of B decreases Obtained or not obtained P cause effects on pR and thereby also an effect on incentive value according to equation 5.1. Given that A and B are correlated events pR can be increased in two ways when the customer obtains a P. It can increase the probability that the event “2R” unfolds. Or, the signal may narrow down the outcome set such that large deviations from “2R” become less likely to unfold, p for the event “2R” remaining the same. This effect would be appreciated by riskaverse customers because “2R” has become more certain at the expense of the probability reduction of extreme upside and downside events to unfold47. For the SP the customer obtains no points why it has “no point signal value”. Points have previously been referred to as only mere tokens having no value to customers. In opposite, as shown in chapter IV, experimental research indicates that points per se have psychological value to the customer. Here we further suggest that points can have a signal value to the customer. Based on this analysis we propose:



Proposition 4: Under uncertainty in which points have a signal value, if p(R)CRP 
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Discussion Reports that about 90% of US and UK citizens actively participate in at least one CRP-like offer (in Berman, 2006) stress the importance of understanding the value of CRPs to customers. Further, the outcome of a CRP to the firm is likely to be dependent on how customers respond to it. A firm can choose between either offering a CRP or another purchase incentive such as a sales promotion (SP). The empirical observation that customers choose between CRPs rather than between a CRP and an SP does not imply that our analyses made in this chapter are superfluous. Firms can have underestimated that a large portion of customers prefer immediate rewards over delayed rewards, i.e. when rewards are delayed no incentive is created to customers that are not expected to spend enough to obtain the delayed reward. Hence, there ought to be a market for SPs as well as CRPs. Experimental results indicate that customers discount delayed rewards vis-à-vis immediate rewards (Green et al, 2005; Estle, 2007). We have in this chapter argued for a circumstance when a delayed reward can be preferred over an immediate-and-delayed reward, i.e. when a delayed reward is contracted (CRP) but the immediate-and-delayed reward (SP) is not contracted. Hence, the contract may reduce the probability that future rewards will not be delivered according to what is promised initially. In this regard we also suggested that provision of points according to contract may act as a signal reducing the uncertainty of future rewards. Further, a delayed reward in a CRP can be preferred by a customer over an immediate reward in an SP even if rewards in the CRP are not 75



contracted. This follows from that rewards in a CRP are uncertain since they are delayed. Previous studies have dealt with the downside uncertainty of rewards in CRPs (O’Brien and Jones, 1995; Kivetz and Simonson, 2002). However, a future reward in a CRP is characterized by both upside and downside uncertainty. This may appeal differently to customers. A risk-seeking customer may appreciate that rewards are delayed due to upside uncertainty while a risk-averse customer wants to avoid the downside uncertainty that follows from rewards being delayed. Even though CRPs are changing “materia”, which the opportunity to buy points illustrates, the general principles of a CRP; accumulated spending, points and delayed rewards remain the same. The findings in this chapter suggest that focusing on these characteristics can be useful in further attempting to advance knowledge on CRPs.



Design Implications A reward in a CRP is delayed. This creates uncertainty which reduces the value of the reward and thereby the incentive for the customer to purchase repeatedly. Through design of a CRP the firm can reduce such uncertainty. One source of uncertainty that follows from that a reward is delayed is that the customer does not know whether he will spend enough to reach the reward. By offering many small rewards each requiring few repeated purchases instead of large rewards (more valuable) each requiring many repeated purchases the firm can reduce this uncertainty. Sometimes firms offer a large reward which requires many repeated purchases. Such a large reward is commonly indivisible. The latter can 76



be illustrated by that rewarding a customer with 1 hour in a hotel room would unlikely be worth 1/24th of a hotel night for free. When offering such a large indivisible reward the firm by way of design of points can reduce “spending uncertainty” to the customer. One way to achieve this is by giving the customer the opportunity to use points as part of the payment of a product, such as a hotel night. Hence, points are divisible while hotel nights are not. Another way to achieve this is by making points a currency, i.e. to enable customers to exchange points accumulated in the CRP into points in another CRP. This way customers can, if they find out they will not reach a large reward, exchange points into another CRP in which they expect to reach a reward. Through design of the CRP the firm can also reduce the source of uncertainty to the customer that the firm changes the “CRP-contract”. That the firm changes the reward set or abandons the CRP illustrates this. Again, by enabling customers to exchange points into another CRP-currency this uncertainty can be reduced. This opportunity could be valuable to the customer if the firm changes the reward set of their CRP such that it no longer attracts him. A firm motif for giving customers this exchange opportunity is that it becomes easier for the firm to attract “new” members to their CRP. This follows from that customers can get a head start by bringing points with them from another CRP, i.e. exchange them into points in the CRP they join. The website points.com constitutes an example of a trading place where firms have signed up allowing customers to exchange points between CRPs.
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Also, by delivering points according to upfront promises the firm can reduce “CRP-contract” uncertainty. This follows from that points delivered can act as a signal to the customer that the firm will also deliver promised rewards. Showing a record of not having changed the reward set over time can further reduce contract uncertainty to the customer.
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Chapter VI Bronze, Silver and Gold: Effective Membership Design in Customer Rewards Programs*48



Information Technology (IT) has made it possible to design CRPs with in principle endless variations at a low cost. It means that the firm, with the use of IT, can offer non-linear incentives that more effectively than linear ones create repeat purchase effects, as shown in Chapter III. The firm can use the program to gain an advantage with a differentiated offer to the customer and to create lock-in effects still at a low IT cost. Field observations show surprisingly that programs look very much alike and do not present as much variation as could be expected. Of special interest in this chapter is the fact that companies typically offer three, or less, membership levels to increase the incentive for the customer to spend money at the firm.



Introduction In Chapter II we stressed the role of IT as a driver for the development of CRPs. In this chapter, we will study the effectiveness of membership design given low IT costs. Following American Airlines launch of its so-called “AAdvantage” program in 1981, other airlines, hotel chains, car rentals, bookstores, 48



This chapter is based on Hederstierna and Sällberg (2009).
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supermarkets, credit card firms, clothing retailers etc have followed suit offering “IT-based” or automated CRPs. IT has made it economical for the firm to “memorize” accumulated spending at a low variable cost for massive numbers of individual customers. Many CRPs are non-linear, i.e. they give increasing rewards for customers who spend more, typically designed as accelerated earning of points and more rewards on higher membership levels. It is interesting to observe that many firms, at least in some markets or industries where CRPs are frequent, use three or fewer membership levels. The phenomenon is even more interesting when we consider that the programs are IT-based and that the requirements for membership could easily be differentiated at a low cost by changing some code in the software. In this chapter we attempt to analyse whether the practice of using a three-or-less membership level model is the most effective way to design CRPs. Our aim here is to introduce a way to describe CRPs and especially the membership designs as time-state-contingent claims. The approach should be seen as a first step in a larger effort to contribute to a clearer understanding of the workings of CRPs.



Membership Design in CRPs A CRP can contain one or multiple membership levels. When designing it with multiple levels the firm needs to make certain choices. Below we discuss these choices with the aim of putting the issue on what is an effective number of membership levels to offer in a CRP into a more general context of membership design. 80



One explanation to that firms use multiple membership levels is that the customer will be locked-in to the CRP, hence have an incentive to continue to spend at the firm. The lock-in is created when the customer has reached a higher level than the entrance level, e.g. the “Silver” membership level. On this level, the customer typically receives two types of benefits. First, a reward requiring no further effort (free entrance to an airport lounge for example) and secondly an accelerated earning of new points to be used for new rewards in the future. If the customer would switch to another CRP, he would have to start on the entrance level which is generally expected to imply lower reward value.



Membership Requirements A membership can have limited or unlimited duration49. Limited duration implies that the customer during the current period (usually calendar year) needs to earn a particular amount of points in order to retain the membership for the next period. If a customer does not reach this requirement he obtains a lower membership rank (level) the next period50. For retaining the lowest rank there generally are no requirements though, i.e. a customer is unlikely removed from a CRP. In terms and conditions of a CRP the requirement for membership level retention is typically expressed in amount of points. The effort the customer incurs for retaining a membership rank is though monetary Most observations indicate that membership level belonging has limited duration. An exception is Singapore Airlines CRP, the so-called Krisflyer Program, in which the highest membership level, implies lifetime membership. 50 Following observations of CRP membership levels follow a ranking order from lowest to highest such as bronze, silver and gold. We here assume that there is such a ranking order. Firms may though differentiate membership levels in other ways such as green membership for customers consuming “green products” and gourmet membership for customers consuming luxury provisions. Green membership versus gourmet membership may not necessarily imply a ranking order. Until now we have not been able to observe non-ranking membership level differentiation of CRPs. 49
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unit spending. We therefore assume for now that in order to earn 1 point the customer needs to spend 1 monetary unit. Below we illustrate requirements for retaining one membership rank relative another:



Table 6.1 Illustration of different retention requirements for a fictive CRP with three membership levels, where P= points



Schedule:



Ascending Proportionate Increasing Constant Diminishing



Novice



Intermediate



Expert



-



100P 100P 100P 100P 100P



250P 200P 150P 100P 50P



The first row in table 6.1 should be read like this. A 100P needs to be earned during the current period in order to stay intermediate member for the next period while for expert members 250P are required to retain expert rank. The schedules in the table illustrate effort required for retaining intermediate compared to expert membership. For instance, an ascending schedule implies that unproportionately increasing effort is required for retaining expert membership compared to intermediate membership. On the one hand an ascending schedule (relative to other schedules) may create a stronger incentive to customers since expert membership becomes more exclusive (assuming there is a value to exclusivity), i.e. fewer customers will stay expert members due to the 82



relatively higher retention requirement. On the other hand, such a schedule may create a weaker incentive since many customers may find it improbable to reach the requirement for expert membership. How to design a retention requirement schedule in order to create a membership level incentive for customers therefore does not seem obvious. A distinction is required between retention of and advancement in membership rank. The requirement for advancement is independent of the requirement for retention. This implies that firms need to set requirements both for advancing from for instance intermediate to expert membership as well as for retaining either membership.



Earning of Points and Membership Requirements Until now we have assumed that for every monetary unit spending the customer earns 1P. When designing a CRP with multiple membership levels a firm can though choose to differentiate the earning of points between membership levels. For instance, this can be made so that the higher the membership level the more points the customer earns per monetary unit spending. By choosing such a design higher membership ranks may become more attractive since they become relatively less costly to retain. To further explain this, assume the following: at the intermediate level 1p equals 1 monetary unit and 100p is required to retain the membership while at the expert level 5P equals 1 monetary unit and 200P is required to retain this membership. Given this, an expert member needs to spend 40 monetary units during this period to retain
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his membership for the next period while the equivalent for intermediate membership is 100 monetary units.



Rewards and Membership Levels A firm may differentiate rewards between membership levels. Even without such differentiation membership level advancement can be valuable to the customer. Hence, firms may use ranking order labels such as bronze, silver and gold to denote membership levels which may create a symbolic value, hence an incentive for customers. By differentiating rewards between membership levels firms can create an incentive for customers to aspire for a higher membership rank, i.e. the higher the membership rank the higher the reward value to the customer. The firm can go about in different ways to achieve this. One way is to give customers with higher membership ranks rewards which are out of reach to members of lower ranks. An example of this is the airline giving only members of high rank access to airport lounges. Another way to achieve this is to make it relatively less costly for members of higher ranks to reach a given reward. This can be achieved by letting members of higher ranks earn more points per monetary unit spending compared to members of lower ranks, everything else equal. In general, firms can differentiate membership levels by way of symbolic value, in-kind rewards or by varying the requirement for a given reward between levels. In order to be able to decide how to differentiate rewards between membership levels and in order to decide how to set requirements for each level the firm needs to decide how many levels to include in their CRP. In the remainder of this chapter we
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focus on this number issue which belongs to the more general issue of how to create a membership level incentive for customers.



The “Bronze, Silver and Gold” Phenomenon Empirical Observations For a number of economical reasons, CRPs are more or less standard in the air flight and hotel markets. Observations from the field show that these programs typically are designed in a similar fashion when it comes to membership levels. For example, in the “EuroBonus” program of SAS, there are three membership levels: “Basic”, “Silver” and “Gold”. In Table 6.2, membership levels for some well known large airlines and hotel chains are described as an illustration of this observation: Table 6.2 Examples of membership levels51



Company



1st level



2nd level



3rd level



American Airlines Continental Airlines United Airlines SAS KLM British Airways Lufthansa Singapore Airlines Best Western Hotels Hilton InterContinental Marriott Sheraton



Gold Silver Elite Premier Basic Silver Blue Freq. Krisflyer Platinum Silver VIP Exec. Gold Gold



Platinum Gold Elite Premier Exec. Silver Gold Silver Senator Silver Diamond Gold VIP Ambassador Black Platinum



Executive Platinum Platinum Elite Prem. Exec. 1k Gold Platinum Gold Hon. Circle Gold Diamond VIP Platinum



The data is collected from each firm’s respective homepage. Each reference is provided in the reference list. 51
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Table 6.2 illustrates that the use of exactly three membership levels are popular among large airlines. Among hotel chains, three or two levels are popular. It is interesting to note that the firms seem to, although in a limited way, use the membership labels to compete, e.g. the first level is called “Basic” by SAS and “Silver” by KLM. Also, it can be noted that a certain selection of precious metals seem to be preferred as a way of indicating order. Our main interest here is however the number of levels used. The observations seem to reveal a preference among firms for few rather than many membership levels. One reason for this may be that the firm put a small value on differentiating their CRP. Another explanation may be that the firms consider programs that are easy-touse and easy-to-understand (see O’Brien and Jones, 1995) more effective and therefore many membership levels with more complex reward models as ineffective. Previous studies have not focused primarily on membership levels but rather on broader issues. The approach here aims to shed more light on the value for the firm of including different number of membership levels in a CRP.



A Structure of Membership Rewards To structure the membership part of a CRP, we suggest that the designs can be generally expressed as a time-state-contingent claim. To illustrate with the example of American Airlines, the membership part of the program can be described as follows:
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If you in 1 calendar year



(time)



fly 25 000 miles with us



(state)



then you can claim Gold membership.



(claim)



For anyone who is slightly familiar with software code, it is obvious that the above type of rules is easily translated into a few lines of code. Also, it is clear that the time-state-claim variables can be set with almost endless variations resulting in a large number of possible membershiplevels. In the Hilton example, a new level could for example be: If you in 2 calendar years



(time)



spend 5 nights in our hotels XYZ



(state)



then you can claim Green membership.



(claim)



To execute any such contract, the only information requirement is that the system retrieves data about the individual customer’s spending (amount, where, when). Without going into the many details at this point, we may say in general that a higher membership level usually requires more spending (miles, nights or similar) and gives more valuable rewards. We will presently return to this type of contingent claim structure when we analyse the effectiveness of membership designs.



A Model of the Value of Spending to Become Member The value of a CRP for the firm is not unrelated to how customers value the scheme. Based on our definition of CRP, we claim that the value of the CRP depends on how well it creates incentives for the customer to purchase repeatedly from the firm. 87



The question is here how the membership design contributes to this incentive. We suggest that the value of the contingent membership claim V for the customer can be expressed as:



(6.1) where pS is the probability that future spending will reach the required state for membership M in stipulated time, uM is the utility of reaching membership M and pC denotes the probability that the contract stays valid, i.e. that the expected rewards can be contractually claimed. If we compare with previous suggestions, it could be argued that our model includes four of the five elements of reward value suggested by O’Brien and Jones (1995): E1: The cash value of redemption rewards. E2: The range of choice of rewards. E3: The aspiration value of the rewards. E4: The subjective likelihood of achieving rewards. E5: The scheme’s ease of use.



The suggested elements E1, E2 and E3 are included in our uM and E4 is included in our pS. The element E5 needs to be explored further and is not explicitly represented in our present model.



Underlying Assumptions We assume that pS, uM and pC are numbers in the interval [0,1]. This implies that the higher pC, pS or uM, the higher the value for the 88



customer. It also seems like a reasonable assumption that pC does not change when the customer spends money at the firm, i.e. we can treat pC as a constant without any effect on the incentive to spend. We further assume that a customer prefers to become member sooner than later. We also assume that the customer maximizes value, which implies that the higher the value of the contingent claim, the larger is the incentive to spend at the firm, everything else equal. In other words: The customer has an incentive to spend money at the firm if it leads to an increase in V.



We argue that there is a significant cost for the firm to increase the membership reward, i.e. uM. This could be a reasonably general assumption but with some exceptions if non-substantial changes have effect on the value of the CRP. One example of this could be if the firm just changes the membership label from “Basic” to “Gold” and this is evaluated by the customer as an increase in reward. We further argue that there is a significant cost to decrease the contract risk pC. One way of decreasing this risk would be to show a credible record of not having changed the CRP terms in history. A change of the terms would only be considered if the terms are ineffective. Staying with ineffective terms to increase pC implies that there is a cost to increase pC. Based on this, we will argue that there is one way for the firm to increase the value of the CRP without incurring more costs, which is to increase the probability pS and reduce uM less. In other words, to maximize the number of customers who aspires on a higher membership level.
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Incentive to Reach a Membership Level Suppose we have a customer called K and a CRP with one membership level called M and the following generalized time-state-contingent claim: If K in time period T spends X amount at the firm then K can claim the membership M.



As long as K has not reached M, either pS or uM or both will increase with spending, hence, K will have an incentive to spend more money at the firm. When K has spent enough to claim M, further spending will not increase pS or uM, hence, the membership design does not create any further spending incentive for K. This is not a surprising result, since it says that the membership level has an incentive effect on spending but only for those who are not members (or otherwise risk to lose the membership). In other words, we can say that we model the assumption that a goal creates an incentive as long as it has not been reached. This would imply that there should always be one membership level that some customer aspires hence that no customer can achieve.



Spending Incentive and Opportunity Cost Given that one membership level works as incentive for non-members, the question is if many membership levels are more effective than one. We could claim from the result above that the total spending incentive is larger the more customers who aspires on higher membership levels. To develop the model further into being more realistic, we should introduce the possibility that the customer has a cost for spending at 90



the specific firm compared to spending at any other firm, disregarding the expected value of rewards. Let us call this cost OC. We now can develop our previous assumption into the following: K has an incentive to spend money at the firm if the increase in V is larger than OC.



If OC>0, then the CRP can only work effectively as an incentive if the customer aspires on a higher membership level, i.e. 00, should have as many customers as possible who aspires on higher membership levels. If the customers differ in spending characteristics, this is more likely to happen, the more membership levels the program has.



Discussion If customers in the market have different spending characteristics implying different membership levels aspirations, it means that the firm should have N+1 membership levels if the customers have N different spending characteristics. Only if this customer characteristic can be efficiently divided into two groups, then three membership levels seem effective. A perhaps naive explanation to why firms seem to prefer certain number of levels could be that they are anchored in the versioning of their underlying primary products. If airlines have three versions of service, like “Coach”, “Business” and “First Class”, it may influence the membership design. Another reason may be that it is considered difficult to create membership labels expressing that all customers that purchase repeatedly are important on an increasing 91



scale. Yet another explanation is that it may be optimal to have as many customers as possible on the second level (“Silver”). On this level the customer is locked-in since switching to another CRP means starting on a lower level implying lower reward value. At the same time, the firm can give less costly rewards than what the customer expects on the higher level. The result to have N+1 membership levels is not surprising but could rather be seen as a special case of optimal differentiation of information products with insignificant cost for differentiation. However, also here we can often observe the magic of the number three, as for example in software sold in the versions “Home”, “Professional” and “Enterprise”. These kinds of versioning strategies are discussed by Shapiro and Varian (1998). It is interesting to note that in other areas with insignificant differentiation costs, rankings are used with much finer grading. Take the case of Judo for example, where a nominal scale with up to 14 colours and colour combinations work as “membership” levels. Everyone who trains Judo can aspire on a higher level since the rank system, in theory, actually goes beyond the 10th degree (dan) of black belt, i.e. it has no upper limit. To our knowledge, a small number of jūdōkas worldwide have reached the 10th degree but no one has reached the 11th. There are probably a lot more examples of this type in different areas. The conclusion must be that there are different theories in use when designing membership levels or alike. It would be interesting to explore empirically the rationale for these different designs.
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Design Implications For a membership level to act as an incentive it has to be valuable for the customer. In order to make membership levels valuable firms have to differentiate the levels. One way to achieve this is by differentiating the underlying reward (product). However, this could become too costly for the firm. For instance, for an airline to offer one type of lounge for each membership level would likely be too costly. The firm should therefore seek for other ways of differentiation. One such way is to differentiate the point function between membership levels. By accelerating the amount of points offered per unit of spending the higher the membership level the firm can achieve a differentiation. This is an interesting opportunity to the firm for two reasons. One reason is that points are highly divisible which implies that they can be differentiated in many ways. The other reason is that differentiation of points between membership levels can be done at low cost for an automated CRP. This is since only changing some lines of codes in a software is required. Another way for the firm to differentiate membership levels is to, in addition to the traditional progression of membership levels such as bronze, silver and gold, offer different types of membership levels. For instance, a firm could reward customers who repeatedly choose ecological consumption with a “green membership”. If becoming green member has symbolic value to customers this could increase their aspiration for reaching this membership level. The advantage with being able to construct a CRP with membership levels that have symbolic value to customers is that in difference to product rewards this implies (next to) “zero” marginal cost of production to the firm.
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To construct the CRP with N+1 membership levels requires the firm to know customers N different spending characteristics. Through history (data mining techniques) the firm could have gained this knowledge. If not, by offering an automated CRP the firm can get to know customer spending characteristics over time. Hence, by offering an automated CRP (a reward card which is drawn at a terminal at the pay desk) the firm can get data about customer spending characteristics over time and adjust the number of membership levels in their CRP as they learn more about customers.
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Chapter VII Reward One or Many: Group Rewards versus Individual Rewards in Customer Rewards Programs



Many CRPs are based on the idea that it is effective to reward the individual. In other types of incentive programs, group rewards are considered as more effective. In this chapter, the effect on repeated purchase when rewarding the individual or a group in a CRP is studied.



Background As discussed in Chapter II, the firm that is to design a CRP has to make choices such as whether to offer an automated or manual one, whether to produce rewards in-house or not and whether to offer the CRP together with a partner firm or not. If a customer prefers one design over another then which design the firm chooses matters to how the customer responds to the CRP. As shown in previous chapters, many studies have focused on how different designs of a CRP create a purchase incentive for the customer. For instance, point-earning choice (see Chapter IV), reward choice (see Chapter II) and membership levels (see Chapter VI) have been studied in this regard.
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Whenever customers constitute a “natural” group, such as a family or a firm, another design choice applies. Namely, whether to offer a CRP with a group reward design or an individual reward design. While observations of CRPs reveal that a customer is typically offered an individual reward, “principal-agent studies” assert that to a worker a group reward is a stronger incentive than an individual reward under certain conditions. In this chapter we draw on such assertions and study whether customers prefer a group reward design over an individual reward design. In particular, we focus on how spending uncertainty, reward value and group size for the group reward influence this preference. Principal-agent studies have also found that whether the work to be conducted is an individual or collective task matters for how group rewards influence agent performance (see Wageman and Baker, 1997). We restrict in this chapter to the situation in which each customer purchases individually.



Customer Rewards Program Incentives When designing a CRP a firm makes tradeoffs between rewards to offer. Dowling and Uncles (1997) in this regard distinguish between direct and indirect rewards. A direct reward is one which is sold by the firm offering the CRP and vice versa. The authors suggest, as we discussed in chapter II, that firms that offer high-involvement52 products should provide direct rewards while firms that offer lowinvolvement products should provide indirect rewards (ibid). In a study



In their study the authors use Air France and GM as examples of high-involvement products and use Nestlé and Unilver as examples of low-involvement products. No definition per se of product involvement is provided by the authors. 52
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by Yi and Jeon (2003) this suggestion was empirically supported. According to Cigliano et al (2000) a CRP that is offered by multiple firms gives customers access to rewards which are out of reach in a CRP offered by a single firm. Hence, a set of direct and indirect rewards may be preferred by customers over a set of direct rewards only. In line with this, O’Brien and Jones (1995) more generally suggest that reward choice is valuable to customers53. Further, research asserts that customers generally prefer a necessity product over a luxury product. This is because a luxury product is harder to justify to a customer since it is less essential (see Thaler, 1980; Shafir et al 1993). In line with this, the study by Kivetz and Simonson (2002), which we reviewed in chapter IV, indicates that when customers have to make much effort their preference shifts such that luxuries are preferred over necessities as rewards. Furthermore, empirical findings indicate that delayed rewards of high value are discounted less steeply than delayed rewards of low value (Estle et al, 2007) and product rewards are discounted more steeply than monetary rewards (Odum and Rainaud, 2003)54. Even though these studies have not addressed CRPs per se they have direct implications for design of CRPs, i.e. in a CRP rewards are delayed. Further, as we discussed in chapter IV, effort compared to no effort for obtaining a reward in a CRP, enhances a customer’s preference for a This is similar to welfare economics research on “freedom of choice” asserting that more consumption alternatives are preferred over fewer consumption alternatives (Pattanaik and Xu, 1990; Sen, 1988). 54 The renewed research interest for delayed rewards is driven by empirical findings showing that discounting of probabilistic and delayed rewards is well described by a hyperbolic function. According to Estle et al (2007) this hyperbolic function has the following form: Y= A/ (1+bX)s where Y is the subjective value of a reward of amount A, the parameter b governs the rate of discounting, X is the delay until receipt of reward and s is the scaling of amount of delay. 53
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small and certain reward over a large and uncertain one (Kivetz 2003). However, as the effort required for obtaining a reward increases, the customer’s preference shifts to the large and uncertain reward (ibid). The above review explicates that reward design has been previously studied and may involve many considerations to the firm; production of rewards in-house or not, extent of reward choice, products versus cash as rewards, necessities versus luxuries as rewards and extent of delay of rewards. In this chapter we focus on yet another consideration to firms when designing rewards in CRPs: group rewards versus individual rewards.



Group Rewards versus Individual Rewards Principal-agent studies have since long dealt with what constitutes an optimal outcome-based contract55 of employment to offer to a worker (see Meckling and Jensen, 1976; Rapp and Thorstenson, 1994). One such contract issue that has been studied is whether on the one extreme to offer a contract which rewards a group of employees for their collective performance or on the other extreme to offer a contract which rewards each individual for his own performance (see Baker, 2000). A similar choice applies to design of a CRP whenever customers constitute a group such as a family or a firm. On the one extreme a CRP can be designed such that each family member is rewarded for his own repeat purchase behavior. On the other extreme it can be designed



55



A contract in which the pay is dependent on performance.
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so that the whole family is rewarded for their collective repeat purchase behaviour. Group rewards are asserted to sometimes be more effective than individual rewards (see Wageman and Baker, 1997). According to “psychology” studies the reason is that the group develops norms assuring that each member of the group acts as to reach the group reward (Kiesler and Kiesler, 1970; Shaw, 1981). In line with this, principal-agent studies assert that group rewards may increase peer pressure and stimulate mutual monitoring between group members to make sure that the group reward is reached (Fama and Jensen, 1983; Kandel and Lazear, 1992). To a “CRP-context” this implies that even though a particular group member purchases individually, the group puts pressure on him to purchase from the firm which rewards the group. Principal-agent studies at the same time point out that group rewards can be weaker incentives than individual rewards due to the first-order free-riding problem. Holmstrom (1982) refers to this as the “1/N problem” which implies that for a group reward each member has a small if not negligible impact on group performance56. Even if the individual works hard there is a high probability that other group members may shirk (see Kandel and Lazear, 1992; Bhattacherjee 2005). To the context of a CRP this implies that even though an individual makes his share of repeated purchase(s) there is a high risk that someone else in the group may not, implying that the group reward is not reached. The advances in principal-agent research on group rewards 56



The impact decreases with group size, therefore the label 1/N.
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versus individual rewards will be returned to in the “hypothesis development” section.



Incentive Strength of a Reward: a Model A CRP is characterized by that the customer has to purchase repeatedly in order to obtain a reward. We expect that as the repeat-purchaserequirement for a reward increases the probability that the customer will spend enough to reach the reward decreases. This follows from the assumption that the customer has a limited budget. If a group reward is offered, not only reaching the individual spending requirement but also that other group members reach their requirements is necessary for the group reward to unfold. Further, rewards in a CRP are typically either rebates or products for free. The value of a rebate or product for free we express in monetary units. Hence, we express both cost (money spent) and benefit (market value of rewards) for the customer in the same measurement unit. It is probabilistic to the customer that the firm will stick to what the CRP stipulates upfront. Firms commonly claim the right to change the terms and conditions of the CRP without incurring legal penalties. This increases the risk to the customer that the firm will not deliver the “promised” reward. This gives the model of incentive strength of a reward in a CRP to a customer:



V = X × pS × R × pC
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(7.1)



Where: V=



Expected value of reward



pS=



The probability of reaching the individual repeat-purchase-requirement for the reward



X=



A parameter to the customer capturing influences on the probability of reaching the repeat-purchase-requirement



R=



Cash value of rebate or monetary (market) value of a product



pC=



The probability that the firm delivers the reward according to contract



We assume that pS, and pC are numbers in the interval [0, 1]. This implies that the higher pS and pC are the higher is the expected value of the reward to the customer. The probability that the firm sticks to the contract (pC) is dependent on firm behaviour while the probability that the customer will reach the repeat-purchase-requirement (pS) depends on customer behaviour. It thus seems reasonable to believe that pS and pC are independent of each other. We treat R as a monetary value implying that V expresses the absolute value of a reward in monetary units. We assume that X >0 and that X is a number in the interval [0, 1]. The parameter X enables the model to express reward value both for group rewards and individual rewards. Hence, X captures influences on the probability of reaching the spending requirement due to that the reward is group-based. Recall the assertion made that members of a group can put pressure on each other to make sure a reward is reached. If such an effect arises X would increase, assuming X
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In opposite, recall assertions made in previous studies that for a larger relative to a smaller group size, the probability that someone cheats such that the group reward is not reached increases. Hence, a larger group size is associated with a lower value of X for a group reward57. For an individual reward we assume that X=1 implying that there are no group-influences on the probability of reaching the spending requirement for an individual reward. In general, we assume that the customer prefers a higher reward value over a lower reward value according to this model. We will return to this model when analysing our experiment results.



An Experiment: Group Rewards versus Individual Rewards Hypotheses Development Principal-agent studies assert that group rewards contain a first-order free-rider problem (Holmstrom, 1982). More specifically, even if one group member makes much effort to reach the group reward other group members may not with the implication that the group reward is not reached (see Bhattacherjee, 2005). For individual rewards this is a no issue since each individual is rewarded for his own effort. This leads to our first hypothesis58:



Recall Holmstrom’s assertion for the first-order free-riding problem or what he calls the 1/N-problem. 58 Hypothesis testing pits a research hypothesis against a null hypothesis. Throughout this thesis we will only present the research hypotheses. According to the founder of the null hypothesis model, Ronald Fischer, one only has two choices in null hypothesis testing: to reject the null hypothesis or to draw no conclusion (in Neale and Libert, 1986, pp.92-93). Nevertheless, we present only the research hypothesis because to reject the null hypothesis is implicitly to accept the research hypothesis (ibid, p. 95). Further, we do not explicitly present the null hypothesis since it is seldom presented in research as it is the opposite of the research hypothesis (see Levine et al, 2008, p. 175) 57
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H1a: Given individual spending certainty, between a group reward and individual reward of equal value the customer prefers the individual reward Studies on reward design suggest that the amount of effort required for reaching a reward influences the expected value of the reward. Hence, O’Brien and Jones (1995) state “subjective likelihood of achieving a reward” as one of five elements that constitutes the value of a reward and Kivetz and Simonson (2003) suggest that the required effort stream to reach a reward is one of the two main components that the customer considers for evaluating the attractiveness of a CRP. Kivetz (2003) further empirically found that effort requirements vis-à-vis no effort requirements enhances a customer’s preference for small and certain rewards over large and uncertain rewards. In line with these studies we propose in equation 7.1 that the probability of reaching the repeat-purchase-requirement influences the value of the reward. The more uncertain the customer is about reaching this requirement the lower is the expected value of the reward. This uncertainty is of particular importance for the design choice we are currently addressing. If a customer does not reach the repeat-purchaserequirement for an individual reward he obtains no reward at all while for a group reward the customer may obtain a share of the group reward despite not reaching his own repeat-purchase-requirement59. This is because other group members may reach their repeat-purchaserequirements for the group reward. This leads to the following hypothesis:



This depends on the construction of the group reward and the requirements for it. This is described in more detail in the next pages. 59
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H1b: Given individual spending uncertainty, between a group reward and individual reward of equal value the customer prefers the group reward To a worker a group reward can sometimes represent a stronger incentive than an individual reward (see Wageman and Baker, 1997). The reason is that peer pressuring and mutual monitoring arises between group members which make sure the group reward is reached (Fama and Jensen, 1983; Kandel and Lazear, 1992). This group reward effect is though contingent on group size. As the size of the group increases the cost of peer monitoring increases which reduces or eliminates the peer-pressuring rationale for a group reward (Knez and Simester, 2001). If group members further are geographically dispersed this effect is enhanced (see Kandel and Lazear, 1992). This leads to our final hypothesis: H2: Given individual spending certainty, a customer prefers a larger group reward over a smaller individual reward when the group size for the group reward is small but not when the group size is large



Subjects: Selection and Characteristics We drew a non-probability sample of students from campus courses in business administration and computer science which we had access to. Participation in the experiment was voluntary and there were no monetary incentives. Students were informed they would be given a seminar on experimental design and get feedback on the results of the experimental study if they participated.
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Out of 185 students asked we ended up with a sample of 67 students. The random procedure60 for assigning subjects into two groups resulted in a control group consisting of 24 students and an experiment group consisting of 43 students. Each group had the following characteristics:



Table 7.1 Characterization of control group and experiment group



Control group



Experiment Group



Age:



range: 21-35 mean: 25.2



range 18-45 mean 21.2



Sex



5 female 17 male 2 missing values



11 female 32 male



Nationality:



7 Swedes 4 Nigerians 3 Bangladesh 1 each from Mexico, Chile, Cameroon, Indonesia, Tanzania, Austria, Pakistan



32 Swedes 4 Chileans 2 Germans 1 each from Argentine Serbia Bangladesh Morocco and Nigeria



Main Study Subject:



14 Business 9 Security Engineering 1 Missing value



18 Business 15 Programming 2 IT-Security 3 Missing values



We randomly assigned courses the label experiment group or control group. Within the frame of each course we did not have the opportunity to divide participants in each single course into control group and experiment group respectively. If we still had chosen to divide course participants into control group and experiment group we would have expected a drop in participation. The procedure chosen was a trade-off between expected participation rate and obtaining equally large control group and experiment group sizes. 60
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The table shows that the random procedure for selecting cases to experiment group and control group rendered between-group differences. Experiment group participants were relatively younger and to a larger extent from Sweden in comparison to control group participants. Also, control group participants to a larger extent were business students than experiment group participants. We will return to these between-group differences in the discussion section.



Instruction and Tasks Participants were informed they were to make book purchase decisions. Each time buying a book, participants could choose either of two fictive bookstores being identical in all respects but one. One bookstore offers an individual reward to the customer and the other bookstore offers a group reward. Participants in the control group thus were to choose between either of two reward constructions (bookstores). One reward was constructed so that for every group member that makes five purchases the group shares a reward worth SEK100. The size of the group was not specified. The other reward construction was such that five purchases entitles to an individual reward worth SEK100. Participants were informed that they knew they would reach their individual repeatpurchase-requirement for either bookstore’s reward offer. Participants in the experiment group were given two tasks. First, they were given the same task as the control group with the difference that reaching the individual repeat-purchase-requirement for a reward was uncertain. As a second task participants in the experiment group were to choose between a bookstore offering a group reward and a 106



bookstore offering an individual reward, the group reward being larger. This task differed in two ways from the first task. First, participants were now instructed that they with certainty would reach their individual repeat-purchase-requirement. Secondly, the group reward was constructed so that for each member that purchases five times from the bookstore the group shares a discount61 worth SEK100. In addition, if each group member makes five purchases from the bookstore the group shares another discount worth SEK100 times x, where x denotes the number of group members. We assigned group size three different values; 4 people, 10 people and 100 people. For each of these three values participants in the experiment group were to choose between the bookstore with the group reward and the bookstore with the individual reward. Participants were asked to make book purchases because they are familiar with buying course literature. The three values assigned to group size were chosen in an attempt to reflect the size of families, small firms and large firms. This way we attempt to get a better understanding of how group rewards vis-à-vis individual rewards in a CRP apply to such groups. The experiment group was only informed about group size but not type of group, such as family versus firm. This is out of scope of the study.



Discount here means a reward which is divisible, that is monetary units. The term discount was presented to students in the experiment and is therefore used in this section on experimental design. 61
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Procedural Considerations Each task was repeated four times. This procedure was partly chosen to avoid precedence effects (see Neale and Liebert, 1986). Hence, if the alternative “Square Bookstore” is always presented before “Corner Bookstore” results can become biased due to that participants choose the alternative first presented. To avoid this we let each alternative be presented first two times each. We also repeated each task in an attempt to imitate the “real” context of a CRP in which repeated purchase is what customers are rewarded for. The experiment’s duration was about 30 minutes for the experiment group and 20 minutes for the control group. We tried to mitigate fatigue effects62 for the experiment group’s second task by using counterbalancing (see Neale and Liebert, 1986). Hence, we divided the experiment group into two subgroups and presented the group size values 4, 10 and 100 people in chronological order to one subgroup and in the order 100, 10 and 4 people to the other subgroup. The experiment was conducted in a classroom setting by which students filled out their choices using paper and pen. This kind of experimental design has been commonly used in research on consumer choice over the years. Students were spread out in the classroom in order to make sure that individual choices were made.



This attempted to reduce the risk that experiment group participants make haphazard choices late in the experiment due to that they are tired or bored. 62
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Results and Analysis Spending Uncertainty The results for h1a and h1b, expressing that a customer’s preference for an individual reward over a group reward of equal value is contingent on individual spending uncertainty, are shown in the table below:



Table 7.2 Customer preference between an individual reward and group reward of equal value



Group



Mean purchases (0-4) from bookstore offering individual reward



Control Condition*



2.50



Experiment Condition**



2.56 0.4485***



* N= 24, individual spending certainty; ** N= 43, individual spending uncertainty; *** t-test significance (For a result to be significant we require a score lower than 0.05)



Given certainty of reaching the individual spending requirement for either reward, the bookstore that offers an individual reward was chosen 2.5 times out of 4 on average. This is in line with hypothesis 1a. The preference found is weak63 which warrants further investigating under what conditions a group reward might be preferred over an individual reward. Hypothesis 1b, captures one such condition; uncertainty of reaching the individual spending requirement for a reward. The result



This follows from that 38% of the times on average, the bookstore offering a group reward was chosen. 63
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shown in table 7.2 indicates this condition to be irrelevant. Hence, given individual spending uncertainty, participants on average chose the bookstore offering an individual reward 2.56 times out of 4 compared to 2.5 times out of 4 under individual spending certainty. According to the t-test performed the difference between these two purchase means was insignificant why we cannot support hypothesis 1b. The result for h1b is unexpected since according to equation 7.1 when pS=1, representing spending certainty, the expected value of a reward is higher than when 1>pS>0, everything else equal. For h1a, individual spending certainty applied, which means that the spending requirement is certain for the individual reward but uncertain for the group reward. This follows from that the individual does not know whether other members of the group will reach their spending requirement for the group reward64. When reaching the individual spending requirement also becomes uncertain, pS for the individual reward is reduced relatively more than pS for the group reward. This is because only the probability for reaching one’s own spending requirement changes. This implies that the preference for the individual reward ought to become weaker as the individual spending requirement becomes uncertain. Our result indicates the opposite and is not in line with equation 7.1 nor in line with assertions for group rewards offered to workers. A potential explanation to our deviating finding is that getting a pay to a worker is of much larger importance than what obtaining a reward from a CRP is to a customer. Hence, customers in comparison



In our experiment participants were informed that it was only reaching their individual purchase requirement for a reward that was certain. Also, recall that the parameter X in the model captures this uncertainty. 64
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to workers may be relatively less inclined to incur the monitoring cost to make sure that the group reward is reached.



Group Size and Larger Group Reward versus Smaller Individual Reward Group size may influence how attractive a group reward is to a customer. For the above two results group size was unspecified. By way of h2 we attempt to capture how different group sizes influence the preference between group reward and individual reward. Further, recall that our result for h1 indicated that a customer prefers an individual reward over a group reward of equal value. We therefore, through h2, also attempt to capture a customer’s preference between a larger group reward and a smaller individual reward. Our findings are presented in the table below:



Table 7.3 Customer preference between a smaller individual reward and a larger group reward for different group sizes Group reward Group reward Group reward For 4 people for 10 people for 100 people



Experiment Condition*: 2.63



2.88



2.86



Control condition**:



2.50



2.50



2.50



0.3886***



0.1996***



0.2094***



* Mean purchaes (0-4) from bookstore offering smaller individual reward for which individual spending certainty applies ** Mean purchases (0-4) from bookstore offering individual reward of equal value to group reward given individual spending certainty, derived from table 6.1; *** T-test significance (For a result to be significant we require a score lower than 0.05)
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One result indicated by table 7.3 is that a smaller individual reward is preferred over a larger group reward, irrespective of group size for the group reward. The subjective probability of each reward to unfold may explain this finding. Recall that given individual spending uncertainty, we found that participants preferred an individual reward over a group reward of equal value. This implies that the second part of the group reward construction, the “extra reward” if all group members make five purchases, is what could have made participants alter their preference to the group reward. However, if the probability that this “extra reward” unfolds is considered to be low, due that it is very likely that someone in the group will not reach his repeat-purchase-requirement, the expected value of it may be negligible. This potential explanation to our result is in line with equation 7.1. The model would state that R for the group reward exceeds R for the individual reward. Despite this, V for the individual reward exceeds V for the group reward. In terms of the model this is because X for the individual reward exceeds X for the group reward. Another result indicated by table 7.3 is that a large or medium group size compared to a small group size for the group reward strengthens the preference for the individual reward. When the group size for the group reward was medium or large, participants on average chose the alternative with the individual reward 71 to 72% of the times. When the group size for the group reward was small participants on average chose the alternative with the individual reward 65% of the times. Hence, the t-test performed did not support hypothesis 2, stating that group size conditions the customer’s preference between a larger group reward and a smaller individual reward. 112



A potential explanation to the finding that group size hardly matters for the attractiveness of the group reward is that a customer does not want to engage in monitoring or peer-reviewing others for obtaining a reward in a CRP. Another potential explanation is that individuals become riskaverse when multiple efforts are required to reach a reward, i.e. efforts incurred may be perceived as losses if no reward unfolds. In this regard Kivetz (2003) found that effort relative to no effort made customers prefer a small and certain reward over a large and uncertain reward. Kivetz further found that as the effort increases beyond a threshold value the preference shifts to the large and uncertain reward (ibid). In our experiment every fifth purchase entitled to a reward. If this represents a minor effort, our result can be a further indication of what Kivetz found for effort relative to no effort. That would be, customers prefer the small and more certain individual reward over the larger and more uncertain group reward given a low repeat-purchase-requirement. Drawing on Kivetz study the amount of effort may thus condition, whether a group reward in a CRP is preferred over an individual reward or not. Kahneman and Tversky (1979) found that between the gain prospect 0.9 chance of winning $3000 and the gain prospect 0.45 chance of winning $6000, 86% of the respondents preferred the high-probability gain. In the same study, they also found that between two gain prospects, one being a 0.01 chance of winning $6000 and the other being a 0.02 chance of winning $3000, the lower probability prospect was preferred 73% of the times. Given the assumption that rewards in a CRP are framed as gain prospects by customers, this raises questions about customers’ preference for large and small rewards unfolding with 113



different levels of probability. Both amount of effort and probability of rewards to unfold needs to be further studied for group rewards versus individual rewards in the context of CRPs.



Discussion Our results indicate that the preference for the individual reward is weak. This suggests that there might be conditions under which the preference alters to the group reward. In our experiment, type of group for the group reward was unspecified and the task required to obtain a reward was carried out individually. Other results might be obtained if the repeat-purchase-requirement for the group reward is made collective instead of individual, i.e. the group needs to make N purchases for the reward to unfold versus each individual needs to make n/N purchases for the reward to unfold. Also, specification of the type of group, such as family versus firm, may influence the preference between individual reward and group reward. Further, our experiment only captures one “value difference” of larger group reward versus smaller individual reward. Whether our result persists for other reward values needs to be studied. Furthermore, the reward design in our experiment only captured one level of repeatpurchase-requirement in terms of every fifth purchase entitling to a reward. It might be that depending on the level of repeat-purchaserequirement the preference for individual rewards over group rewards alters. Our results reveal no peer-pressuring effect making group rewards become preferred over individual rewards. A peer-pressure effect may 114



also apply to pC, the probability that the firm will deliver the reward according to contract. The argument would be that it is more difficult for the firm to “break a given promise” to customers constituting a group compared to one given to each customer individually. This can make customers prefer group rewards over individual rewards in a CRP. Our experiment findings are further limited in the following ways: -



The classroom context may not have captured the real CRP-context which may have biased results. For instance, other results may have been obtained if participants had been given “real” instead of “hypothetical” rewards



-



Our sample may be unrepresentative for the student population. Amongst the 185 students asked a sample of 67 experiment participants was obtained. The ones that chose to participate may differ in their behaviour from those that were unwilling to participate, influencing results in a undesired manner



-



The control group differed from the experiment group in characteristics such as origin, age and main study topic which also may have influenced our results in a unintended way



-



Other results may be obtained for other customer groups than students



Despite of the limitations, our experimental findings indicate that group reward design versus individual reward design needs to be further studied.
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Design Implications A rationale for offering a group reward is that group members put pressure on each other to make sure the reward is reached. In terms of a CRP this could benefit the firm by customers buying with larger frequency or larger amounts compared to if an individual reward is offered. However, for a CRP with group reward construction group members incur costs for monitoring each other to make sure that the group reward is reached. Through design of a CRP the firm can reduce this monitoring cost. More specifically, for an automated (IT-based) CRP the firm can track each group member’s purchase behaviour and inform the group about this. Providing such a service could justify CRPs with group reward constructions for firms, families and alike that “co-consumes”. Supplying this service to group members comes at low cost to the firm since only adding some lines of software code is required. Also, because the firm may track customer purchase behaviour anyhow, supplying this service to customers comes at a low cost to the firm. To obtain the effect that group members put pressure on each other the reward has to attract the members of the group. One can expect that the more group members that find the reward attractive, strives for reaching the reward, the larger the group pressure effect becomes. Achieving such an effect may require a different kind of reward design thinking by the firm relative to that for individual rewards. For instance, to an airline this could be to offer flight destinations which are expected to attract all members of a group. To a family this could be a travel to Disneyland or a skiing resort in the Alps. The idea with specifying the reward instead of giving the group choice between any destinations is to make sure the group pressure effect arises. 116



Chapter VIII Buy as Usual: Customer Rewards Programs and the Creation and Breaking of Consumption Habits



In many instances, customers develop a habit when purchasing specific products. The concepts repeated purchase and loyalty, discussed in Chapter III, and the concept of habit seem very alike in many respects. The issue studied in this chapter is if a CRP can be designed to create or to break a consumption habit.



Background Imagine a customer that tries different alternatives the first times he buys a product. As this customer experiences product alternatives he reduces his consideration set65 so that he finally ends up developing a habit for the alternative he finds superior. Once he has developed this habit something extraordinary is required to make him consider a competing product. A CRP could be that extraordinary stimulus. Hence, in this chapter we study whether a CRP associated to a new product alternative makes the customer break a consumption habit. In this sense we address again, but here empirically compared to Chapter V, how a CRP may act as a first purchase incentive to the customer. This refers to the alternatives the customer takes into account when making a purchase decision. For a review see Howard and Seth (1969). 65
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A CRP rewards the customer for accumulated purchases and therefore represents a repeat purchase incentive. As a customer accumulates spending in a CRP he might start to disregard competing alternatives when purchasing. Hence, in this chapter we also study whether a CRP makes the customer develop a consumption habit or not. By studying a CRP both as a first purchase and as a repeat purchase incentive we address that a firm can offer a CRP to acquire new customers or to retain current customers. Further, putting CRPs into a consumption habit context seems important since a CRP by definition rewards repeated purchase while a consumption habit manifests itself through repeated purchase.



Customer Rewards Programs: Purchase Effects Studies on how CRPs create purchase effects can be divided into two groups. On group of studies focuses on how CRPs create repeated purchase while the other group focuses on how CRPs create share-ofbudget66 effects. These two purchase effects are not necessarily the same. A customer may rebuy the same product over and over again and still spend only a fraction of his budget on the product. However, studies assert that the two purchase effects are typically correlated (see Ehrenberg and Uncles, 1997). Therefore, we here review studies on how CRPs create either purchase effect. In chapter II we introduced these studies. Here we make a more in depth review in order to further argue for why we study consumption habits in the context of CRPs.



Budget here refers to how much a customer spends on a product category such as transportation or food. 66
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Empirical studies on whether CRPs create repeated purchase or not indicate divergent results. Bolton et al (2000) found no significant difference in repeated purchase between members and non-members of a financial services firm’s CRP. In difference, Sharp and Sharp (1997), comparing observed purchase frequencies of members67 to a retail store CRP against the so-called dirichlet baseline68, found weak improvement in repeat purchase behaviour. Further, Meyer-Waarden and Benavent (2006) found mixed repeat purchase effects created by French grocery store CRPs. Comparing observed data with the dirichlet baseline the authors found that CRPs created positive repeat purchase effects for two out of five stores. In difference, Lewis (2004), by simulation, found that an online grocer’s CRP positively influenced repeated purchase. Empirical studies on how CRPs create share-of-budget effects generally indicate positive or mixed results. Meyer-Waarden (2006) found that membership relative to non-membership in French retail store CRPs had positive effect on share-of-budget. In line with this, Taylor and Neslin (2005) found that a retailer’s CRP positively influenced sales due to two mechanisms. One was a “points-pressure mechanism”, a shortterm impact whereby customers increase their purchase rate to earn rewards. The other was a “rewarded-behaviour” mechanism, an effect on sales due to already received rewards. According to the authors, this



Customers participating in CRP are in these papers called members. Customers to a firm that do not participate in the CRP are called non-members. We use this terminology here as well. 68 This model enables empirically investigating purchase effects not as before and after the introduction of a CRP but measuring repeat-purchase effects of CRP against an empirically generalized prediction of how the repeat-purchasing ought to look like in a particular market. For reviews of the dirichlet model see Goodhardt et al (1984), and Ehrenberg and Uncles (1997). 67
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effect arises either by the customer developing a positive attitude towards the firm or due to behavioural learning implying that rewarded behaviour is likely to persist (see Blattberg and Neslin, 1990). Mägi (2003), on the other hand, found mixed share-of-budget effects for Swedish grocery store CRPs. Significant effects were found at the grocery chain level while at the primary store69 level no effects were found. Other studies have also indicated mixed effects. For instance, Liu (2007) divided customers into segments based on spending levels at a convenience store chain and studied how a CRP created purchase frequency effects. Results indicated that on average moderate buyers and light buyers, after joining the CRP, doubled their purchase frequency. Heavy buyers on the other hand, on average purchased with similar frequency after enrolling in the CRP. The findings on how CRPs create purchase effects point in different directions. This suggests that more studies are needed. Despite that CRPs are common in non-retail markets such as transportation and accommodation, the above review reveals that most previous studies have been conducted in a retail context. Therefore, one of the products we study in this chapter is characterized as “non-retail product”. To measure how a CRP creates purchase effects is difficult. According to Meyer-Waarden (2006) problems are that:



In grocery shopping customers typically “have” a primary store (commonly belonging to a chain) where they make the majority of their purchases. 69
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a) measurement of purchase effects from only one CRP does not account for that customers participate in competing CRPs (see also Bolton et al 2000) b) reliability problems associated with survey data are well documented (see also Mägi, 2003; Yi and Jeon, 2003) In this chapter we account for b) by choosing to conduct an experimental study. This “method” has the advantage of isolating “everything” but the stimulus induced on the experiment group. We also design our experiment to account for a) referred to above. We will return to this in the section on experiment design.



Consumption Habits It has long been recognized that individuals consume habitually (see Brown, 1952; Houthakker and Taylor, 1970; Spinnewyn, 1981). In previous studies habit has been given different meaning such as ritual (see Stanfield and Kleine, 1990; Aarts et al, 1997; Mahon et al, 2006), addiction70 (see Becker and Murphy, 1988; Becker, 1992) and more deliberately disregarding alternatives when buying (see Waller, 1988). Here we refer to a consumption habit as under free choice disregarding other product alternatives for choosing the alternative that is usually bought. Our assumption is that the customer chooses habitual behaviour because he or she expects it to outweigh the value of any competing alternative less the search and evaluation cost of that alternative (see This refers to abusive behaviour in regards to smoking and drinking. Recent studies have paid particular interest to abusive Internet usage. 70
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Howard and Seth, 1969; Waller, 1988; Metha et al, 2003). Further, it has been asserted that customers typically develop habits for lowinvolvement products (see Hoyer, 1984; Dowling and Uncles, 1997). With this we refer to a product which is purchased frequently to a low price (See Kleiser and Wagner, 1999)71 while a high-involvement product is characterized by the opposite. Economics Studies Empirical studies on consumption habits have been conducted in both “economics” research and “marketing” research. The economics studies typically rely on the so-called habit-persistence-hypothesis72 (see Singh and Ullah, 1976) which is a model that measures how past consumption determine current consumption. Such studies generally indicate mixed consumption habit effects. In an early study Pollak and Wales (1969) found strong habits effects for clothing and food consumption. In line with this, Naik and Moore (1994), studying US households, found that about one-half of total food consumption is due to habit. Carrasco et al (2005), studying Spanish households, found habitual consumption effects for food services73 but not for transportation. In difference to these studies, Dynan (2000) did not find support for habit-persistence in food consumption for US households.



In other studies a distinction has been made between product involvement and purchase involvement (see Lockhin et al, 1997, Hawkins et al, 1983). For instance a customer can be involved in being well dressed but uninvolved in the process of buying clothes. Studies purport involvement to be a complex construct to define (Bauer et al, 2006). It has been given both psychological attributes (Celsi and Olsson, 1988, Bauer et al, 2006) and other purchase measurement attributes (see Bauer et al, 2006). 72 This typically is a regression model of the kind: C = β +β γ +β C +µ (for a review see t 0 1 t 2 t-1 t Singh and Ullah, 1974). 73 Food refers to food consumed at home. Transportation includes public and private transport expenditures, including maintenance and fuel. Services include education, medical and other nondurable services expenditures. 71
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In the study conducted by Carrasco et al (2005) it is contended that previous studies on consumption habits contain measurement problems74. A concern over instruments for measuring consumption habit via a lagged dependent variable model has also been raised in other studies. Heien (2001), studying habit effects of a number of nondurable products such as food, clothing and transportation, found that what seems to be habit effects (yearly observations) are rather seasonal effects (quarterly observations). This suggests time aggregation to be a crux in economic models measuring habit effects. In a recent study of Danish households, weak habit effects were found in consumption of energy for heating (Leth-Petersen, 2007). In this study, the measurement problems highlighted by Carrasco et al were accounted for.



Marketing Studies Early marketing studies found strong repeat purchase effects for provisions. For instance, Ehrenberg and Goodhart (1968) reported repeat purchase effects (>82% on average) for coffee, margarine and soap. More recent studies have found similar outcomes for ketchup (Roy et al, 1996), detergent (Deighton et al 1994), fast food (Taylor, 2001), bread and bathroom tissue (Motes and Woodside, 2001). These findings have stimulated research on habit as explanation for repeated purchase. Hoyer (1984) found that amongst customers making detergent purchases more than 70% did not examine more than one package, did not make comparisons between brands and did not examine any shelf tag. d’Astous et al (1989) found for analgesics,



In their study, Carrasco et al (2005) take into account intertemporal unobserved heterogeneity, something which according to the authors have been overlooked in previous studies on consumption habits. 74
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according to the authors a less frequently and more important product than detergent, that customers examined more packages and made more within brand comparisons than what Hoyer found for detergent. More recent studies have also indicated habit as explanation for repeated purchase. Mahon et al (2006), studying consumption of takeaways and ready meals among British consumers, found weak consumption habit effects. Ji and Wood (2006), studying consumption habits of fast food consumers, conclude that consumers possessing a strong habit underpredict the intention to purchase repeatedly, i.e. they continue to purchase repeatedly despite holding intentions that do not correspond to the high level of repetition. The above review suggests somewhat merit for habit as explanation for repeated purchase. Most previous studies have focused on necessities such as provisions. In this chapter we therefore study both provisions and other kinds of products. Previous studies further suggest that consumption habits are typically developed for low-involvement products. We therefore study both high-involvement and lowinvolvement products.



Experimental Design Hypothesis Development Consumers search for and evaluate alternatives to enhance a purchase outcome (Punj and Staelin, 1983). A consumer is expected to search until the perceived marginal cost of the search equals the perceived marginal benefit of it (Stigler, 1961). Similarly, a customer only 124



participates in a CRP if expected benefits outweigh expected costs (see De Wulf et al, 2002; Kivetz and Simonson, 2003; Leenheer et al 2003). This implies that participation in a CRP reduces a customer’s motif of searching for and evaluating other alternatives. This leads to the following hypothesis: H1: A CRP relative to no CRP associated to a product alternative, makes the customer consume habitually In order to try a new alternative we contend that a necessary condition is an expected positive experience with the new alternative75. This is unlikely to be a sufficient condition though, since, by definition, a consumption habit refers to that the customer purchases the same alternative repeatedly without considering other alternatives. This implies that something extraordinary is required for making a customer consider and try a new alternative. Studies have long recognized that discount76 offers are positively related to customers trying new alternatives77 (see Nakanishi, 1973; Kumar and Leone, 1988; Pauwels et al, 2002). A CRP can be seen as a discount offer in which discounts are delayed. Hence, a CRP can be the extraordinary stimulus required to make a customer try a new alternative under a consumption habit. The following hypothesis expresses this: H2a: A CRP associated to a new product alternative makes the customer break a consumption habit



Studies assert that a positive experience with a product alternative is positively related to repeated purchase (Howard and Seth, 1969; Inman and Zeelenberg, 2002). 76 With this we refer to both 100% discounts which are products for free and rebates, i.e. less than 100% discounts. Rebates refer to either coupons or offers such as x% off on item. 77 Alternative refers to either a store or a product. 75
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It has been asserted that when buying a high-involvement product a customer spends more time searching for alternatives, evaluates more alternatives and is more attentive to advertising relative to when buying a low-involvement product (see Engel and Blackwell, 1982; Batra et al, 1995; Dowling and Uncles, 1997). Empirical findings point in the same direction (see Hoyer, 1984; Astous, 1989). This suggests that customers have larger consideration sets when buying high-involvement products than when buying low-involvement products which leads to the following hypothesis: H2b: For a high-involvement product relative to a low-involvement product, a stronger “CRP-incentive” associated to a new product alternative is required for making the customer break a consumption habit



Decision Situations and Instructions We used the same sample as in the experiment on group rewards versus individual rewards (see chapter VII for selection and characteristics of subjects). In order to test if a CRP can act as a first purchase incentive to customers, h2, we created the following decision situation. For a particular purchase to be made, a customer, has the finite choice set C{x, y}. y represents a new alternative in the market and x represents the until now habitually consumed product alternative. If participants on average at least once try the new alternative, we contend that a habitbreaking effect is found. To capture this decision situation, we informed experiment participants that one of their friends usually chooses the same brand when buying a particular product. We then let participants make an assessment of whether their friend would stick to the usual brand or try the new brand 126



next time buying. Assessments for four different products; coffee, detergent, shirt and hotel accommodation, were to be made. We chose coffee and detergent to capture low-involvement products and shirts and hotel accommodation to capture high-involvement products. We indirectly informed about this through purchase frequency. More specifically, we told students that their friend buys a 1 kilogram packet of coffee per week, one bottle of 0.5 litre detergent per month, stays at hotel six times per year and buys four shirts per year. The experiment group in difference to the control group was exposed to a CRP associated to the new product alternative y. In all other respects the control group and the experiment group were exposed to the same choice. This way we attempted to capture what effect a CRP has on trying the new brand. The fictive CRP we designed so that every tenth product was for free. Further, for one product, hotel accommodation, we informed students about the brand name of the firm (Hilton) which the friend possesses a habit for. This way we attempted to capture how a well-known brand matters, relative to an unspecified brand, for trying the new alternative. In order to test if a CRP can create habitual repeated purchase, h1, we created the following decision situation. Once more, for a particular purchase a customer has the finite choice set C{x, y}, the two alternatives being identical. Along with alternative x the customer is offered a CRP while initially no CRP is offered for alternative y. At t+n, representing a future purchase occasion, the decision situation changes so that along with each alternative identical CRPs are offered. We expect that a customer until purchase occasion t+n prefers alternative x since it comes an incentive with it. If the customer continues to prefer alternative x, at 127



occasion t+n and onwards, we contend that the CRP has created a habitual consumption effect. To capture this decision situation we told participants they were to make eight pizza purchases and that they buy one pizza every week. The control group participants were to choose between two identical pizzerias neither offering a CRP. The experiment group participants on the other hand, were to choose between two fictive pizzerias initially being identical in all respects but one. One pizzeria offers a CRP while the other does not. After the fourth purchase occasion both pizzerias become identical also in this respect, offering identical CRPs. The fictive CRPs we created had the following design: buy two pizzas and become “regular customer” which means that you get free home delivery in the future. If you buy four pizzas you become “preferred customer” which means that you get a free lemonade and free home delivery onwards when buying pizza. We thus chose to design a CRP with a strong incentive, i.e. the incentive includes both economic value (free products) and potential symbolic value (membership status). Also, the incentive is strong because only one repeated purchase is required for obtaining a reward each future purchase occasion. If a CRP creates a weak incentive, customers may not care about it, implying that it creates no repeated purchase. Since we want to study if a CRP creates habitual repeated purchase it is therefore important to design it with a strong incentive. We chose pizza as product since students are expected to buy pizza regularly and since pizzerias commonly offer CRPs. This way we attempt to make our fictive setting correspond to the “real” purchase setting. 128



Procedural Considerations As in the experiment on group rewards (chapter VI) each task was repeated four times78. This procedure was chosen in order to avoid precedence effects and to attempt to imitate the real CRP-setting by our fictive setting. The experiment took about 30 minutes for the experiment group and 20 minutes for the control group79. We used counterbalancing in an attempt to reduce fatigue effects. In order to achieve this we divided both the control group and the experiment group into two subgroups. One subgroup was exposed to the products in one order (coffee, detergent, shirt and hotel accommodation) while the other subgroup was exposed to the products in the opposite order. The experiment was conducted in a classroom setting in which participants used paper and pen making choices and assessments. Participants were spread out in the classroom to make sure that individual choices were made.



Testing and Operationalization We performed hypothesis tests, i.e. t-tests. This method is suitable since we want to compare groups and since the dependent variable is “directly measurable”. Hence, for both hypotheses we measured the number of purchases of alternative x that each experiment participant made. The t-test procedure allows us to compare if group means of the experiment group differs significantly from group means of the control A clarification is necessary. For hypothesis I both control group and experiment group made eight purchases. However, the experiment group was exposed to purchase alternatives in two blocks of four purchases each. Four purchases were first made in which each participant was offered a CRP for product alternative x but not for alternative y and another four purchases were made in which participants were offered identical CRP for both alternatives. 79 The duration stated refers to the total time for both the experiment on group rewards versus individual rewards and the current experiment. 78
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group for each hypothesis. We repeated each task for times providing us with purchase mean scores in the interval 0-4. For h1 we expect that control group participants, choose the identical alternatives x and y equally often on average. Further, for a habit effect to prevail, the experiment group participants need to choose alternative x more often than alternative y so that the purchase mean difference between experiment group and control group for this alternative is significant according to the t-test. For h2, we expect that the purchase mean of the usually bought alternative approaches a score equal to 4 for the control group. We also in line with h2b expect this score to be lower for high-involvement than for low-involvement products. For the experiment group, who in association to the new alternative is offered a CRP, we require the purchase mean score for the usually bought alternative to fall below 3 in order for a CRP to have a habit breaking effect. In other words, we require that experiment group participants assess that their friend at least once on average tries the new alternative and that the difference in purchase means between the control group and experiment group is significant according to the t-test.



Results and Analysis



The Creation of a Consumption Habit In the table below the results for h1, stating that a CRP relative to no CRP associated to a product alternative makes the customer consume habitually, are presented:
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Table 8.1 CRPs and consumption habit creation



Purchase mean (0-4) for product alternative X Preference between a CRP and no CRP: Experiment Condition* Control Condition**



3.14 1.86 0.000****



Habit creation: Experiment Condition*** Control Condition**



2.00 1.82 0.282****



* N=43, a CRP for alternative x only ** N=22, no CRP *** N=43, a subsequent CRP for alternative y as well **** t-test significance (For a result to be significant we require a score lower than 0.05)



Table 8.1 shows two results. One result indicates that, between two in other respects identical alternatives, the alternative with a CRP is preferred. More specifically, participants on average chose alternative x 3.14 times out of 4 when there was a CRP associated to x only, while they on average chose alternative x 1.86 times out of 4 when there was no CRP associated to any alternative. This result is significant according to the t-test performed. The finding is not obvious since customers may avoid CRPs due to the risk of being locked-in or due to being fed up with CRP since they are so common. If customers prefer no CRP over a CRP, it would not be meaningful to test h1, i.e. a CRP cannot create habitual consumption behaviour if customers reject participation in it. The result we found justified testing h1. 131



The other result shown in table 8.1 indicates that a CRP does not make the customer consume habitually. Our first result revealed that customers preferred alternative x over y until the introduction of a CRP for alternative y as well. Our second result reveals that this effect does not persist after the introduction of a CRP for alternative y as well. As one can expect under a no habit effect, after the introduction of a CRP for alternative y as well each alternative was chosen equally often on average. When there was no CRP associated to alternative x nor y participants chose alternative x 1.82 times out of 4 on average. Hence, based on the t-test performed hypothesis I is not supported. A potential explanation to our result for h1 is that participants make decisions according to expected values. Hence, the expected values of alternative x and y are identical once a CRP is introduced for alternative y as well. Because each alternative is equally valuable one can expect participants to choose randomly between the two alternatives causing each alternative to become chosen equally often. Another potential explanation to our finding is that customers find a pleasure in switching between alternatives per se, despite that alternatives are identical.



Breaking a Consumption Habit The results for h2, expressing that a CRP associated to a new product alternative can make a customer break a habit, are presented in the table below:
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Table 8.2 CRPs and breaking a consumption habit, purchase mean of alternative x (0-4)



Coffee



Detergent



Hotel



Shirt



Control Condition*



2.51



1.93



2.23



2.91



Experiment Condition**



2.92



3.00



2.63



2.21



0.121***



0.3886***



0.1996***



0.2094***



*N=24, no CRP **N= 43, a CRP for the new alternative y only *** t-test significance



The table shows two results. First, it is indicated that irrespective of whether there is a CRP associated to the new alternative or not, it is tried. This implies that hypothesis 2a was not supported. For a habit effect to prevail experiment participants on average were to choose alternative x, the usually bought alternative, at least 3 times out of 4. Table 8.2 shows that for no product the purchase mean score reached 3, which implies that on average customers tried the new alternative at least once. This result contradicts previous habit effects found for provisions (see Hoyer, 1984; d’Astous et al, 1989; Deighton et al, 1994). There can be a methodological explanation to our deviating finding. Hence, we conducted an experiment in an artificial setting which may have failed to capture the “real-world” purchase situation customers are exposed to. This may have caused experiment participants to make other decisions than they would have done in the real-world situation. However, recent economics studies have shown that habitual 133



consumption effects have been overestimated in previous studies (see Heien, 2001; Carrasco et al, 2005). Our finding may be a further sign of this. Another potential explanation to our finding is phenomenal. Namely, customers are “variety-seekers” rather than “habitual buyers” which implies that they continuously switch between alternatives when buying. Studies have suggested different explanations for variety-seeking behaviour. One explanation is that customers have a need for novelty and change per se (see Venkatesan, 1973). Another explanation is satiation which means that a change from one behaviour to another is warranted due to diminishing marginal value of the original behaviour (see McAlister and Pessemier, 1982; Simonson, 1990)80. The findings by Choi et al (2006) may also explain our finding of no habit effect. They found that individuals expect others to become satiated faster than oneself with repeated consumption of an item. In terms of our study this would imply that having experiment participants make assessments of a friend’s behaviour lead to more variety-seeking outcomes than if we had let participants make purchase decisions for themselves. Our finding can thus be a combination of variety-seeking behaviour and flaw in design. The other result shown in table 8.2 indicates that for trying a new alternative it does not matter if product involvement is high or low. Whether there is a CRP associated to the new alternative or not neither matters. This means that hypothesis 2b is not supported. For three out of



Empirical studies have found support for variety-seeking purchase behavior (see Van Trijp et al, 1996, Chen and Paliwoda, 2004, Choi et al, 2006) 80
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four products studied, a CRP associated to the new alternative led to an increase in the average number of purchases made of that alternative. However, according to the t-test performed this increase was only significant for detergent but not for coffee nor hotel stay. For the fourth product, shirt, an unexpected increase in average purchases made for the usually bought alternative was found when a CRP was associated to the new alternative. This finding was significant according to the t-test performed and raises questions of whether CRPs shall be offered for certain products only. A potential explanation to the surprising finding for shirts can be extracted from the literature on price discounts81. In such studies it has been suggested that price discounts can represent a negative cue to customers. When only price information is available to make a judgment a relatively lower price of a product is interpreted as an indicator of inferior quality (see Olson, 1977; Rao and Monroe, 1988; Raghubir and Corfman, 1999). To our study this would imply that a CRP relative to no CRP associated to a shirt lowers expected quality of the shirt. If, in turn, lower expected quality of a shirt is associated with lower propensity to try that shirt then our results may indicate that a CRP is inappropriate to offer for this product. In their study on how price promotions affect pretrial brand evaluations, Raghubir and Corfman (1999) empirically found that whether a price promotion has negative effect on a brand’s perceived quality depends on whether price promotions are common in the Studies have long recognized that price discounts have a significant impact on customer brand choice, purchase time and purchase quantity decisions (see Shoemaker, 1979; Blattberg et al, 1981; Aggarwal and Vaidyanathan, 2002). 81
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industry or not. When price promotions are uncommon in an industry, the effect of a price promotion on perceived brand quality has a significant negative effect. When price promotions are common in an industry, the effect of price promotions on perceived brand quality was found to be contingent on the customer’s expertise of the product. For novices price promotions affected brand evaluations slightly negatively while for experts price promotions had positive effects on brand evaluations. To our study this would imply the following. First, CRPs should only be offered in markets where price promotions are common. Secondly, a CRP should only be offered to some segment(s) of a firm’s customer base. The present chapter represents an attempt to unite two bodies of study that both focus on repeated purchase. It also represents an attempt to distinguish between two different reasons for the firm to offer a CRP; customer acquisition and customer retention. It would be interesting to see more studies on CRPs and habitual consumption for different kinds of products, customer groups and designs of CRPs.



Discussion A CRP can be effective in convincing a customer to make a first purchase while being ineffective in making a customer purchase repeatedly. This implies that despite not creating repeated purchase a particular CRP may be labelled “successful” by the firm due to that it attracts new customers. To distinguish between how a CRP works as a first purchase incentive and as a repeat purchase incentive seems 136



important since it can be useful input to the ongoing debate on whether CRPs are effective or not.



Limitations of Results Our results can be misrepresentative for the population we have studied. As described earlier, participants in the experiment group to a larger extent were Swedes, were relatively younger and to a higher extent studied business administration than the control group participants. These between-group differences may have influenced results in a non-desired way. Further, our experimental study investigates only students, a group of customers who due to lower income compared to other groups to a higher extent may search for and evaluate alternatives (see Mincer, 1963). Our results may also be misrepresentative due to that participation in the experiment was voluntary, i.e. students who volunteered may differ in their purchase behaviour from students that did not volunteer. Furthermore, the sample size was particularly small for the control group which reduces the reliability of the results obtained from t-tests performed. Our results are also limited to the design we chose. We studied only a few products and it might be that different results are obtained for other products. Further, we designed a CRP so that every tenth product was for free. Other designs of a CRP such as cash instead of products as rewards and many small rewards offered frequently instead of a large reward offered less frequently may render different results than those that we obtained here.
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Design Implications Under a consumption habit a customer does not consider competing alternatives. In order to “resolve” this, the firm by way of their CRP can create what we call a point pitch. With this we refer to a temporary offer from the firm to the customer by which the customer obtain points for no effort or obtain more points than otherwise for similar effort. As an example, Vodafone customers gain points in Lufthansa’s CRP for making phone calls. In cases when such Vodafone customers habitually fly another airline than Lufthansa, a point pitch for flying Lufthansa arises. We expect that offering the kind of point pitch in which the customer gains points from an affiliated firm to be more effective in breaking a consumption habit than one in which the customer obtains points directly from the firm that offers the CRP. Hence, the customer will unlikely consider a point pitch such as “obtain X points for joining our CRP now” for a competing alternative. This is because under a consumption habit the customer does not search for nor evaluate competing alternatives. In difference, a point pitch by way of other kind of consumption, the customer is more likely to consider. For instance, if a customer habitually flies SAS and uses Vodafone as telephone operator he is thus more likely to consider the Lufthansa point pitch (illustrated above) than if Lufthansa would offer a special deal giving the customer X points for currently joining their CRP. For creating a habit we expect that offering the kind of point pitch in which the customer obtains a quantity of points for no effort to be more effective than the one which requires effort. The explanation is that people have been found to have a tendency to increase their effort 138



with proximity to a goal. Also, as Kivetz et al (2006) found, giving points initially for joining and increasing the spending requirement proportionally may create an illusionary goal-progress making customers feel they are closer to the goal than they really are. In other words, by getting points for joining the customer gets (illusionary) closer to a reward (goal) which makes him more inclined to purchase repeatedly in order to reach the reward. In turn, by purchasing repeatedly the habitual consumption behaviour can develop. An advantage with point pitches to firms offering automated CRPs is that the marginal cost of production of points in general can be expected to be low. This is since points are digital tokens which are characterized by reproducibility.



139



Chapter IX Validity and Reliability of Results



Main Concerns during the Study Either firms can or cannot influence customer purchase behaviour by design of CRPs. According to quite a few previous studies different design of a CRP create differently strong purchase effects. Experimental studies indicate that distribution and divisibility of points (Van Osselaer et al, 2004; Drezé and Nunes, 2008), the size of the spending requirement (Kivetz and Simonson, 2003) and what rewards a firm offers (Yi and Jeon, 2003) matters to how customers make purchase decisions. In line with these findings, our experimental result, indicating individual rewards to be preferred over group rewards, suggests that a firm can create purchase effects by choosing one design over another for their CRP. Also, there are survey results pointing in this direction. One study indicates that whether a firm chooses to offer a CRP on their own or not matters to what purchase effects it creates (see Leenheer et al, 2003). Another study indicates that by giving customers points upfront and increasing the spending requirement proportionately, a positive purchase effect is created (see Kivetz, 2003). At the same time, there are survey results which indicate that customers hedge between CRPs, i.e. that customers participate in competing CRPs 140



at the same time (see Mägi, 2003; Nielsen, 2005). Such findings may suggest that experiment settings fail to capture the real settings in which customers make purchase decisions. Hence, experimental studies may indicate that customers prefer one design over another while in the real setting this is of subordinate importance to customers. For instance, it could be of greater importance for customers to avoid becoming locked-in why they choose to hedge despite that competing CRPs are designed differently. On the other hand, customers may hedge because competing CRPs are not differentiated or because firms until now have not effectively differentiated them. Further, experimental studies, including ours, have not addressed that firms may deliberately avoid differentiating their CRPs. A reason for this is that firms may expect competitors to imitate them if they do so leading to a loss for all firms involved (see Caminal and Claici, 2007). A counterargument is that, by creating a design which is difficult to copy, the CRP can create positive purchase effects. In general, most previous findings point in the direction that firms by design of their CRPs can influence customer purchase behaviour. This indication generalizes over different methods (surveys and experiments) and different design aspects (rewards, spending requirements, points). Studying Fictive versus Real Settings Throughout this thesis we have studied fictive CRPs albeit we have considered studying real CRPs instead. Given the topic, we believe that there are both advantages and disadvantages with studying real instead of fictive CRPs. To study real CRPs would first of all require us to find two competing CRPs which differ in values for the particular design variable that we want to study and which at the same time are identical 141



in all other respects. Further, if there are more than two CRPs in this market we also have to control for that customers only choose between the two that we are studying. Furthermore, it has been pointed out that there is a lack of standards for CRPs making them difficult to compare for customers (Kivetz and Simonson, 2002). For these reasons, it is no surprise that many of the studies on how to design CRPs are of experimental kind. To go about studying CRPs in the way Kivetz (2003) does is an alternative which we have considered. Kivetz developed two versions of a fictive stamp-card CRP, differing in one respect only, and agreed with a university café to randomly hand these out to its customers. The two versions of the CRP were of the kind buy ten coffees and get one for free. Once a customer had received the free coffee Kivetz could collect the stamp-card to measure purchase frequency, i.e. stamps provided this information. By choosing this procedure over a laboratory one Kivetz avoided the risk that the artificial setting of a laboratory experiment does not correspond to the real setting. Hence, customers were using their own budgets to buy coffee relative to making fictive purchases in a laboratory setting. Further, customers obtained a real reward in terms of a free coffee compared to a fictive reward in the laboratory setting. Furthermore, by designing the two versions of the CRP himself, Kivetz avoided the problem that it is difficult to find any two competing CRPs in the market which differ for one design variable only. Despite these relative advantages of the Kivetz (2003) procedure we chose to conduct classroom experiments. One reason is that we expect 142



it to be too costly to arrive at agreements with firms allowing us to “experiment” with their customers. Especially, this can be expected for large firms and for firms that already offer a CRP. Further, in one of our experiments we wanted to study a range of different products. Proceeding in the way Kivetz did would then have required us to make agreements with several small and large firms. Also, such a procedure would create some external validity problems since it would be difficult to make sure that a homogenous group is studied. In difference, our classroom experiment enabled us to study one homogenous group in terms of students. In one experiment we instructed participants that they first were certain to reach their individual spending requirement for a particular reward and then instructed them that they were uncertain in this regard. To capture this in the real setting seems difficult since a single customer cannot, at the same time, be both certain and uncertain to reach an individual spending requirement for a particular reward. Also, we wanted each experiment participant to choose between two CRPs each time making a purchase and not only upfront as in the Kivetz (2003) study. To handle this administratively in a real setting would be cumbersome. Especially, since we varied reward value and group size for the CRP with group rewards. Consequently, we chose to study fictive CRPs only.



Models of Incentive Value We have developed and used normative cost-benefit models constituting incentive value of a CRP for the customer. One model constituted the absolute value of a purchase incentive to the customer and was used together with assumptions to analyse how the customer 143



should choose between a CRP and an SP. Another model expressed the value of reaching a membership in a CRP and was used to analyse what constitutes an effective number of membership levels. One model finally expressed the value of a group reward and was used when analysing experimental results on group reward design versus individual reward design. Throughout this thesis we have considered if other costs or benefits should be included in these models. To include other costs or benefits is crucial if it leads us to arrive at other results. In two of the models rewards in monetary units constitutes the benefit of a CRP to the customer. In the model expressing the value of reaching a membership, the benefit is expressed in utility terms. We chose utility terms for this model to capture that for reaching a membership there could be both symbolic value, such as becoming a “gold-member”, and economic value, such as a monetary discount.



Inclusion of Points We have considered including points as a benefit in the model constituting the absolute value of a purchase incentive for the customer. Previous studies indicate that points per se can be a benefit (reward) to the customer. Hsee et al (2003) in an experiment showed that for two in other respects identical alternatives, the alternative which includes points is preferred over the one which does not include points. Further, Van Osselaer et al (2004) found that customers maximize the amount of points they can obtain today despite that this is irrelevant for spending required and reward value.



144



Points per se may have a collection value to customers, which is similar to economic psychological results that people find a value in saving money per se (see Wärneryd, 1999). This may suggest that a firm can create a purchase incentive to the customer by offering a CRP which only gives the customer points. Even though such a CRP would appeal to the firm due to low cost of producing points, i.e. digital tokens, it can be questioned if this would really work. Further, points may have a choice value to customers in that points earned can be exchanged into another CRP-currency, i.e. this may enable customers to choose between a larger reward set. If we had included points as a benefit in the model that we used for studying how customers make spending strategies between a CRP and an SP we would have arrived at other results. While a CRP includes points an SP does not. This implies that if points have a value to customers there is a benefit to the customer of a CRP which is not present for the SP. If points are of significant collection or exchange value this could make customers prefer the CRP over the SP. Even though we did not include points as a benefit, we elaborate on that points obtained according to contract may act as a signal increasing the probability that future rewards will be delivered by the firm as promised, i.e. points may have a value in terms of increasing the expected value of rewards. It is not obvious why customers prefer points over no points, nor why they prefer more points today and fewer points tomorrow over more points tomorrow and fewer points today. Following our study and previous studies potential explanations are that points have collection value, choice value or contract fulfilment value. It seems that more studies are needed in order to better understand if and 145



why customers find a value in points per se. For this reason we have not included points as a benefit in our model.



Inclusion of Transaction Costs In two of our models spending constitutes the cost to the customer. Even though purchasing repeatedly is the effort which customers are rewarded for in a CRP we have considered if also transaction costs ought to be included in our models. Previous studies have addressed transaction costs to the customer of a CRP. O’Brien and Jones (1995) with regards to CRPs have suggested that the scheme’s ease of use is one element making up for the value of a reward and De Wulf et al (2002) empirically found that customers are more likely to join a CRP which requires revealing minimum relative to extended personal information at the time of enrolment. A customer usually incurs transaction costs for joining a CRP in terms of filling out forms to get a reward-card. Also, there are transaction costs associated with collecting points in terms of bringing a stamp-card or reward-card when purchasing. Finally, there are transaction costs for redeeming rewards such as bringing a piece of paper in terms of a rebate coupon to the store or booking tickets and alike. If we had included transaction costs in our model of the absolute value of a purchase incentive we may have arrived at other results for customers’ preference between an SP and a CRP. More specifically, for a CRP the customer collects points but for an SP the customer does not. If customers find the transaction cost for collecting points substantial, our results, which ignore transaction costs, may underestimate the customer’s preference for choosing an SP over a 146



CRP. However, we expect this cost to be low, since customers can be expected to keep their reward-cards in their wallet or alike, which they bring with them when purchasing.



Validation The trustworthiness of the results of our two experiments rely on statistical inferences of a sample to a population, how well concepts on the theoretical level are captured by their operationalization on the empirical level, and the behaviour of participants and the experimenter during the experiments. In the conduction of the two experiments, we have, by developing experiment designs and procedures, attempted to make the results trustworthy, i.e. valid82 and reliable83. Procedures In order to get an indication that our experiment tasks and instructions were appropriate we consulted two senior researchers, one being experienced in conducting experiments. We let each researcher check the instructions and tasks developed and then asked two questions. We asked if they thought the instructions and tasks were easy to understand which provided responses that helped us to make further specifications. We also asked what hypothesis the researcher would put for each task respectively. By asking this question we “tested” the correspondence between experiment task and hypothesis.



Validity thus captures to what extent an inference made is true (Schwab, 2005) i.e. if you measure what you ought to measure (Hägg and Wiedersheim, 1984). 83 Reliability is the ratio of systematic score variance to total variance (Schwab, 2005). This implies that reliability captures to what extent the measurement instrument provides stable outcomes (see Wiedersheim-Paul and Eriksson, 1991). 82
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In order to get an indication that the set up and the procedure of the experiment would work according to expectations we conducted a pilot test with 20 students taking an undergraduate course in business. When conducting an experiment it is important that no interruptions occur since that may influence subjects’ responses in an undesired way. The pilot test informed us that the computer projector, in the classroom where experiments were to be conducted, worked sufficiently and that it was easy for students to read instructions on the “whiteboard cloth”. Regarding experiment procedures the pilot test helped us “confirm” that the response sheet to be filled out was easy to use for participants. Further, when conducting a classroom experiment there is a risk that participants influence each other’s responses. By conducting the pilot test we could observe if this seemed to occur, i.e. participants were spread out in the classroom and instructed to make individual choices using paper and pen. Our observations indicated no such tendency. Furthermore, the pilot test gave us input on when instructions and tasks were not clear to students which helped us to make necessary adjustments. We followed the experiment criterion of randomly assigning subjects to a control group and an experiment group. This procedure implies the risk that results become influenced by heterogeneity in characteristics of the two groups rather than by the different treatments that subjects in each respective group are exposed to. As a consequence, we required each participant to provide background information including age, nationality, sex, main study subject and familiarity with experiment tasks. The data on background information revealed that there were some differences between the two groups. This may have influenced 148



our results in an undesired way. We will return to this matter in the section on population validity concerns. In our experiments we used counterbalancing to reduce fatigue effects and repeated tasks four times to participants in order to minimize precedence effects84. Finally, we manually recorded the experiment data in two separate spreadsheets and compared the data in the two spreadsheets to make sure that no type-in mistakes had been made. Construct Validity Concerns A concern is our operationalization of consumption habit, i.e. the construct validity85 of consumption habit. We defined this construct as under free choice disregarding other product alternatives for choosing the product alternative that is usually bought. On the empirical level we on average required, for a consumption habit to prevail, that at least three times out of four the usually bought alternative is chosen. However, a customer may keep buying the same product alternative yet evaluate other alternatives. In this sense our measure does not capture the part of our definition of the construct which states that individuals disregard alternatives when buying. Though, we have through instructions to experiment participants attempted to induce that other alternatives than the usually bought one until now has not been considered in the purchase process. Another concern is that we do not fully capture the content of CRP in our experiments. The reason is that our experiment tasks do not take



This is described in more depth in regards to each experiment in chapters VII and VIII. Therefore we will not repeat it here. 85 Refers to how scores on measures on the empirical level correspond to the content of the construct at the theoretical level (see Schwab, 2005). 84
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into account that when spending towards rewards the customer obtains points (see appendix I). We excluded points for two reasons. In experiments it is important to make instructions and tasks easy to grasp for subjects (see Friedman and Sunder, 1994). If we had included points this could have made it more difficult for subjects to grasp instructions and tasks. Also, inclusion of points could have created undesired effects. To illustrate, in one of our experiments we were interested in capturing how reward value and group size for a group reward influenced subjects’ preference between the group reward and an individual reward. If we had included points, there would have been a risk that subjects prefer one type of reward over the other due to characteristics of points rather than due to reward value and group size86. By excluding points we avoided this risk. Population Validity Concerns Yet another validity concern is that we were not able to control if results were partly a consequence of differences in characteristics of control group and experiment group. For instance, in the control group 7 subjects out of 24 were Swedish while in the experiment group 32 subjects out of 43 where Swedish, i.e. there were proportionately more Swedes in the experiment group. Due to that we had so few observations of Swedes in the control group we could not in any statistically meaningful way test our hypotheses by



For instance, it could be that subjects require more than a proportionately larger amount of points as group size for the group reward increases. Or, it could be that a proportionately larger amount of points make subjects prefer the group reward. Also, recall that points could have a value per se as we have discussed earlier in this chapter. 86
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comparing mean scores for the Swedish subgroup in the control group to that of the experiment group. Therefore, we can just conclude that our results partly may be a consequence of differences in characteristics between control group and experiment group. However, there are indications that the cultural differences obtained between control group and experiment group do not account for our results. We created purchase situations for our experiments which ought to be independent of culture, i.e. books and pizza are products which customers buy independently of culture. Also, the t-test we performed gave insignificant results which indicate that it is not differences between control group and experiment group that account for our results87. Finally, there are concerns regarding the external validity88, i.e. generality, of our experiment results. Our sample containing 67 students is small in proportion to the total population of students. As a consequence, the risk that our sample is not representative for the population is high. Further, Neale and Liebert (1986) claim that a random sampling technique is most likely to produce a representative sample. In difference, we used a non-random sampling technique producing a convenience sample constituted by students from courses which we had access to89. We used two criteria for including and excluding students in our sample. We excluded selecting students from our own courses. The reason is that students may get the impression that their performance in



87 A complete representation of the characteristics of control group and experiment group is



found in appendix II. Refers to how well results generalize to the population, to other populations, across methods and time (see Schwab, 2005). 89 While the selection of courses was non-random the assignment of courses as control group versus experiment group was random. 88



151



the experiment may be relevant to their grade in the course (Friedman and Sunder, 1994). The other criterion we used was that we required that the content of our experiment was related to the content of the course, i.e. that students could actually learn more about the content of their course by participating in the experiment. This was more of an ethics principle in terms of not getting use of students for our own sake. The sampling technique that we used may thus have yielded a less representative sample. As a consequence of the low sample size the external validity of our results is expected to be low. This implies that it is not certain that our results generalize to other student groups such as humanities students or to other types of consumer groups such as workers. For instance, due to relatively lower income the probability for a student to reach a spending requirement for a particular reward can be expected to be lower than for a worker, i.e. workers may respond differently to a CRP than students. For economical reasons the sample size in experiments are typically close to the minimum required (see Friedman and Sunder 1994). Nevertheless, studies have shown that small experiment samples many times provide results which are representative for the population (see Plott, 1982; Smith, 1982a). This may be the case for our experiments as well. Reliability of Results By way of experiment design we tried to obtain stable measurements90. A risk in any experimental study is that the experimenter in an 90



Refers to that all subjects are exposed to the same treatment (see Neale and Liebert, 1986)
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unintended way influences results through his behaviour during the experiment. By treating all subjects in exactly the same way we tried to achieve experimental control (see Neale and Liebert, 1986), i.e. avoid experimenter effects. This was done by preparing on beforehand what to say to participants each time we ran the experiment. Also, by instructions and tasks being presented by way of a computer projector on a whiteboard cloth rather than by us as experimenters we tried to reduce the risk of experimenter effects. In experiments there is also the risk that subjects due to chance or unintended influences do not provide their “true” responses. In order to reduce the probability of this to occur we used aggregation91 (ibid). As an illustration, a subject may by mistake choose alternative X over alternative Y. If this choice is tested only once the faulty score that the subject prefers alternative X is produced. By letting our subjects respond to the same task four times we hope that such random errors in responses cancel out. According to Neale and Liebert (1986) using homogeneous groups contributes to reliability of results. In line with this suggestion we studied students only. To further make this study repeatable, we present the instructions and tasks used in our experiments in appendix I and represent our data in appendix II. The representation of the data can further be useful input when making meta analysis studies hence contributing to external validity.



Refers to that the sum of a set of multiple measurements is a more stable and representative estimator than any single measurement (see Rushton et al, 1983). 91
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There are reliability concerns for our experimental results. One concern is that we have a small sample which reduces reliability, i.e. as sample size increases the effect of chance factors influencing results tend to cancel out (see Neale and Liebert, 1986). Our results may also suffer from diffusion92 (ibid). The reason for this is that we ran the experiment at different points of time when there was a class for the course included in the experiment. During the time lapse between conductions of the experiment those having participated in the experiment may have informed fellow students who were to be included in the experiment. In turn, this implies that one student may influence another student’s response which is not intended. The fact that courses differed in terms of subject and level reduces the probability that students know each other and thereby the risk of diffusion93.



Refers to the spread of treatment effects from treated to untreated groups. One security engineering course and three business courses were used. The security Engineering course was on the third-year study level while the business courses were on the second and third-year level. 92 93
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Chapter X Conclusions



Returning to the Research Questions A firm can choose between purchase incentives to offer such as a CRP or an SP (sales promotion). In an SP the customer obtains an immediate reward while in a CRP the reward is delayed hence expected. Based on this difference in reward characteristic, we asked the question (Q1) if a delayed reward in a CRP can be preferred by the customer over an immediate-and-delayed94 reward of equal value in an SP. Using assumptions and a model constituting the value of a purchase incentive to the customer we developed propositions on how the customer should choose between the CRP and the SP when spending. Our analysis shows that only if the customer has started spending towards a reward in the CRP, the delayed reward, and thereby the CRP, is preferred. Relaxing our assumptions we showed that a delayed reward can also be preferred over an immediate-and-delayed reward due to upside uncertainty. A risk-seeking customer may thus appreciate the opportunity that the firm may change the terms and conditions of the



For a single period decision the reward in an SP is immediate, i.e. a single purchase entitles to a reward which unfolds at the same instance as you buy. However, we studied a spending strategy, implying a multi-period decision in which the customer chooses between an SP and a CRP for a sequence of two purchases. Therefore, the reward in the SP is referred to as immediate-and-delayed since it contains both immediate reward value (first purchase) and delayed reward value (second purchase). 94
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CRP so that a higher reward value than was initially stipulated is obtained. By way of design of a CRP a firm might influence the upside uncertainty of rewards to the customer. A way to do this is to show a record of having changed the terms and conditions over time, such as having added more membership levels. Similarly, this can be achieved by systematically showing a record of giving special offers such as; “if you spend Y monetary units during period X you obtain an extra discount worth Z”.



The Number of Membership Levels Observations indicate that hotels and airlines typically offer CRPs with two or three membership levels. Based on this we asked the question (Q2) what is an effective number of membership levels to offer in a CRP. Using state-contingent-claims and a model constituting the value of reaching a membership in a CRP we analysed the effective number of membership levels to use. Our analysis shows that if customers in the market have N different spending characteristics then offering N+ 1 membership levels is effective, i.e. there should always be one membership level that some customer aspires hence that no customer can achieve. This implies that the use of three membership levels is effective only if customers’ spending characteristics can be efficiently divided into two groups. A potential explanation to the use of a few membership levels is that for customers having reached the highest membership level rank there
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is still an incentive in terms of retaining95 rank. This suggests that N membership levels might be sufficient to create an incentive for most of the firm’s customers. However, for customers who spend that much that they do not risk losing the highest membership level rank, N+1 membership levels are required to create an incentive. This implies that by offering N+1 relative to N membership levels a firm can better attract important customers.



Group Rewards versus Individual Rewards Rewards in a CRP are typically individual. In worker-employer contexts group rewards are common and have been asserted to sometimes create stronger incentives than individual rewards. Based on this, we asked the question (Q3) if a firm by designing a CRP with group rewards instead of individual rewards can create a stronger purchase incentive to the customer. In a CRP, the spending requirement for a reward can either be individual or group-based and the reward can either be individual or group-based. For instance, a free flight for the family as reward, requiring an individual to gain X points, illustrates an “individual spending requirement group reward CRP”. Drawing on principal-agent studies we developed hypotheses and tested in an experiment the preference between group rewards and individual rewards. The type of group reward we studied was characterized by that each group member needs to reach an individual spending requirement for the group to share a monetary discount as reward. Our experiment results indicated a weak preference for individual rewards over group



Membership levels sometimes have limited duration such as a calendar year. To retain a membership level the customer typically has to gain a particular amount of points for a given period. 95
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rewards which persisted over group sizes and different value for the group reward. The finding that group rewards sometimes represent stronger incentives than individual rewards to workers may generalize to customers in a CRP-context. Whether group rewards create stronger incentives than individual rewards in CRP might further be contingent on conditions such as type of group, whether the spending requirement is individual or collective and the type of the reward. More studies are required to find this out. Further, although CRPs until now have typically been characterised by individual rewards firms offer group rewards to customers. For instance, SAS, the airline, recently launched a group reward offer to firms called “SAS-Credit”. It thus seems that whether to offer group rewards or individual rewards to customers is a current issue. Reward Value and Habitual Consumption Studies have shown that customers buy certain products out of habit. This implies that customers do not search for or evaluate competing product alternatives in the buying process. While a consumption habit manifests itself through repeated purchase a CRP rewards repeated purchase. As a consequence hereof, we asked the question (Q4) if the firm by way of reward value in a CRP can create an incentive to break or create a consumption habit. Drawing on consumer search studies we developed hypotheses and tested in an experiment if a CRP in association to a product alternative can create or break a habit. The results indicated that irrespective of reward value, no habit creating or habit breaking effect was found.
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Our results suggest that firms shall not try to design CRPs to create or break habits. Instead, firms shall try to design them for repeat purchase effects. We earlier suggested two design choices which the firm can make in order to create a relatively stronger repeat purchase incentive. By offering a progressive reward function96 relative to a linear or degressive one the firm creates a stronger incentive for the customer to continue spending towards future rewards. Also, by offering a progressive point function97 relative to a linear or degressive one the firm creates a stronger incentive for the customer to continue spending at the firm. Due to that points are usually digital tokens, characterized by low marginal cost of production, offering a progressive point function seems to be particularly appealing for the firm.



Future Research There are many unanswered questions regarding how a firm shall design a CRP to create a purchase incentive for customers. There are reasons to believe that information technology will drive the evolution of CRPs and thereby how CRPs are designed. We will now give some examples of topics that can be interesting to study in the future.



Extending our Study Previous studies on CRPs have addressed the downside uncertainty of delayed rewards, i.e. the risk that customers will not reach the spending requirement for a reward or the risk that the firm will not deliver the



With this we refer to that the reward value per unit of spending increases at certain spending levels reached. 97 With this we refer to that the amount of points gained per unit of spending increases at certain spending levels reached. 96
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promised reward. We mean that delayed rewards also have an upside potential to the customer since competition may force the firm to change the stipulations of the CRP such that a higher reward value than was initially stipulated is obtained. It would be interesting to see studies on how customers with different risk attitudes appreciate downside and upside uncertainty of delayed rewards in CRPs. Hence, risk-seeking customers may prefer CRPs over SPs due to the relatively higher upside uncertainty potential. Points obtained according to contract in a CRP may act as a signal to the customer implying that: “since the firm fulfils this part of the contract it is also more likely that they will fulfil the other part of the contract”, i.e. that the firm will also deliver rewards as promised. It would be interesting to study if points could have such a signal value. A way to do this is to study how likely customers expect it to be that firms deliver promised rewards when points are supplied according to contract versus not supplied according to contract. If this signal value is substantial customers may prefer a delayed reward in a CRP over an immediate-and-delayed reward in an SP. Membership level design in CRPs also needs to be further studied. It would be interesting to empirically explore why firms design their CRPs with two or three membership levels only. A potential explanation is that firms are anchored in the versioning of their underlying products. Another potential explanation is that customers prefer few over many membership levels. Hence, what O’Brien and Jones (1995) refer to as the scheme’s ease of use might be highly appreciated by customers, i.e. few membership levels relative to many membership levels might make the CRP less costly to asses for the customer. 160



On the other hand, our normative result suggests that there should always be one membership level that some customer aspires hence that no customer can achieve. This implies that if customers in the market have many different spending characteristics then firms should design their CRPs with many membership levels. Hence, it would be interesting to conduct empirical studies on customers’ preference for number of membership levels. A CRP may have symbolic value to the customer. Observations indicate that firms label membership levels with colors, metals or crystals. Different labels, such as black versus diamond, may have different symbolic value to the customer. It would be interesting to study if customers prefer metal labels over colour labels or vice versa. From a firm point of view creating an incentive for the customer by way of symbolic value is appealing since the marginal cost of producing such rewards is expected to be low. Our experimental finding that individual rewards are weakly preferred over group rewards suggests that there might be conditions under which the preference shifts to the group reward. In our study we did not specify type of group. It might be that depending on type of group, such as family versus firm, group rewards are preferred in CRPs. Further, the preference for group reward over individual reward might be contingent on type of reward. In our experiment reward value was expressed as a monetary unit discount. If the reward instead is a specific product, such as a trip to the Alps, the preference might alter. The reason for this would be that the specific reward creates a grouppressure effect which increases the probability of reaching it. 161



Furthermore, in our experiment the task for the group reward was individual. It would also be interesting to see studies in which the task is collective. More specifically, the group needs to make N purchases for the reward to unfold versus each individual needs to make 1/N purchases for the reward to unfold. Making the task collective may thus yield other results than those that we obtained. A reason for this can be that individuals expect the probability of reaching the group reward to be higher than the probability of reaching the individual reward when the task for the group reward is made collective. In general, different conditions for group rewards needs to be further studied to find out if there is a rationale for such rewards in CRPs. Our other experiment indicated that a CRP has no habit creating or habit breaking effect. Whether a CRP could have such effects needs to be further studied under other conditions for CRPs and for other products. For instance, in our experiment every fifth purchase entitled to a product for free. Studies have shown that the shorter the proximity to a reward the more frequently the customer purchases. Therefore, it would be interesting to study if a lower spending requirement than what we used in our experiment works better in order for a CRP to create a habit. The logic would be that more frequent purchasing may grow into habitual consumption. Finally, we conducted experiments with students who may respond differently to CRPs than other consumption groups. Therefore, repeating our experiments with other consumptions groups is called for.



Suggestions of other Studies Empirical studies indicate that customers hedge between CRPs (see Mägi, 2003; Nielsen, 2005). It would be interesting to explore the 162



rationale for such customer behaviour. A potential explanation to the hedging behaviour is that customers want to avoid becoming locked-in. Another potential explanation is that customers maximize expected reward value by hedging rather than by choosing a pure spending strategy in one CRP. Also, it would be interesting to explore if firms, to a reasonable cost, can reduce customer hedging behaviour by way of design of CRPs. Observations also reveal that not all firms in all industries offer CRPs. It would be interesting to explore why CRPs are more common in some industries than others as well as why some firms in an industry offer a CRP while other firms do not. Such studies could contribute to the understanding of the market conditions under which a CRP is suitable to offer. Low marginal cost of production could be one market condition associated with CRPs. For instance, flights and hotel stays as rewards might be produced at low marginal cost at free capacity and yet represent valuable incentives to customers. Further, CRPs might be suitable to offer in markets characterised by homogeneous products. Hence, in absence of product differentiation opportunities firms have to find other means to avoid price competition (see Chamberlain, 1933)98. Differentiation by way of a CRP could be such a means since CRPs can be designed in many different ways. It would also be interesting to explore to what extent firms differentiate their CRPs. Such differentiation might be more common in some industries than others or, in Porter’s (1980) terminology, more common



It has since long been stated that firms generally want to avoid price competition since that has been shown to drive profits down to zero. 98
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for firms characterized by having a differentiation strategy relative to any other type of strategy.



Final Remarks A firm can design a CRP in many different ways. Points can be used to illustrate this. Points can exist in different types such as those that qualify for product rewards only and those that qualify for membership levels as well. Further, when designing a CRP a firm can choose between offering a flat, descending or ascending point-allocationschedule. Furthermore, firms sometimes sell points to customers and sometimes allow customers to exchange points between CRPs. How to choose design for a CRP might be contingent on the firm objective such as creating a purchase incentive versus gaining customer information. This study has focused only on how a few different such designs create a purchase incentive to the customer. Despite an increasing number of studies on this topic during the last decade, many design alternatives still remain to be studied. By firms trying different designs and by researchers studying how different designs create a purchase incentive to customers a better understanding can be gained on how CRPs should be designed. This is of importance to firms since they spend large sums on their CRPs and since in single CRPs many customers are enrolled. Advances in information technology have implied lowered cost of handling data. By way of automated CRPs firms can therefore nowadays collect data on customer purchase behaviour at lower cost than before. Further, as a consequence of digitization, information 164



products have become characterised by extremely low marginal cost of production. For products with such a production characteristic CRPs seem to be common why one can expect CRPs to be more frequently offered for information products in the future. Finally, as Internet increases in importance as a marketplace firms need to respond to the threat of competition being “one click away”. One such response is to create lock-in by way of a CRP. In conclusion, following the evolution of information technology it seems that CRPs will increase in importance in the future.
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A Practical Guide: Suggestions when Designing a CRP When developing a CRP you need to decide how many purchases a customer shall make in order to earn a reward, the amount of points the customer shall earn per monetary unit spending (or purchase) and what rewards to offer. Based on results from the current study and previous studies we here give practical guidelines of how to think about the design of a CRP in order to create repeated purchase.



Two Remarks about Repeat-Purchase-Requirement 1. For the CRP to be effective you can either offer a low value reward requiring a few purchases or a high value reward requiring many purchases, i.e. you should maximize the incentive for the customer and minimize the cost for the reward. Customers who like to take risk will prefer the high value reward alternative while customers who do not like to take risk will prefer the low value reward alternative. Hence, the outcome is no reward to a customer that does not reach the requirement. To create an incentive for customers in both risk categories you shall therefore for every few purchases offer a low value reward and after many purchases also offer a high value reward. By this design you attract most customers. 2. Beware that if you offer a luxury reward you shall not require just a few purchases. Customers will then feel they have not earned the right to indulge, i.e. customers tend to feel guilt consuming luxuries (liquor, designer clothes) over necessities (groceries, gas).
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Four Remarks about Points 1. You shall give customers points for joining the CRP and increase the spending requirement proportionately. As an example, instead of letting a customer start with no stamps and collect 10 stamps to obtain the reward, you shall give the customer for instance 2 stamps when joining, and require him to collect 12 stamps to obtain the reward. This way you can increase the customer’s purchase frequency by making him feel closer to the reward occasion than he actually is. 2. You shall offer many points instead of few points per monetary unit spending (and make the point-requirement for a reward proportionately larger). It has been found that customers not only maximize the reward value per monetary unit spending but also the amount of points per monetary unit spending. To offer many points per monetary unit spending seems particularly appealing for IT-based CRPs since the cost of production of points is low, i.e. points are digital tokens. 3. You can create a stronger incentive by offering more points today compared to more points for a purchase in the future. Offering customers more points now have been found to make customers buy with higher frequency subsequently, i.e. customers maximize the amount of points they can obtain today even in situations when this is irrelevant for reward value. 4. You can use points to reduce the uncertainty to the customer of not reaching the requirement for a reward, thereby creating 167



a stronger incentive. One way is to allow customers to use partly points and partly cash to redeem a reward. Another way is to make points a currency implying that points in one CRP can be used in another CRP. Four Remarks about Individual Rewards 1. You shall offer rewards which customers highly appreciate and which yet are characterized by low marginal cost of production. Examples of such rewards are flights and hotel stays. Rewards of this kind can be restricted to situations of free capacity in production implying low marginal cost. Beware that too much restriction of when the customer is allowed to consume a reward could reduce the value of the incentive. Hence, the reward cannot be consumed when the customer finds it valuable. If you cannot supply this kind of rewards inhouse an opportunity is to ally with a firm who can. 2. You can reduce the uncertainty to the customer that you will not deliver a promised future reward, thereby creating a stronger incentive. This can be achieved by supplying points to customers according to stipulations and by showing a historical record of not having changed stipulations over time. 3. You can create a stronger incentive by offering an accelerating reward function implying that rewards are increasing at an increasing rate the more the customer spends. The rationale is that in comparison to a non-accelerating reward function, the 168



customer, already when making his first purchase, accumulates spending not only towards the next reward but also towards future rewards. You shall avoid offering a degressive reward function since it will reduce the incentive to stay in your program, i.e. an incentive for the customer to switch to a competing CRP is created. 4. How many membership levels to use is difficult to know. If you want to create lock-in, i.e. make customers spend the same share of their budget each period, a few levels might be effective. If you want to create an incentive for customers to increase their share of budget at the firm then there shall always be one membership level that some customer aspires hence that no customer can achieve. By using ranking order labels such as bronze, silver and gold to denote membership levels you may create a symbolic incentive for customers to aspire for higher levels. Offering symbolic incentives is appealing since they can be produced at low cost. By accelerating the reward function between membership levels you create an incentive for customers to aspire for higher levels. This can be achieved by differentiating rewards between the levels or by accelerating the point function between levels.
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Two Remarks about Group Rewards 1. You may need to think about whether you shall offer an individual reward or a group reward. Group rewards may sometimes create a stronger incentive than individual rewards. The rationale is that group members put pressure on each other to make sure the group reward is reached. This effect seems particularly likely to occur whenever customers constitute “natural” groups, for example families and firms. 2. Designing group rewards may require another kind of thinking than design of individual rewards. For group rewards it is likely crucial that all members aspire for the reward. Therefore, rather than offering a set of rewards to choose between for the group, offering a specific reward might be more effective. Beware that the rationale for group rewards may be contingent on type of group, type of reward and repeat-purchaserequirement.
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Appendix I: Experiment Instructions Study: Consumption Habit Hypothesis



Control Group Instruction



You eat pizza a lot, in fact once a week. In your local neighbourhood there are two pizzerias; Sorrento and Napoli. They make equally tasty pizza at a price of SEK50 per pizza. You further have the following information:



Experiment Group Instruction I



Task I: Choose pizzeria



A CRP relative to no CRP associated to a product alternative makes the customer consume habitually



You eat pizza a lot, in fact once a week. In your local neighbourhood there are two pizzerias; Sorrento and Napoli. They make equally tasty pizza at a price of SEK50 per pizza.



Pizzeria Sorrento When you buy your second pizza at their restaurant you become Regular Customer which means that you get free home delivery in the future. If you buy pizza four times you become Preferred Customer which means that you get free home delivery in the future.



Pizzeria Napoli For Pizzeria Napoli there currently is no offer. Now it is time to buy your first,…, fourth pizza. Do you choose Pizzeria Napoli or Pizzeria Sorrento?



Experiment Group Instruction II



Now Pizzeria Napoli and Sorrento both have the same offer. If you buy a pizza at Napoli immediately you become Preferred Customer which means that you get free home delivery and free lemonade in the future Now it is time to buy your fifth,…, eighth pizza. Do you choose Pizzeria Napoli or Pizzeria Sorrento?



Hypothesis



Your friend buys one bottle (0.5 litre) of dishwashing detergent per month. He/ she usually chooses brand x. Now a new dishwashing detergent (y) is introduced.



Your friend stays at hotel six times per year. He/ She usually stays at Hilton. Now consider that a new hotel chain is introduced.



Control Group Instruction



Your friend buys a packed (1kg) of coffee every other week. He/ she usually chooses brand x. Now a new coffee brand is introduced. Fir this new brand the customer is offered every tenth packet for free



Your friend buys one bottle (0.5 litre) of dishwashing detergent per month. He/ she usually chooses brand x. Now a new dishwashing detergent (y) is introduced. For this new brand every tenth bottle is for free



Your friend stays at hotel six times per year. He/ She usually stays at Hilton. Now consider that a new hotel chain is introduced. This new hotel chain offers every tenth hotel night for free



Experiment Group Instruction



Task II: Make a judgment of whether your friend will buy the same brand as usual or try the new brand.



A CRP associated to a new alternative makes the customer break a consumption habit



Your friend buys a packed (1kg) of coffee every other week. He/ she usually chooses brand x. Now a new coffee brand is introduced.



For a high-involvement product relative to a low involvement product a stronger “CRPincentive” associated to a new product alternative is required for making the customer break a consumption habit



Your friend buys four shirts per year. He/ she usually buys shirts of the same brand. Now a new shirt brand is introduced.



Your friend buys four shirts per year. He/ she usually buys shirts of the same brand. Now a new shirt brand is introduced. For this new shirt brand your friend is offered every tenth shirt for free



Your friend is to buy a shirt (coffee, detergent, stay at hotel). Will he stick to the same brand (x) or try the new brand (y)?



Study: Reward One or Many



Control Group Instruction



Experiment Group Instruction



Task I: Choose between two bookstores that are identical in all aspects but their reward offer. Each time you buy one book only. Hypothesis Given individual spending certainty, between a group reward and individual reward of equal value to the customer the individual reward is preferred



You know you will buy five books. Square Bookstore: if you buy five books you get a discount worth SEK100 Corner Bookstore: you are part of a group. For each person in this group that buys five books, the group share a discount worth SEK100



“-“



You do not know you will buy five books in total. Square Bookstore: If you buy five books you get a discount worth SEK100 Corner Bookstore: You are part of a group. For each person in this group that buys five books, the group shares a discount worth SEK100



You are to buy your first,…, fourth book. Do you choose the Square Bookstore with the individual offer or the Corner Bookstore with the group offer?



Given individual spending uncertainty, between a group reward and individual reward of equal value to the customer the group reward is preferred



“-“



You are to buy your first,…, fourth book. Do you choose the Square Bookstore with the individual offer or the Corner Bookstore with the group offer?



Given individual spending certainty, a customer prefers a larger group reward over a smaller individual reward when thre group size is large but not when the group size is small



You know you will buy five books in total. Square Bookstore: If you buy five books you get a discount worth SEK100 Corner Bookstore: You are part of a group of four (ten, hundred) people. For each of you that buy five books, the group shares a discount worth SEK100. In addition, if all of you buy five books each the group shares and extra discount worth SEK200 (SEK500, SEK5000).



You are to buy your first,…, fourth book. Do you choose the Square Bookstore with the individual offer or the Corner Bookstore with the group offer?



Appendix II: Representation of Data Experiment on Group reward versus Individual Reward H1a: Given individual spending certainty, between a group reward and individual reward of equal value to the customer the individual reward is preferred



Control Group Subject



Choice of ind. reward (0-4)



1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24



4 4 0 4 2 2 4 4 3 3 4 4 0 3 2 4 0 0 0 4 1 4 0 4



H1b: Given individual spending uncertainty, between a group reward and individual reward of equal value to the customer the group reward is preferred



Experiment Group Subject



1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42



43



Choice of ind. reward (0-4), spending uncertainty



4 2 0 4 4 0 0 0 2 4 4 4 0 4 1 4 4 0 4 4 4 3 4 0 4 0 4 0 4 4 4 0 2 4 4 4 0 4 4 0 0 4



4



Control Group Subject



1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24



Choice of ind. reward (0-4), spending certainty 4 4 0 4 2 2 4 4 3 3 4 4 0 3 2 4 0 0 0 4 1 4 0 4



H2: Given individual spending certainty, a customer prefers a larger group reward over a smaller individual reward when the group size for the group reward is small but not when the group size is large



Experiment Group



Control Group



Subject



Subject



1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42 43



Choice of ind. reward (0-4), group reward for small group (4)



4 1 0 4 4 4 0 0 4 4 4 4 0 0 0 4 0 0 4 4 4 0 4 4 4 4 4 0 4 4 4 2 2 0 4 4 0 4 4 4 0 4 4



1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24



Choice of ind. reward (0-4) 4 4 0 4 2 2 4 4 3 3 4 4 0 3 2 4 0 0 0 4 1 4 0 4



Experiment Group Subject



1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42 43



Control Group



Choice of ind. Subject reward (0-4), group reward for medium group (10)



4 0 4 4 4 4 0 0 4 4 4 4 0 4 4 4 0 0 0 4 4 4 4 4 4 4 4 0 4 4 4 2 2 4 4 4 0 0 4 4 0 4 4



1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24



Choice of ind. reward (0-4) 4 4 0 4 2 2 4 4 3 3 4 4 0 3 2 4 0 0 0 4 1 4 0 4



Experiment Group



Control Group



Subject



Subject



1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42 43



Choice of ind. reward (0-4), group reward for large group (10)



4 0 4 0 4 4 0 0 2 4 4 4 0 0 4 4 4 0 4 4 4 4 4 4 4 4 0 0 4 4 4 0 3 4 4 0 4 4 4 4 4 4 2



1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24



Choice of ind. reward (0-4) 4 4 0 4 2 2 4 4 3 3 4 4 0 3 2 4 0 0 0 4 1 4 0 4



Consumption Habit Experiment H1: A CRP relative to no CRP associated to a product alternative, makes the customer consume habitually



Experiment Group



Control Group



Subject



Subject



1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42 43



Choice of alternative X (0-4) with initial CRP



4 0 1 2 0 0 4 4 4 2 0 4 1 1 1 3 3 3 0 4 0 3 0 0 2 0 1 4 4 1 1 2 3 3 0 4 4 2 4 2 4 1 0



1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24



Choice of alternative X (0-4), no CRP 2 4 4 1 1 2 2 2 2 1 0 2 1 1 Missing value 2 Missing value 2 2 2 2 1 2 2



H2a: A CRP associated to a new product alternative makes the customer break a consumption habit H2b: For a high-involvement product relative to a low-involvement product, a stronger “CRP-incentive” associated to a new product alternative is required for making the customer break a consumption habit



Experiment Group Subject



1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42 43



Control Group



Choice of Subject usual shirt brand (0-4), CRP for new shirt brand



0 3 4 3 4 3 4 4 4 0 4 4 2 3 1 4 4 2 4 1 4 4 0 4 0 4 3 0 4 4 0 2 4 4 0 4 4 4 4 4 2 4 4



1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24



Choice of usual shirt, brand (0-4), no CRP 2 0 1 3 4 2 2 3 2 2 2 3 3 3 2 2 2 1 4 4 2 0 2 2



Experiment Group



Control Group



Subject



Subject



1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42 43



Choice of usual hotel (0-4), CRP for new hotel



4 2 0 4 2 4 4 0 4 4 4 0 4 4 4 0 0 1 2 0 4 2 4 0 0 4 1 4 4 0 0 3 2 0 0 4 0 4 4 0 1 4 4



1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24



Choice of usual hotel, no CRP (0-4) 1 0 2 4 4 3 3 2 0 4 4 0 3 3 3 2 2 4 4 4 3 2 3 3



Experiment Group Subject



1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42 43



Control Group



Choice of Subject usual coffee brand (0-4), CRP for new coffee brand



4 1 4 3 4 3 1 3 2 0 4 4 1 2 0 3 4 0 2 4 4 4 2 4 2 4 2 4 3 4 3 1 3 0 4 4 0 4 0 0 0 4 3



1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24



Choice of usual coffee brand (0-4), no CRP 2 0 4 4 4 2 1 3 3 4 1 2 4 3 3 3 3 4 4 4 3 3 2 4



Experiment Group



Control Group



Subject



Subject



1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42 43



Choice of usual detergent brand (0-4), CRP for new detergent brand



4 1 0 3 0 2 1 0 0 0 4 0 2 1 0 0 4 2 4 0 4 4 4 4 4 4 2 0 4 0 0 0 1 0 0 4 4 0 4 4 0 4 4



1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24



Choice of usual detergent brand (0-4), no CRP 2 0 2 4 4 3 4 2 3 2 4 1 4 3 2 2 3 4 4 4 4 3 4 4



Subject 32 29 29 25 24 25 28 30 30 24 N/A 21 23 23 35 24 N/A N/A 21 21 23 21 21 21



Age Male Male Male Male Male Female Female Male Male Male Male Female Female Female Male Male N/A N/A Male Male Male Male Male Male



Sex Nigerian Nigerian Nigerian Cameroon. Banglad. Chilean Mexican Indones. Cameroon. Banglad. Banglad. Moroccan Swedish Nigerian Tanzanian Austrian Pakistani N/A Swedish Swedish Swedish Swedish Swedish Swedish



Nationality Business Business Business Business Business Business Business Business Business Business Business Business Business Business Engineering Engineering Engineering N/A Engineering Engineering Engineering Engineering Engineering Engineering



Main study subject



Different kinds Different kinds Different kinds Course literature Different kinds Different kinds Different kinds Different kinds Different kinds Course literature Course literature Different kinds Different kinds Different kinds Different kinds Different kinds Different kinds Different kinds Course literature Different kinds Different kinds Different kinds Course literature Course literature



Book purchase characteristics



Not true Not true True True True True True True Not true Not true True True Not true True True Not true Not true Not true True True Not true True Not true True



Consume certain prod. habitually



Control Group Characteristics



1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24



Subject 19 21 24 20 22 23 23 20 24 24 21 23 21 24 25 24 26 24 26 22 19 31 19 19



Age Female Male Male Female Female Male Male Male Male Female Female Female Female Female Female Male Male Male Male Male Male Male Male Male



Sex Swedish Swedish Swedish Swedish Swedish German German Dutch Swedish Chilean Moroccan Swedish Nigerian Chilean Chilean Swedish Argentine Banglad. Serbian Swedish Swedish Swedish Swedish Swedish



Nationality Business Business Business Business Business Business Business Business Business Business N/A Business Business Business Business Business Business Business Business Programming Programming N/A Software Eng. Programming



Main study subject



Course literature Course literature Course literature Course literature Course literature Different kinds Course literature Course literature Different kinds Different kinds Different kinds Course literature Different kinds Different kinds Different kinds Course literature Different kinds Course literature Different kinds Different kinds Course literature Different kinds Different kinds Different kinds



Book purchase characteristics



True True True True True True Not true Not true Not true True True True True Not true True True True Not true True Not true True True Not true True



Consume certain prod. habitually



Experiment Group Characteristics



1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24



Subject 19 19 22 19 19 19 19 18 22 20 20 19 19 19 20 22 19 18 45



Age Male Male Female Male Male Male Male Male Male Male Male Male Male Male Male Male Female Male Male



Sex Swedish Swedish Swedish Swedish Swedish Swedish Swedish Swedish Swedish Swedish Swedish Swedish Swedish Swedish Swedish Swedish Swedish Swedish Swedish



Nationality Software Eng. Software Eng. Programming Programming Programming Programming IT-security Software Eng. IT-security Programming Programming Software Eng. programming Programming Programming N/A Programming Programming Computer Sci.



Main study subject



Course literature Course literature Different kinds Different kinds Different kinds Different kinds Different kinds Different kinds Different kinds Different kinds Different kinds Different kinds Different kinds Different kinds Course literature Different kinds Different kinds Different kinds Different kinds



Book purchase characteristics



Not true Not true True True True True True True Not true True True True True True Not true Not true Not true True True



Consume certain prod. habitually



Experiment Group Characteristics (continuing)



25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42 43
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